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Back in the Saddle, Baby

New Risk Book

The Age of “Back to Basics” is Over. The new
catchphrase coming out of McDermott Will & Emery’s recent
energy conference was “everything is in play.” When it comes to
risk management and trading instruments, everything is on the
table — distressed assets, weather derivatives, swaps, options, tax
strategies, physical plays to buy and build, regulatory and mar-
ket mitigation risk, emerging capacity and energy market struc-
tures —it’s all presented to market participants at the same time,”
says MWE partner Greg Lawrence. The central message from
the speakers and attendees, a pubic and private sector Who’s
Who of the energy business, was: Let’s get back to business.

The buzz was palpable at the Willard Hotel in Washing-
ton, DC, where the high-level powwow brought together about
90 representatives of traders, financial institutions, hedge funds,
utilities, merchant generators, ISOs and the federal regulators —
CFTC, FERC, DoJ, FTC.

“There’s a tremendous amount of excitement for really
focusing on the emerging California market and closing seams
in the MISO/NYISO/PJM capacity, energy and transmission
markets, and how to deal with, identify and address a variety of
risks in the energy industry,” Lawrence tells us.

He moderated a panel on nontraditional entrants like
hedge funds, institutional investors and private equity folks. The
general sense was that these new players are being welcomed
with open arms. “The market and trading are still maturing, and
hedge funds, financial institutions and capital players are critical
to the industry. They have strong balance sheets and are neces-
sary now to deal with a variety of risks, price volatility and re-
structuring needs.”

But balancing that excitement for getting down to busi-
ness, the conference heard a continuing drumbeat for certainty
in terms of regulatory oversight and market mitigation. Several
speakers were peppered with questions along the lines of: When
will we get certainty? How will resource adequacy be judged?
Where’s the energy bill? “Regulatory uncertainty was addressed
in all the panels. It causes contractual and financial arrange-
ments that may be imprecise, redundant and therefore inefti-
cient,” Lawrence said.
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For All of You Who Have Been Screaming for More

Books that tackle energy risk-management issues head on but
lack a PhD to decipher the more quantitative aspects of the pro-
cess, hope is on the way. We hooked up with Andrew Hyman to
discuss his latest work on the subject. Untitled as yet, the ap-
proximately 250-page book is slated to go to press sometime in
late Spring and is offered by PUR, Inc. While centered on gen-
eral principles of risk management at energy companies, the goal,
Hyman says, is to provide a primer on the subject to board mem-
bers, investors and other non-trader types who need to know
this stuft.

“The book will help to define and explain certain risk
processes and operational and corporate strategies that investors
need to know before they commit, and board members can use
it to better understand the company they sit on,” Hyman says.

The book opens with a general statement on why com-
panies need good risk-management policies and practices and
then segues into the Enron fiasco, the market Bubble and the
rest of the mess we all sweated through over the past few years.
The book moves into risk specifics, definitions, best practices,
and includes lots of examples and anecdotal stuft. The book is
more or less in layman’s terms, although if you’re not at least
somewhat familiar with financial markets, energy markets or
current events, it may take a little longer to digest. But for all you
energy and risk newbies, Hyman also provides one of the bigger
glossaries and reference bibliographies we’ve seen. Bottom line,
he says, is that risk is all around us, whether we’re talking mar-
ket, price, operational or whatever. The trick is to recognize it,
understand how to best mitigate it and keep on top ofit.

As a general reference, this book should do the trick,
much like Hyman’s previous work, a joint effort with his father,
industry mega-analyst Leonard Hyman: America’s Electric Utili-
ties: Past, Present & Future (PUR, 2000).

Andrew Hyman is currvently the marketing divector for
Fiske Walter Capital Management Ltd., a commodity trading ad-
viser in Chicago. For move on his forthcoming book, e-mail Hyman

at teva@praivienet.ory.
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ting and distributing power. Distributed Control Systems (DCS)
allow a small number of operators to control a power plant.
Supervisory Control and Data Acquisition (SCADA) systems
control and monitor the transmission and distribution of power
across a wide area from a control center. These systems control
a process that has serious human safety implications and are
essential to the critical infrastructure.

