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that monitors now occupy. Commissioner Kelliher’s thinking has
been driven primarily by legal concerns, but there are also some
quite practical reasons to consider the proposal. For the past
several months, he has questioned whether monitors can legally
reset objectionable bids to mitigate localized market power in
RTOs. The commissioner believes that at least some mitigation
procedures give monitors ratemaking authority that they do not
have under the law. Making the monitors FERC employees could
both resolve the legal problem and get their jobs done effica-
ciously.

On a related track, NGI’s Power Market Today (May
26) says Commissioner Kelly has given priority “to continu[ing]
the Commission’s efforts to clarify our understanding of the
market monitor’s role within the competitive market framework.”
What? Why only now? Shouldn’t somebody have figured out just
what monitors could and should do before anyone even thought
about filing to have one? The very fact that California’s utilities
first proposed them because their proposed PX and ISO’s mar-
ket-based rate applications were in trouble should have been a
dead giveaway that monitors were to be a continuation of politics
by other means. None of the potential victims of market power
thought much of the idea. Monitors arrived in California and
before any time had elapsed, they had become essential compo-
nents of any admissible ISO /RTO application.

People have finally started looking at the bills for RTOs,
and we have enjoyed a year of alarming anecdotes and sugges-
tive dollar figures. These culminated in last month’s Notice of
Proposed Rulemaking on accounting revisions and cost over-
sight for utilities, including RTOs. Commissioners Kelly and
Kelliher both noted that the NOPR was only about bookkeep-
ing, with an implied hope that revealing the figures would help
RTOs benchmark one another. The cost accountability that is at
the heart of the problem went unaddressed in the NOPR. At the
risk of repeating previous columns, the utilities (yes, them again)
that first proposed RTOs intended the organizations to be unac-
countable. Having seen the bad things profit-seekers could do,
FERC went along and unthinkingly decided that non-profits sim-
ply had to be nicer. What we got was uncontrollable, politicized
monopolies that can set their own revenue requirements. Sitting
somewhere in their organization trees (or connected by an easily
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walkable dotted line) are their monitors, as unaccountable as the
RTOs and eager to take on powers of their own.

What little we can compare about monitoring thus far is
not encouraging. Real economists see all sorts of market phe-
nomena that they can’t unambiguously classify as monopolistic
or competitive, and we might expect to see them often in mar-
kets as novel as these. Have you ever seen a document produced
by a monitor that outlined any such disagreement? Or one that
contained a minority report? Remember the old joke about the
political desirability of a one-armed economist who could never
say “on the other hand?” Single amputees are the order of the
day at our RTOs.

Anyone know a good reason not to get rid of them all
and start the whole thing over with FERC employees? It can’t be
that local monitors are somehow “closer” to the markets. A firm
in Virginia does the job for New England, New York and the
Midwest. (What’s z¢zs market share?) With all that FERC knows
or can find out, it’s unlikely localized monitors can somehow
obtain data that will give them superior insight. And at least in
California, the walls between the independent monitor and the
ISO are thin indeed.

How big a problem is it to expand, say, Bill Hederman’s
office to subsume regional monitors, some possibly on-site? Ro-
tate the personnel so none of them get too friendly with their
charges. (You’ll love Folsom in the Summer.) Now you get one
office that can set more uniform standards, and might also en-
tertain more dissenting views than the regions about what is and
isn’t competitive. The regional markets have differences, but
centralized monitoring would help us compare their efficiencies
as we cannot do today. Standard Market Design was desirable (if
at all) not for its format but for its expected results. And maybe
Washington is a better place to deal with “seams” issues than
venues the Commission has tried so far?

Like it or not, FERC may never be able to control the
non-profit RTOs that are perhaps its single greatest policy mis-
take. But what if moving the monitors out is viewed as a first
step on the way to dismembering them? That’s the kind of regu-
latory threat even a one-armed non-profit will respond to.

Bob Michacels is professor of economics at California State
University, Fullerton, and an independent consultant. The views
expressed in this column are only coincidentally the professional
opinions of the author, bis affiliations or bis clients. Contact Michaels

at rmichaels@fullerton.edun.
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(AT LONG LAST: from page 1)

be remembered as one of the most significant turning points for

the woefully illiquid power markets in the US: a functioning,

accessible mechanism to clear physical power transactions.
“There is no excuse for lack of liquidity anymore,” one

market observer told The Desk.

He’s probably right. And unlike most cases, the phrase
“better late then never” couldn’t be more accurate.