Control systems have many unique aspects that aren’t
found in a corporate network, from protocols and equipment
used to control the physical process, commonly via measure-
ment and actuation, to special performance and availability re-
quirements to prevent downtime or delay. But these same con-
trol systems also have much in common with corporate com-
puter systems that are constantly under attack. Control systems
are increasingly connected to the enterprise network, which is
connected to the Internet. Key components of control systems
run on Windows and Unix operating systems.

Forward-thinking industry experts were worried about
a cyber attack on control systems prior to the year 2000, but this
was not widely embraced as a real concern.

All this changed after Sept. 11,2001.

The industry was faced with the reality that a sophisti-
cated and dedicated adversary wanted to damage the US and
other countries. The ease at which a cyber terrorist could knock
out large portions of the electric grid became a real concern.

The Northeast blackout in August 2003 was a second
wakeup call because computers and applications failed to work
properly. The investigation found no evidence of a cyber attack
causing the blackout, but the incident highlighted the potential
for a future attack.

These serious threats, along with the ubiquitous worms,
viruses and general hacking faced by any computer user, under-
lined the need to insure appropriate cyber security measures are
in place to protect the DCS and SCADA systems essential to the
generation, transmission and distribution of electricity.

NERC Steps In

The North American Electric Reliability Council
(NERC), with its stated mission of ensuring the reliability and
security of the bulk electric system, was the logical choice for
regulating cyber security for the electric sector.

The need was so critical that NERC did not follow its
typical process for developing a standard. Instead, Urgent Ac-
tion Standard 1200 — Cyber Security was issued in August 2003
and renewed in August 2004.

During this two-year period, NERC worked on a longer-
term solution, now split into eight critical infrastructure protec-
tion (CIP) standards:

CIP-002 Ciritical Cyber Assets

CIP-003 Security Management Controls

CIP-004 Personnel and Training

CIP-005 Electronic Security

CIP-006 Physical Security

CIP-007 Systems Security Management

CIP-008 Incident Reporting and Response Planning
CIP-009 Recovery Plans

R R

While implementation is likely to vary a great deal by
sector, the underlying requirements could be used in any indus-
try with little modification. The NERC CIP requirements are

similar to banking, e-commerce, health care or government best
practices. They require:
<> A cyber security policy;
<> Employee security training and awareness;
<> Disabling unused network ports/services to limit what
can be attacked,;
<> Strong passwords (a mix of character types of sufficient
length that would be hard for a person or program to guess)
for user authentication; and
<> Monitoring the security perimeter and critical assets for
attacks.

Measurement and accountability are key features of the
CIP standards. Each standard includes the audit requirements
to achieve compliance and requires a “senior management
officer’s approval,” which will certainly help achieve manage-
ment buy-in to cyber security.

NERC chose to be very general in the requirements,
rather than state how to meet each requirement. It’s certainly
casier to achieve consensus on general requirements and meet-
ing them is bound to improve cyber security to some degree.
But a lack of specifics also means a company could be compliant
from an audit standpoint without necessarily achieving the in-
tended goal: security.

The standards and related audit requirements apply only
to “bulk electric systems,” and most organizations already know
if they are subject to NERC standards. But electric systems that
don’t fall under NERC’s “bulk electric system” definition would
have a cyber security program if they voluntarily comply with
these standards.

To take this a step further, other critical infrastructure
fields, such as chemicals, oil and gas and water, could use these
standards until a more applicable one is developed for their in-
dustry.

Complying with NERC CIP

All organizations fall into one of five stages in the evolu-
tion toward compliance with the NERC CIP or other compli-
ance mandates such as Sarbanes-Oxley, ACC’s Responsible Care
or HIPAA.

Stage I No clear understanding of the organization’s
risks and liabilities in relation to cyber security.

Stage II General understanding of risks and liabilities,
but cyber security as a program is ad hoc and purely reactive.

Stage III Cyber security is defined as a program with a
clear understanding of risks and liabilities somewhere within the
organization, but is highly dependent on individuals.

Stage IV The cyber security program is implemented
as a cross-functional process and generally understood through-
out the organization, with minimal dependence on individuals
for its perpetuation.

Stage V The cyber security process is measured by the
organization in terms of the human and technology costs, inci-
dent response times and standardized reporting involved in miti-
gating critical vulnerabilities and responding to attacks as they
happen.

As arule, organizations rarely jump over stages in imple-
menting cyber security programs without help from external sup-
pliers. A common mistake made by organizations is to aim for
Stage IV when starting at Stage I or to aim for Stage V when
starting from Stage II. Implementing a robust policy, coordi-

(Click to continue on page 4)
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nated with a process enabled by predictable, automated tech-
nologies and reporting mechanisms, takes time internally.

Yet the NERC CIP compliance schedule will require
just such a jump for many electric systems. The CIP standards
are scheduled to become effective on Oct. 1 and electric systems
must comply, in varying degrees, as soon as the first quarter of
2006. Given the current level of comments on the drafts, this
schedule may slide but probably not more than a couple of quar-
ters.

Fortunately security technologies and processes have
evolved considerably over the last five years. Vendors offer a
range of tools, technologies and fully automated outsourced pro-
cesses that can speed the CIP compliance effort. These products
and services need to be factored into the cost estimates.

The cost of complying with NERC CIP varies signifi-
cantly depending on which stage the organization is at. The size
of the organization also matters, but given the fixed costs associ-
ated with continuous monitoring of the network by trained I'T
and SCADA Security personnel, the size matters less than the
stage.

Key components of cost of complying with NERC CIP
include:

<> Policy and procedures development and implementa-
tion;

<> Dedicated security personnel, 24x7x365; and

<> Intrusion detection and monitoring.

Policy and Procedures Development and Implementation

Security policies and procedures provide the enabling
“glue” to bind a sustainable, scalable security program. Opera-
tional procedures span change control, configuration manage-
ment, patch management and back up and recovery in relation
to overall information security policies.

For organizations at Stages I or II, the consulting fees
alone to develop and implement robust policies and procedures
start at $50,000 for a small utility operation and $500,000 for
large utilities. Stage III organizations can expect a 30 percent
lower entry point given the running start they have toward the
definition stage of the work. Their expenditure is required to roll
out effective training programs with demonstrated results. Stage
IV and V organizations likely will not require outside services to
continue improving themselves in relation to NERC CIP and
other mandates.

Dedicated Security Personnel, 24x7x365

At any stage, personnel costs generally dwart technol-
ogy costs, since companies must staff an incident response pro-
cess with dedicated personnel, 24x7x365. Typically, personnel
costs represent 70 percent of ongoing resource requirements.
Furthermore, the expertise required to staft these positions is in
relatively short supply given the specialized skills associated with
installing, managing and monitoring network security systems.
Outsourced managed security service providers (MSSPs) have
emerged as a result of the opportunity to aggregate expertise for
application across hundreds of networks from security opera-
tions centers designed to deliver these services.

The average cost of a fully loaded, full-time-equivalent
trained security professional is $120,000 per year, assuming a
base salary for a certified information systems security profes-
sional of about $85,960, plus overhead costs of approximately
40 percent over base. Assuming a minimum of three FTEs are

required to staff'a continuous incident response process, $360,000
per year or $30,000 per month is the minimum entry point for
any size organization to fully comply with not just NERC CIP
but Sarbanes-Oxley and HIPAA.

These security professionals must review anywhere from
2,000 to 3,000 alerts per year, or 5 to 10 a day, if network
security devices are properly tuned to reduce the number of false
positives they generate. When devices are not properly tuned,
the volume of alerts is overwhelming. For instance, organiza-
tions at Stage I, IT or IIT often install intrusion detection systems
(IDS) but tune them into a state of irrelevance for lack of time.

Intrusion Detection and Monitoring

CIP-005 requires all bulk electric systems to have a 24-
hour intrusion detection capability to detect intrusions and intru-
sion attempts at the electronic security perimeter and on critical
cyber assets. For utility companies, specific IDS signatures have
been written with funding from the Department of Homeland
Security Advanced Research Projects Agency (HSARPA), to
identify attacks embedded in SCADA and DCS protocols. These
signatures are primarily focused on the MODBUS TCP and
DNP3 protocols, which are widely used in the electric industry.
Assingle IDS sensor can identify attacks on Microsoft operating
systems and SCADA field devices such as IEDs and PLCs.