In these pages we’ve written dozens of stories since 2001
about all the benefits, prospects and new entry firms. Ultimately,
we described the market stumbling blocks and the failed attempts
to create a working infrastructure to clear physical power. This
week NECC announced that the first cleared deal over the ICE
went to delivery in ERCOT, and the company’s announcement
implied that Calpine was one side of the inaugural deal.

We spoke to NECC President and CEO John Flory
and marketing chief Becky Kilbourne, both veteran officers of
the California Power Exchange, about the new operation and
how they think it will affect the marketplace.

“Financial clearing on the ICE has done a lot to boost
liquidity in the markets. There’s no reason to believe that physi-
cal clearing won’t offer a comparable boost to market liquidity,”
Flory says.

Going a step further, Kilbourne reminded us of the vari-
ous discussions and presentations on the subject of physical clearing
at the recent Energy Risk conference in Houston. “This is what
everybody was saying — that the market really needed to create
more convergence... We see this new clearing service as answer-
ing a great need in the marketplace.”

For starters, the new cleared service over the ICE is
rolling out with next-day power in ERCOT only. More contracts
will be added soon, according to Flory. “We’re in a crawl, walk
[and ] run mode right now. After ERCOT, we’ll offer next-day
gas at Henry Hub. We’ll then move into monthlies and out to a
year. We’ll then roll out intramonth power and gas contracts for
clearing in the next couple months for ERCOT and Henry,”
Flory says.

After these two markets are sufficiently covered, the
plan is to extend the footprint to PJM and California later this
year. Kilbourne says they’re in “serious” discussions with a num-
ber of RTOs to clear those markets as well. “This is a total
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solution we’re offering to RTOs. Not just clearing OTC energy
through delivery, but also the residual markets as well.”

In theory, this bold move by NECC should be the game.
Considering all the collateral that companies have had to postin
the past few years for physical deals, this easing of cash require-
ments should have an almost sea-change effect on the market-
place. For companies like Calpine and other big physical players
with marginal ratings, an easing of cash requirements should
signal a great leap ahead.

“We think this will be the case,” Flory says.

Technically, the process is pretty straightforward. If
you’re a regular trader on the ICE, clearing your physical deals
doesn’t exactly add a level of rocket science to the mix. Flory
says what you see on the screen is very much like what you now
see for clearing your financial deals through the ICE /LCH pro-
cess. Only when the screen option comes up for bilateral or
cleared deals, you’ll see the NECC/CCorp option. As with the
financial deals, if you have a preference for cleared deals, you’ll
be matched up with counterparties that have a similar preference.

From a trader perspective, Flory says it’s pretty simple
and seamless. As in all cleared markets, you must first establish a
clearing account with NECC for ICE transactions, much like
you do with LCH for financial deals on ICE. But unlike LCH,
there are no FCMs involved. You transact directly with CCorp,
making the process that much more transparent.

On the back end, scheduling and settlement are a little
more complicated, though NECC has adopted the Structure
Group’s enMarket system, which is about as ubiquitous a system
as any available. Kilbourne says the Structure platform is consis-
tent with everything else they’re doing here. “We’re using proven
systems and processes, from ICE to CCorp and everything in
between,” she says.

“While the other clearing solutions help companies man-
age the mark-to-market risk, we help companies manage the fill
notional risk. A lot of entities have three to four times as much
collateral tied up during the delivery period than in probably all
their mark-to-market positions. Our clearing solution will be
huge in terms of managing capital and risk efficiency.”

A few years ago, half a dozen firms were vying for that
“first out of the gate” title in the physical clearing game. Today,
there is only NECC, and the company doesn’t expect any com-
petition in the near term.

“The big challenge in this, whether you’re an exchange
or a clearinghouse, is getting to critical mass. Our relationship
with ICE, on top of our targeting of RTO markets, will give us
the opportunity to get that critical mass, to effectively provide an
option to NYMEX. Without these relationships we’ve established,
I doubt anybody would be taking us very seriously. This is why
the other clearing firms failed in the last couple years — they
never got that critical mass,” Flory says.

As for cost of clearing, Flory says the fee structure is
“comparable to what you might pay on the NYMEX, and there
are no FCM or FCM fees to deal with. Clearing through NYMEX,
you’re only managing MtM risk; we help with managing capital
efficiencies on several levels. From our standpoint, for dollars
spent, the value proposition is three or four times greater with us.”