Organizations will require a minimum of one IDS, and
larger enterprises will need up to four. Costs start at $40,000 to
$50,000 for typical enterprise-grade vendor-supported products.

Monitoring technology used internally by an organiza-
tion, typically referred to as Security Information Management
systems (SIMs), ranges widely in cost. But they typically start at
$100,000, including systems integration fees, for any organiza-
tion large enough to deploy the technology. According to the
Gartner Group, the cost and complexity of using SIM tools put
them out of reach for all but the top 20 percent of the Fortune
1000. SIMs collect syslog events, Windows event logs, SNMP
traps, firewall logs and other information from all the security
devices in the organization, store that information in a common
database, analyze it and present it in a format that is easier for
security specialists to interpret.

All or part of the intrusion detection and monitoring
can be outsourced. For example, the management and monitor-
ing of an IDS sensor can be outsourced for $750 to $1,500 per
month. Management and monitoring of the protection devices,
such as firewalls, and monitoring of key servers that are desig-
nated as critical cyber assets can also be outsourced. Most of the
outsourced services allow full visibility of the monitored infor-
mation so internal resources can be as involved as they need or
want to be.

Vendors provide reporting tools for each set of prod-
ucts monitored, such as firewalls and IDS devices. Alternatively,
reports are provided as a standard part of MSSP services. Most
importantly, reports must provide an uninterrupted audit trail
for review by internal and external auditors.

Conclusion
The NERC CIP standards will be in force shortly. The
requirements are very similar to best practices found in other
industries, but the implementation will need to take into account
the critical availability and performance requirements in a DCS
or SCADA system. Given the approaching deadline, bulk elec-
tric systems will need to find the right mix of products and ser-
(Click to continue on page 5)
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vices to implement an effective and compliant cyber security pro-
gram in the available timeframe. They also need to keep an eye
on the long-term cost implications of these decisions.

The authors can provide any additional information about
the tools and services needed to comply with NER C requivements or
to beef up cyber system security.

Howard is vice president of sevvice delivery at Counter-
pane Intermet Security. He can be reached at
Aboward@counterpane.com or call 703/227-5940. For more on the
COMPany, Jo to Www.counterpane.com.

Peterson, CISSP, is divector of network security practice at
Digital Bond, Inc. Contact him at peterson@digitalbond.com or
call 954/384-7049. For more on the company, go to
www.digitalbond.com.

(CFTC ROUNDTABLE ON CPOS from page 1)

ket — the time-honored daisy chain event — was mentioned and
discussed from every possible angle. And from the chorus of
well-wishers from both sides of the bench that day, anybody
listening could only conclude that the chances of such a thing
happening are pretty remote. But, like everything else in the
universe, not entirely impossible either. We were particularly im-
pressed with presentations by Dr. David Mordecai of REL Capi-
tal, MotherRock’s Bo Collins and a good bit of research by Dr.
Michael S. Haigh, a Senior Financial Economist with the CFTC’s

Office of the Chief Economist. His presentation, “A Study of
Managed Money Traders’ (MMTs) Participation in the Energy
Futures Markets,” offered a pretty clear view, quantitatively any-

way, of where funds sit in the greater scheme of things. Think of
it as a follow on to the recent NYMEX report on similar topics —

if you compare the selective timeline of the NYMEX study and

Haigh’s own summary, you’ll have a pretty good picture of the

true nature of funds and vols in the energy space. His presenta-

tion is available online.

PARTICIPATION IN THE MARKET (OPEN INTEREST)

NATURAL GAS

Participant # of participants # active days % active days
category active very active active very active active  very active
AD 81 (76%) 39 (37%) 152.9 215.1 69.9 91.4
AM 5(38%) 3(23%) 159.6 217.3 73.0 97.1
AO 29 (69%) 7 (17%) 105.2 213.6 47.6 90.8
AP 15 (71%) 5(24%) 106.9 156.4 57.3 86.6
AS 20 (95%) 8 (38%) 159.1 229.5 67.5 91.2
FA 3(100%) 1(33%) 105.0 107.0 62.8 82.3
FBT 41 (48%) 24 (28%) 167 4 2269 719 90.8
ES 2 (100%) 1(50%) 182.5 254.0 67.6 94.1
LF 1 (100%) - 134 - 74.0 -
MMT 68 (46%) 22 (15%) 104.8 172.4 55.1 88.6
NRP 42 (22%) 18 (9.4%) 93.8 136.0 65.8 91.7
CRUDE OIL