For more information, contact Becky Kilbourne at
blilbourne@mecclear.com or call 626/445-0220.
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according to a recent World Bank report. Prices have nearly
doubled, hitting about $21.75 last month, and the number of
players is growing.

In general, the US is seen as dragging its feet on emis-
sions reduction while the EU is praised as a pioneer based on its
carbon-trading scheme. But if America does embrace greenhouse
gas (GHG) emissions trading, that picture will alter dramatically.
The EU’s emissions trading system (EU-ETS) is estimated to be
a $37 billion-a-year market. It currently trades carbon, but will
expand to other GHGs in 2008. By contrast, the US SO2 market
is valued at $2.25 billion a year and the NOX market is about
$1.2 billion a year. But if an all-GHG US trading system were
imposed, along the lines proposed in the McCain-Lieberman bill,
the value of the US emissions trading market would be between
$41 billion and $77 billion, according to the Pew Center report.

The Pew Center study shows that the EU-ETS market,
having already achieved significant trading volumes, should soon
deliver “real but modest reductions,” largely from the power sec-
tor. “Ongoing concerns remain regarding detrimental impacts
on industry competitiveness and the impact of higher electricity
prices,” the report says.

The report finds that emissions trading has the chiefad-
vantage of flexibility — companies can choose how to meet emis-
sion targets and those with low-cost reduction techniques can
“over-comply” and sell their credits to companies for whom
emissions reductions are expensive and difficult. “This leads to
the lowest overall costs, or most economically efficient solution,”
the study says.

Trading is ideal for carbon and other GHG emissions,
since the impact of the emissions isn’t location-specific but the
cost of compliance varies widely. This creates the scope needed
for trading and the potential for “considerable gains from these
trades,” Pew says. “Experience in the United States and other
countries has shown that well-designed emissions trading pro-
grams can reduce environmental policy costs by as much as 50
percent.”

But then again, consider this thought: “When you look
at the US, energy and climate policy are really framed in a secu-
rity of supply context. In Europe, it is framed in an environmen-
tal context. In the end, whatever [actions| increase energy secu-
rity will be undertaken by the US. Some have possibly positive
climate change effect. But others do not because they want to
save their coal and 50 percent of the power generation is coal.
Any climate policy would of course undermine that coal and they
do not have the gas resources that we have in Europe. Europe
has about 80 percent of the world’s gas reserves. So if you look
atit from a security of supply perspective, the US will not accept
anything which undermines its coal in the power generation sec-
tor.”

The speaker is Christian Egenhofer, senior fellow for
energy and climate change at the Centre for European Policy
Studies (CEPS), who gave an informative interview last week to
the stellar European Union policy portal Web site EurActiv.com.

The current US trend, in which states and cities are adopt-
ing Kyoto Protocol-like renewable energy and emissions stan-
dards while the federal government resists action, is par for the
course, Egenhofer told EurActiv. US environmental policy al-

ways takes place at “sub-federal” levels, creating a patchwork of
fragmented laws and regulations that eventually causes the feds
to step in and create a uniform rule.

That’s at least a couple years off in terms of emissions,
since the business community remains split on the issue, many
industries oppose carbon regulation and the Bush administration
is particularly attuned to corporate concerns, he said. With the
McCain-Lieberman carbon trading bill shot down by Congress,
“you have a split country and some of that split appears at the
state level,” he said. (The senators reintroduced their bill, now
known as the Climate Stewardship and Innovation Act, S. 1151,
on May 26.)

This opinion was backed up when James Connaughton,
the Bush administration’s senior environmental adviser, outlined
US policy during a recent press conference in Brussels.

“The efforts of states are critical to the overall success of
the president’s objective of reducing GHG intensity by 18 per-
cent,” Connaughton said. “Measures at the city, local or state
level are very important to the overall objective. And then I think
you’ve seen some mistakes in implementing programs as well.
We welcome all of that activity, but we’re hopeful that they will
not make choices that are economically damaging.”

Connaughton emphasized the role of technology in emis-
sions reductions, and here’s where it gets interesting. Multilateral
partnerships are actively trying to identify “the most effective
opportunities with existing technology and the most promising
opportunities with future technologies to accelerate our efforts to
reduce the growth of GHG,” he said.

Sounds promising, but what does the White House think?
Market instruments “applied in the appropriate circumstances”
are great as “a broad policy concept,” Connaughton, chairman
of the White House’s Council on Environmental Quality (CEQ),
said.