Participant # of participants # active days % active days
category active very active active very active active  very active
AD 74 (70%) 35 (33%) 150 217 69 92
AM 20 (67%) 12 (40%) 151 200 77 96
AO 8 (47%) 2 (12%) 74 107 54 85
AP 13 (72%) 9 (50%) 177 219 78 96
AS 20 (75%) 15 (60%) 171 206 81 94
FA 1(100%) (100%) 119 119 99 99
FBT 58 (65%) 42 (47%) 139 162 80 92
EFS 1 (100%) (100%) 254 254 94 94
MMT 85 (49%) 28 (16%) 104 168 55 86
NRP 48 (17%) 17 (6%) 83 131 60 92

Notes: active = participants that actively traded for more than 25 days, very active = participants that also traded move than 75 percent of
their total days in the market. For example, a participant may be in the active group because he changed his positions on 25 dwys, but if be
held passive lnrge positions in the mavket for an additional 75 days (thus was in the market for a total of 100 days), be will not qualify as
a very active trader as his active doys constitute only 25 percent of the total days. Figuvesin paventhesis vepresent pevcent of active and very
active traders of the total number of unique traders (from Table 4). # active days and % active days vepresent averages across pavticipants
in each trading category. Total number of days in the sample is 270. % active days is the number of active days as percent of total number
of days in the market. AD = Dealer/Merchant, AM = Manufucturer, AO = Agricultural and Natural Resource, AP = Producer, AS =
Commodity Swaps/Derivatives Dealer, FA = Arbitrageur or Broker/Dealer, FBT = Floor Broker or Floor Trader, FS = Financial Swaps/
Derivatives Dealer, LF = Livestock Feeder, MMT = Managed Money Trader, NRP = No Registration.
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(SHIPPING FUTURES ON NYMEX from page 1)

The first few folks we spoke to on this matter called
these new derivatives a “speculator’s dream.” After we read up a
bit on the size and status of the global crude fleet, we can see
why. The shipping business is not what you’d call a transparent
sector, but it is excruciatingly finite. As such, demand for cargo
space has skyrocketed in the past couple years — seems demand
is outstripping supply in every aspect of the crude market, the
shipping side in particular. We put in a call to former energy
trading desk chief Neil Levy on the subject — turns out he’s
consulting with a number of companies right now to set up desks
to trade this stuff. Before he set up Morgan’s power and gas
desks in the mid-1990’s, he worked the cargo and fuel space for
CSX.

In Levy’s view, this new contract fits beautifully with
NYMEX’s current coal and gas futures. “These new derivatives
should see some serious growth. The OTC market for these
hedges has seen significant growth; it’s a very smart move by
NYMEX,” he says.

Courtesy of McQuilling Brokerage Partners, a global
ship-brokerage, and transport consulting subsidiary McQuilling
Services, we accessed a bunch of interesting reports on the state
of the global cargo shipping sector, supply, demand and related
analysis. NYMEX has indeed jumped on a hot one. We recom-
mend all readers go to www.mcqservices.com and check out
reports like Tanker Availability, Tanker Market Outlook February
2005, Outlook 2005-2008 and Tankers: Tonnage Supply Summary
January 2005.

The good news, according to McQuilling, is that new
ships are coming on line at a relatively brisk rate. The current
fleet stands at 2,908 vessels, totaling about 307 million dwt. That’s
a25.7 percent increase in fleet size since 1991 and a compound
growth rate per annum of 1.65 percent. “This year we expect a
net change (additions less deletions) of 216 vessels to the total
trading tanker fleet, an increase of 7.43 percent from the fleet as
it stands today. In deadweight terms, this represents an increase
of'8.59 percent. By any measure, the industry is facing a consid-
erable growth in tonnage this year,” the company says.

Unfortunately, the decommissioning of tankers is also
occurring at a relatively brisk rate. New international standards
on double hulls and so forth mean that hundreds of the older

18 of the top 20 US energy firms*
have already adopted @ENERGY

*Bas the ENERGY Bus gazine, F 03

@ENERGY

The most widely used set of derivatives
Ml.ﬁ_n'lu in the energy industry.

Weather Reports for LNG

Earthsat Has Launched a Whole Spread of Weather
Services and Reports custom-made for the bourgeoning
LNG sector. And sales have been steady, according to Chris Hyde,
a meteorologist and manager for energy weather product sales.

The Energy Shipping Weather product covers weather
outlooks for the major ports, major shipping routes, the North
Sea, Baltic, Atlantic and so on. Included are wave heights, fog
and ice forecasts for the next 72 hours and any port closures.

“This is still a relatively young market, but the growth is
there. We see a lot of requests for custom reports due to the
recent growth in the LNG markets,” Hyde says. “You name the
region and we can do it.” He says the LNG Weather Product
outlooks and forecasts have been available for the European mar-
kets for a couple years, and recently they revamped the product
to include Asian points.

This one-page LNG daily product offers a detailed look
at the weather situation through the 1-30 day period in Japan/
Korea and Europe. Forecast confidence is issued along with the
maximum and minimum specific city temperature forecast dur-
ing the one-10-day time frame. The daily reports are e-mailed
(PDF files) to customers each morning. For customized prod-
ucts, contact Hyde for a free consult at chyde@earthsat.com.

For more information on entire suite of energy-related
products, go to http://www.earthsat.com/wx/energywx,/
dailysve.html.

floating rustbuckets will be converted into paper clips and coat
hangers pretty soon.

“Qur calculations show that between 2006 and 2010,
the total tanker fleet will increase by a token 12 vessels, a per-
centage change of only 0.38 percent when comparing fleet size
as at December 31, 2005 to the end of 2010. Of particular note
for the 2006-2010 period is a huge exit from the fleet of 156
VLCCs [very large crude carriers —a crude-oil tanker of at least
200,000 tons deadweight], as compared to a projected increase
of only 126 VLCC:s. This indicates a loss of just over 4 million
dwt, a decrease of 3 percent in carrying capacity from 2005,”
McQuilling reports. “The figure of 126 additions, however, rep-
resents an average of 25 vessels per year, which is in line with
historical averages showing that IMO phase-out legislation is the
main factor determining the net growth of the VLCC fleet...”

And how do you spell v-o-1-a-t-i-1-i-t-y?

“With regard to tonnage supply, this is likely the great-
est variable in the equation as actual annual exits from the fleet
are uncertain and largely a function of freight market outlook...”

The world is estimated to be way short big transport
vessels — by something like 25 percent — in the next 18 months
or so.

Our suggestion is to contact NYMEX and get the scoop
on this new offer ASAP; call it a hedge (ahem) or call it a pure
spec, but the volatility of this niche market will soon lift oft to
levels only an energy trader would consider respectable.

We read in a recent wire story that shipping rates are
now about 10 times the break-even point for tanker owners.
Ouch.
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Joe Barton, R-TX, for a look-see last week, we probably wouldn’t
be writing this story. Whether or not this bill sees the light of day
later this session is an open question, but the market reaction to
it is a bit hostile. The bill is being pegged to the ag committee
because the Commodity Exchange Act (CEA) falls under the
committee’s purview, and the CEA is up for reauthorization this
year.

We suggest you download a copy of the bill to see the
full extent of changes Graves and Barrow are suggesting for the
CFTC, futures exchanges and the gas market generally. Despite
the fact the CFTC has consistently stated it is on top of moni-
toring hedge funds, gas price volatility and the like, these two
lawmakers think otherwise.

The main bits that have most market-watchers up in
arms include the following: The bill would limit the maximum
daily price fluctuation on any gas futures contract to 8 percent
(in either direction) from the prior day’s settlement price; require
the CFTC to prescribe rules requiring any person holding
positions in natural gas contracts (either on a contract market or
in the over-the-counter market) to file position reports either on
call or continuously, depending on the whims of the CFTC;
increase the criminal and civil monetary penalties for violations
of the CEA to a maximum of $1 million for each violation and
up to 10 years in prison, compared to the five years in prison set
under current law.