“Several weeks ago, we have launched an expanded pol-
lution trading program that will control not just sulfur dioxide
(§0O2) but also nitrogen oxide (NOx) and for the first time, and
will reduce and cap the pollution of mercury from power plants.
Controlling air pollutants for human health protection is also go-
ing to drive significant efficiency investments in our fossil fuel
sector that will also produce CO2 reduction benefits. But it will
do it in a way that keeps the investment in coal.”

Connaughton said the traded market will create a $50
billion market for clean-coal technology and services.

Butas far as CO2 trading is concerned, the White House
isn’t interested — for the moment, anyway. “President Bush has
made it clear: we have set a national goal of improving the GHG
intensity of our economy by 18 percent through a combination of
regulatory, incentive-based and voluntary programs,” he said.
“The president also made it clear that if we are not meeting that
goal, he will consider additional measures and place particular
emphasis on market-based instruments.”
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same-day options on prompt-month settlement prices for crude
and natural gas. The launch date, according ICAD officials, is set
for July 18.

ICAP tells The Desk that a marketing and demonstration
road show aimed at pumping up the volume for the Daily Settle-
ment Derivatives (DSD) auction begins in earnest next week.

We had a conversation recently with Rich Rosenberg
and Patrick Morgan of ICAP and Goldman Sachs’ Laurie Ferber
for more details on the new auction.

If you’ve hit the weekly NYMEX storage auction, you’ll
find the players in this DSD auction are familiar indeed. NYMEX
will again host clearing and settlement services, ICAP will handle
order entry, Goldman Sachs will serve as the initial liquidity pro-
vider and Longitude will be the primary technology platform pro-
vider for the parimutuel auction.

Much like the weekly storage auction, daily settlement
instruments include: forwards (participant is long/short prompt
month net change from previous day close, similar to a swap or
costless collar); vanilla options (participant receives differential
between strike and outcome); and digital /binary options (the
result is either win or lose). The payout/loss amount is fixed at
the start of the trade (call owns strike); structures (calls, puts,
straddles, strangles, fences, ranges, call and put spreads — all
structures can be used to create long or short positions); and
option strategies (volatility, fixed price and combinations).

ICADP’s Rosenberg says the idea for the daily settlement
was shifted into development mode about six months ago. “Cli-
ents have been talking to us about a daily for some time now.
There was already an OTC daily options market in the natural
gas market, but it was small and lacked sufficient liquidity for the
major players. The other problem [in the OTC daily market] was
that it was purely bilateral and there was no one to clear it, so it
was tough to find qualified counterparties. Or, if you could find
somebody to clear it, it could only be an end-of-day thing, using
offsetting swaps on ClearPort,” Rosenberg says.

“But,” he adds, “this was a problem, too, for the big
players. In this case, you have a trade that sits in the drawer all
day, and at the end of the day it looks like a swap, not an option
trade, which is really what they need to capture it as. This daily
settlement (DSD) auction we’ve developed really solves all of
these issues.”

The auction will run every day that the NYMEX is open,
although unlike the hour-long weekly storage auction, the daily
will only run for 30 minutes. The crude auction will run from
8:30 to 9 a.m. EST and the natural gas auction will run 8:45 to
9:15 a.m. EST. Rosenberg says the rationale for the timing and
the duration is that the underlying market’s movement could have
a greater effect on these auctions than the storage auction, where
there’s really no underlying movement.

The auction settlement of positions occurs at the end of
the day. It syncs up with the NYMEX prompt-month contract
settlements for gas and oil.

While the group agreed that over the past year the weekly
storage auctions have grown nicely, both in terms of active play-
ers and position values, this daily deal should be much bigger,
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Rosenberg says. “We’re finding greater interest in these [daily]
auctions. Ironically, as we begin the push for the dailies, we’re
also seeing resurgence of interest in the weekly storage auctions.
I think participants will find that the two auctions will really en-
hance each other.”

For many of the companies that have been on the fence
regarding the weekly storage auctions due to lack of internal sup-
port at their firms, “this daily should push them over the edge.
Combined, I think many people now view these products as some-
thing they need to be a part of. They need to be in both mar-
kets,” he says.

As with the weekly storage auctions, Ferber says they’re
seeing decent interest from energy companies and banks, but
also “tremendous” interest from the fund community. “The daily
auction will see a broader spectrum of participants than those just
traditionally focused on energy.”

Rosenberg has already spoken with several firms — eq-
uity funds — that in the past were less interested in hedging the
weekly crude inventory numbers, but are “quite interested in
hedging their crude contracts on a daily basis, against their en-
ergy equity portfolio.”

From a research point of view, Ferber says they’ve been
looking for correlations between the new daily auctions and a
variety of markets such as FX, fixed income “and any other mar-
kets that have been driven by oil prices. Here again, I think this
sort of interest in the auctions will develop over time. For the
initial launch, we’re focused on the more traditional players. We
have every expectation, however, that this will expand to new
players.” Goldman has FX and other prop traders who trade the
weekly crude inventory auction, but that the daily auction “is a
much closer correlation,” she says.

The plan over the next four weeks is to host a combina-
tion seminar and mock auction road show in Houston (June 16),
NYC (June 23), London (June 29) and Calgary (July 12).

Because of the nature of the daily auctions, and the fact
the market could be moving quickly during the time of the auc-
tion — and thus have an effect on the trading — this particular
auction will be accepting orders electronically only. No voice or-
ders? That’s interesting.

We’ve noted over time that the weekly storage auctions
have served another key role in the natural gas trading business —
the weekly auction distributions have become an extremely accu-
rate forecasting tool for the weekly EIA reports. Last time we
checked, the weekly auction numbers have trumped the leading
market analysts and consensus surveys by a wide margin over the
past year. So what sort of tertiary benefits to the market does
Rosenberg think the daily auctions will provide? “We may see a
decrease in daily volatility, which in turn will increase volumes in
the underlying contracts. This is the norm when you get a new
ability to hedge an instrument on a short-term basis. We’ve seen
this in the past with the introduction of new futures contracts.
Less volatility, more liquidity. Something for everybody.”