Much of the trouble in the market, the two congressmen
argue, has to do with the passage and implementation of the
Commodity Futures Modernization Act of 2000 (CFMA). As

N/

Pat

New York
Mercantile Exchange

Think
Again...

New York Mercantile Exchange

ClearPort

For more information,

contact NYMEX at 212-299-2301

such, this new bill somewhat rolls back many of the changes in
the CEMA.

Statements from both congressmen suggest the basic
motive behind the bill is that natural gas is too expensive, which
means fertilizer is too expensive, which means farmers are get-
ting pummeled price-wise. “Congress needs to step up to the
plate and take the lead in helping get natural gas prices under
control,” Barrow said in a statement. “Back home in Georgia,
farmers all across my district are facing skyrocketing fertilizer
prices. They’re not only struggling to raise the crops that feed
our country, they’re fighting just to stay in business.”

Apparently, price and vol limits are the answer.

Last week we asked the Desk Chiefs, our internal list of
25 senior trading and risk execs, company officers and associated
market leaders, what they thought of the Graves-Barrow bill and
further, what they thought its chances were for becoming law.
The responses we veceive from members the Desk Chiefs list are not
attributed unless noted otherwise.

One desk chief we heard from, Risk Capital
Management’s David Shimko, said, “This reminds me of the
time the farmers picketed the Chicago Mercantile Exchange in
their tractors. Their view of markets was naive, though their
pain caused by low output prices was real. In that case, they
blamed the speculators in futures for driving down prices. If this
were the case, they should either stay out of futures markets or
buy futures at the depressed levels.”

Shimko says that daily price limits simply do not work.
“When the market moves the limit in any direction, trading closes.
It is not as if people trade at limit up or limit down. When it
closes, liquidity ends...and the purpose of the market is unful-
filled. Volatility is not reduced, only the appearance of volatility,
since the printed prices are less volatile. The fact is that energy is
volatile these days and futures markets are sensitive to facts now
(and in the future), and even market whims. But if the futures
market closes (which is what limits effectively do), then we take
away the ability of producers and consumers to fix prices and
reduce their risks. That is, our crude attempt to reduce risk will
actually increase risk and reduce liquidity for participants.”

Shimko took little issue with imposing more extensive
position reporting, unless the cost of reporting becomes oner-
ous. “But,” he says, “the question is, what will be done with this
reporting? If the congressman’s constituents want lower gas
prices, the risk is that enforcement will go after the bigger longs
in the market. If this can be prevented, and position reporting
can help exchanges monitor and enforce existing limits, this seems
reasonable. Because of the high cost of this, however, it might
be better to require participants to keep position records that
could be called for after the fact in enforcement actions to inves-
tigate allegations of market manipulation.”

For some desk chiefs who have had the pleasure of liv-
ing through past speculator witchhunts, the first question they
seemed to ask was: “Who are these congressmen?” “Who 1is
their constituency?” “What’s the name of their favorite PAC?”
Cynical? Maybe.

“Of course it’s cynical, but how else can you explain
why a couple assumedly intelligent lawmakers would write a bill
featuring things that most economists, regulators and anybody

(Click to continue on page 8)
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else familiar with how markets work, know to be completely
wrong,” said another desk chief.

“You have to please the folks back home if you want to
spend another term in our nation’s beautiful capital,” said a
Houston-based desk chief. “Sometimes this pleasing has to take
the form of asking for what you know is not smart, right or
achievable — just so you can face those folks back home and say,
‘I tried, I did my best but my uneducated colleagues just won’t
see the light.”” This chief'says it’s hard to believe that any mod-
erately well-educated student of history would actually propose
commodity price controls. “Does anyone remember the she-
nanigans that followed Richard Nixon’s attempt to control en-
ergy prices in the seventies?”

“The concepts [ Graves-Barrow] are presenting have
been routinely debunked by great thinkers like Alan Greenspan.
In my short career, this contagion of blame happens so often it is
becoming comical,” said another desk chief. “High prices are
the fault of ... just fill in the blank with traders, hedge
funds, speculators, institutional investors. Is it possible that these
gentlemen and their stafts are completely unaware of the volu-
minous studies of markets over the last 50 years and have cho-
sen to completely ignore proven principles of economics in favor
of their own brand of policy wonkism most studiously sorted out
at the last fundraiser they attended? I don’t think so. I view this
bill as simply pandering to political cronies.”

“This bill is so bad, it must have PAC money attached
to it,” another desk chief says. “I would bet [they] don’t even
care so much if it passes. They really only care that they got the
opportunity to put out a few sound bites on behalf of the poor
manufacturers, seniors citizens and farmers. Everybody’s a win-
ner. More votes. More money. Nothing passes. Start the whole
thing over next year...”

Ouch.

Will it pass? “Not a chance,” was the collective response
of 17 desk chiefs.

The chiefs generally accepted the provisions in the bill
that speak to upping penalties for mischief and, to some extent,
the additional reporting requirements were also regarded as not
such a terrible thing.

“However, if they want to dampen speculation in the
marketplace, the most effective way to do that is to empower the
marketplace to profit from speculative excess. The most effec-
tive way to do that is to provide for additional transportation and
storage. More than one LNG site deliverable into the NYMEX
Henry Hub would also help. If speculators want to squeeze shorts
by running prices to $11, let them feel the pain when someone
with gas in storage or deliverable LNG starts shorting those prices
and has time to deliver against their short position,” another
desk chief suggests.

“The problem with the deregulated energy marketplace
as it stands now is that it hasn’t matured. Inefficiencies still exist
and, as we all know, speculators profit from inefficiencies in
marketplaces. It’s part of the job description. The question that
should be asked is whether the proposed bill makes the market
more efficient (a long-term solution) or whether it simply adds a
layer of regulation and leaves the current structural inefficiencies
in place (a long-term problem).”

This desk chief goes on to say that speculators in more
mature marketplaces such as foreign exchange and government
securities have active central banks to contend with. In effect,
there is a provider of liquidity at times of excessively high prices
and an entity to remove liquidity when prices are excessively low.
“Give me enough storage and pipes to deliver gas into or take
delivery from select hubs. I’ll provide the balance sheet. Prob-
lem solved.”

Another chief reminds us why the NYMEX got rid of
their “circuit breakers” to begin with. “It was because of Enron
Online. Back in the day, the market would move 8 percent and
the NYMEX would have to shut down for an hour. But
EnronOnline didn’t have the same limitations...and more and
more trading moved towards EOL.”

This, of course, turned out to be a great solution to
market woes. “Setting position limits is ridiculous. What if finan-
cial players decide to ditch the gas market because they decide
all this regulation isn’t worth it, and they start playing in other
markets? Then liquidity dries up and the bid-offer spreads will
widen. When that happens, then you’ll really see the farmers
screaming...

“So let’s say you are International Paper and you need
to hedge $1 billion of gas a year. Under this bill, you would need
an exemption. Give me a break. Second, if you have to file,
would it be public so all your competitors can see where you are
buying gas and then undercut you in price of the end-product
and steal market share? This is total nonsense.”

Another desk chiefwe heard from, one that has a couple
dozen years under his belt in the commodity markets, said that
“at a very basic level, bills like this show a very clear ignorance
of how markets work. They reflect an underlying implicit belief
that markets don’t work and that price moves cause volatility
rather than the other way around. Movements in prices reflect
volatility. It’s like saying the clear bright sky made the sun come
out instead of the other way around. The tighter limits, in the
long run, probably won’t have much of an impact. When the
limits are hit, cash /physical trading would still occur, albeit much
less efficiently without the transparency afforded by NYMEX.
When that happens, those hurt the most will those who pushed
for the legislation, i.e., all those who don’t actively participate in
the OTC/cash/physical markets and look to NYMEX for li-
quidity and transparency. In the short run, there will be chaos
analogous to trading during a war or during a hurricane.”

A final question we asked the chiefs: What if the bill
became law, then what? The following list comes to us from a
US-based fund chief.

1. NYMEX scats go to $3 million/per scat.

2. ICE floats IPO at double what is currently scheduled.

3. Traders figure out a slightly different way to make the
same amount of money. It takes them about one day to
adjust.

4. Natural gas and other products become more volatile.
5. Prices continue to react to fundamentals.

6. Barrow and Graves get re-elected.

7. Prices may go down, as is the cyclical nature of mar-
kets, but funds probably won’t be blamed.
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