For more information, contact Rich Rosenbery ot
richard.rosenberg@us.icapenergy.com, Patrick Morgan at
patrick.morgan@us.icapenergy.com or call 502/238-1610.
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sources. .. We think this deal will pop the trading JV concept back
into vogue for many companies. We’re aware of four other com-
panies that have been dancing around the idea for a few years,
just like Calpine. Even TXU, which punted last year on the CSFB
JV and has not mentioned any similar deal since, still considers
the idea viable. FPL? Maybe. Reliant? Or somebody in the NE?
Yup. It will be an interesting year... Speaking of Calpine, the staft
realignments in advance of the BIG NEWCO EVENT has kicked
in. Paul Posoli, formerly the senior veep of Calpine Energy Ser-
vices (CES), has been promoted to president. He was given the
additional role of Executive Vice President of Calpine Corpora-
tion. Heir apparent to Cartwright? You never know. What we do
know is that the former corporate risk chief will likely be in the
driver’s seat of the new trading partnership. What we’re inter-
ested to see unfold is the new strategy for Calpine’s growing
retail C&I efforts once the JV kicks into gear. We plan to speak
to Posoli on the matter in the coming weeks. Despite what the
analysts have said over the years, we’re very bullish these Calpine
guys — it may be time to update your competitor profiles... The
more investment funds we see skipping happily to the energy
sector, the more we see a bright light for trading and risk system
vendors; we’re quite sure these new players have little clue what’s
really needed to properly support physical and financial trading of
power and gas, crude, heat, unleaded and so on. This ain’t ex-
actly like trading interest rate swaps. We’ve been hearing lately
from some of our new energy fund-based subscribers that Web-
based systems are the trend among their lot. In separate conver-
sations, we learned that a couple big hitters recently signed on
with Kiodex’s RiskWorkbench service, one of the leaders in ASP-
delivered trading and risk systems. Touradji Asset Management,
a relatively new multi-commodity player founded by fund vir-
tuoso Paul Touradji (recent stories suggest the fund is of the $1
billion variety), is now a Kiodex customer, as is market leader
Caxton Associates. Kiodex would not confirm these deals, but
company chief Raj Mahajan tells The Desk this week: “Kiodex is
committed to meet the requirements of hedge funds trading com-
modities and is uniquely positioned to do so, given our ASP model,
market data service, domain expertise and the investment capital
provided by SunGard.” Apparently hedge funds are the fastest-
growing sector for Kiodex and rapidly becoming its biggest client
sector. Kiodex recently eclipsed the 100th customer mark, ac-
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cording to Mahajan... The floodgates are open at the Cinergy
Trade and Marketing Group — Houston and Cincinnati ops are
leaking like a sieve, according to top sources. “Change of Con-
trol” language in an employment contract can be a beautiful thing
for some folks —it’s like a free call on a year’s salary. No need for
the ink to dry on the merger, we’re told, a mere announcement
is all that’s required. If Duke thought they would be retaining all
sorts of intellectual property on the trade side, we hope their
checkbook is wide open. With the market heating up so quickly,
even the big funds are poaching top physical and basis traders
from traditional energy companies. Funds are even poaching tal-
ent from bank commodity desks, for heaven’s sake. The price
for talent has gone up exponentially in the past 12 months, ac-
cording to a couple sources in the headhunting game. Folks are
bouncing around again, as circa 1998-2000. It’s hard to tell what
Duke plans to do with the Cinergy trade group, but apparently it
has quite a few folks a bit edgy. We would have thought that
Cinergy management would have remained at the top of the heap
in any combined operation with Duke; they’ve certainly proven
their mettle in the past few years. The Cinergy folks have the
chops. Looks like Duke has other plans... We had learned that
not too long ago the Cinergy/Duke merger story might have
been the Constellation,/Duke merger story, but it was ultimately
called oft. From our standpoint, such a match would have been
unstoppable, at least on the asset side. A source told us that the
deal was dropped over the name — Duke didn’t want the NewCo
to be called Constellation. Unbelievable. Nevertheless, this sig-
nals to us that CEG is still in the market to merge or acquire.
And if the failed Duke deal is any indication, any future deal is
gonna be a whopper... More Enron follies: Citigroup took it on
the chin this week — the bank will pay $2 billion to Enron Corp.
investors in a class-action settlement relating to the bank’s in-
volvement in the Big E’s financial mischief. The settlement is the
second biggest in history. The first? CitiGroup’s $2.58 billion
settlement with WorldCom investors in 2004. Unbelievable.
Citigroup did not admit wrongdoing in agreeing to settle, in ei-
ther case. “Itis a key priority for Citigroup to resolve major cases
like this one and to put a difficult chapter in our history behind
us,” Citigroup Chief Executive Charles Prince said in a state-
ment. “By doing so, we will be better positioned to realize our
goals.” Right. Other financial institutions facing claims for their
role in Enron’s collapse include JP Morgan Chase, Barclays Plc,
Credit Suisse First Boston, Merrill Lynch, Canadian Imperial
Bank of Commerce, Toronto Dominion Bank, Royal Bank of
Canada, Deutsche Bank and the Royal Bank of Scotland... “Here
was a royal fellowship of death!” as Shakespeare’s Henry V spoke
after the battle of Agincourt. .. no tears this time though. .. Speaking
of tragic scenes, Adel al-Jubeir, the top foreign policy adviser for
Saudi Crown Prince Abdullah, said in an interview with AP that
the Kingdom has plenty of oil - more than the world is likely to
need - along with an increasing ability to refine crude oil into
gasoline and other products before selling it overseas. “The world
is more likely to run out of uses for oil than Saudi Arabia is going
to run out of oil,” he said... Yes, and we also heard it will be
raining beer in Milwaukee soon... al-Jubeir also denied his coun-
try has any nuclear weapons ambitions, despite international con-

(Click to continue on page 7)
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cerns about a Saudi request to lower international scrutiny of its
lone nuclear reactor. Hmm. In the interview, al-Jubeir dismissed
speculation, including in a recent book, that the country was
hiding the true picture ofits oil reserves and that it may have far
less than is publicly assumed. He said Saudi Arabia has proven
reserves of 261 billion barrels and, with the arrival of newer tech-
nology, could extract an additional 100 billion to 200 billion bar-
rels. “We will be producing oil for a very long time,” al-Jubeir
said... Good thing too. US Energy Secretary Samuel Bodman
said this week that DOE is pushing the Saudis and the rest of
OPEC to open up the floodgates even further. “Obviously, we
would encourage, have encouraged and will encourage increases
in production to the extent that it’s possible,” he said.”We are in
relatively constant touch with the producers, the ministers from
both OPEC and non-OPEC nations.” Saudi Arabia now pumps
9.5 million barrels of oil daily, with the capacity to produce 11
million barrels a day. The country has pledged to increase daily
production to 12.5 million barrels by 2009, and the nation’s oil
minister said recently the level of 12.5 million to 15 million bar-
rels daily could be sustained for up to 50 years... In related news,
according to China’s Economic Daily newspaper, the country is
expected to see an average 3 pct annual increase in its crude oil
consumption until 2020. China’s imports of crude rose 34.8 pct
last year to 122.72 million tons, making it the second-largest
importer in the world after the US. Imports are expected to ac-
count for over half of China’s oil needs by the end of the decade,
from under 30 pct just five years ago, according to government
statistics... The full Senate is expected to begin consideration of
the VERY LARGE energy bill early next week, most likely on
Monday or Tuesday. Senate leadership expects the debate to take
at least two weeks. President Bush has said he wants an energy
bill sent to the White House by the end of Summer. Right. If
you’ve had a look at the current House and Senate versions of
the bill, one might think that a deal on the bill is impossible, as
has been the case for the past few years. If it happens again this
time that the MBTE issue is the final deal-breaker, we think it
may be time for Rep. Barton to call it quits, or at least step aside
on House Energy committee chairmanship. For a copy of the
latest Senate version, go to http://energy.senate.gov,/public/ on
the “Featured Item: Energy Bill” link in the upper left-hand cor-
ner of the homepage... According to the Energy Information
Administration’s Short-term Energy Outlook, electricity demand
is expected to increase by 2.4 percent in 2005 and by an addi-
tional 2.0 percent in 2006 due largely to continuing economic
growth, following estimated electricity demand growth of 1.6
percent in 2004. Third and fourth quarter 2005 year-over-year
electricity demand growth is expected to be particularly strong,
as cooling and heating demand are likely to be higher than in the
mild third and fourth quarters of 2004.... The spot price for Henry
Hub gas, which averaged over $7.30 per thousand cubic feet in
April, fell to $6.66 per mctfin May as weather in the Midwest and
East moderated and crude oil prices eased, according to the Short
Term Outlook. The natural gas market is likely to tighten over
the next few months as Summer cooling demand picks up. Prices
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are projected to continue to increase as the Winter heating season
boosts natural gas demand. Monthly average spot prices are likely
to reach to $7.50 per Mcf by the end of the year.
Although natural gas storage remains above the five-year aver-
age, high world oil prices, continued strength in the economy,
the expectation that Pacific Northwest hydroelectric resources
will be well below normal through mid-Summer and limited pros-
pects for growth in domestic natural gas production all support
the natural gas price projections. Henry Hub prices are expected
to post averages of about $6.90 per mcfin 2005 and just over
$7.10 per mcfin 2006... Citadel Investment Group announced
this week that Karl Robijns has joined Citadel as Director and
Head of European Energy Trading. Robijns was previously an
executive director in the Energy Risk Management Group at
Goldman Sachs in London. Back in the ‘States, we read that
energy markets’ latecomer Lehman Brothers is looking to build a
new operation in NYC to trade physical power, natural gas, crude
and energy derivatives. The word is that the big bank is aiming to
poach talent at the managing director, senior veep and regular
veep levels... Physical power traders and execs are all the rage
again, folks, and there is no shortage of places for top-notch
traders to find a home. Only this time, the options are a bit more
extensive; besides energy companies scoping out new talent, so
are banks, and lately hedge funds, have been actively in the mar-
ket for physical power folks. Here’s yet another indication that
the ICE/NECC clearing venture will likely rocket forward in
shortorder... All good... Finally, we sat in on Ken Malloy’s CAEM
event in DC this week — Convention for Friends of Competitive
Energy Markets: Coordinating and Accelerating the Transition.
Malloy and company managed to bring together the biggest as-
semblage of lobbyists, corporate lawyers, government affairs folks,
association leadership and federal and state regulators that the
market has ever seen, and probably ever will see. The point of the
meeting was this: competitive markets have gotten a black eye
lately, so how can true believers of competition change public
perception before all is lost? Our take was that a comprehensive
“the ayes have it” move-forward strategy that everybody can
agree on has as much a chance for success as the House and
Senate agreeing on an energy bill this month. Too many conflict-
ing interests involved, we think. Malloy deserves great credit for
the effort, to be sure, but special interests seemed too far en-
trenched, too inflexible to speak beyond the basics: competition
is good, monopoly regulation is bad and regulators are to blame
for all the market woes. Despite all the gloomy talk we heard at
the event, we think the competitive message isn’t as bad as some
folks let on. For tens if not hundreds of thousands of C&I cus-
tomers, competitive markets have been a godsend. For the resi-
dential side? Well, not so good. Has anybody ever considered that
maybe it was never meant to be competitive that far downstream?
This ain’t telco after all. Maybe the message Malloy and company
should shift to ought to be “competitive energy markets are good
for America’s business, and what’s good for America’s business
is good for America.” Not very original for sure, but it’s true,
and it’s a message we think even the most anti-market folks can
grasp and accept... and there it is...
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historical averages — the five-year average injection is 99 Bef —
and generally speaking, market expectations. Working gas in
storage now stands at 1,890 Bcf, according to EIA estimates.
Stocks grew to 239 Bctabove last year at this time and 317 Bef
above the five-year average of 1,573 Bcf. It seems that most
folks’ calculations were a bit low on the significance of a fall-off
in space-heating demand, a reduction in electricity demand and
a fall-off in industrial use due to the Memorial Day holiday.

On news of the big fill, prices understandably took a
nosedive. July natural gas futures dropped below $7 from a pre-
report level of $7.055 and prompt month hit a low of $6.925
within minutes of the report. Much was regained by COB
Thursday, but nonetheless, vols this week kept everybody’s blood
pressure nice and high. Perhaps a bit too high.

Ron Denhardt of Strategic Energy & Economic Re-
scarch (SEER) forecasted a build of 105 Bcef. The Bloomberg
and DJ surveys were largely in the same range. Also from SEER
this week, a Summer price forecast. We liked this one. In its
weekly analysis, SEER said it has revised its long-term price fore-
casts due to much warmer weather forecasts, revised predictions
of hurricane activity and higher oil prices. “If cooling degree days
exceeded the 30-year normal by 10 percent, working gas storage
would end October at last year’s level or below (assuming no
hurricane impact). With this extreme weather, Henry Hub prices
above $7 per MMBtu would be justified. However, weather fore-
casts beyond a few weeks are very unreliable and CDD’s only
exceed the 30-year normal by 10 percent about once every 10
years. Still the combination of warmer-than-normal weather and
well-above average hurricane activity could support Henry Hub
prices well above $7 per MMBtu. But the current reality is that
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working gas storage is more than 300 Bcf above the five-year
average and the supply-demand balance does not look tight...”

In other words, prices might be high or higher, but prob-
ably not really low. Right.

Lately we’ve noticed that forecasts have become a bit,
well, over-hedged. Overqualified. Way couched. While the weather
is a tough one to call in any case, all the new complexities in the
supply-demand equations for gas and oil have had a seriously
confounding effect on everybody. Lots of new data inputs for
your models and no guidance as to how you’re supposed to weigh
any of them. Despite what the market geniuses tell us, we’ve
come to the conclusion that “best guess” is really where we are
on this stuff. How do you rate the following factors: China oil
demand increases? US demand declines? LNG diverted from
Spain? Pipelines blow up in northern Iraq? Russia says no extra
supply capacity this year. Chances are good no two answers are
the same.

In a brief conversation with Tom Lord of Volatility Man-
agers LLC this week, we came up with yet another factor to
consider. Oddly enough, we were unable to find any significant
government data on it.

The Bush administration has been saying for quite some
time that it now takes less energy to produce $1 of GDP. This,
they say, is largely due to greater efficiencies in energy use. As
such, the high cost of oil is being absorbed. Why else would $50
barrels of oil not bring the country to a grinding halt? However,
an alternate view emerged in our conversation this week that had
us wondering: What if the amount of energy per $1 of GDP is
not due to energy cfficiency? What if it’s because industry has
changed so much in the past few years that a greater share of
GDP is now created by less energy-intensive efforts? For instance,
a $100 million-hedge fund with five directors and a 20 percent
return creates more GDP than a small, 200-employee manufac-
turer of car-door hinges. The building boom is another good
example; house construction is a relatively modest energy con-
sumer, or rather an oblique one, yet a very high GDP factor. If
the force behind the US GDP is due to the fact it’s coming from
less energy-intensive sectors — like financial services or house
building or software design — can this be one more key cause of
the crazy correlations between supply, demand and pricing?

We floated this question by analyst Andy Weissman this week. “I
suspect there really are two things going on. As you suggest, a
much larger share of economic growth comes from activities for
which energy consumption is only a tiny fraction of the cost of
doing business (¢.g., publishing The Desk). Manufacturers in
energy-intensive industries have improved their energy efficiency
rather dramatically. (I saw a PIRA analysis that addressed this
once.) The administration would argue, I suspect, that whether
the driveris (1) or (2), the result is the same: the economy can
still grow, even if energy costs what it’s going to cost (i.c., roughly
a zillion). As I see it, there are really three issues, two of which
are cost issues and one of which to a large degree is not: Higher
energy costs take a huge amount of spending power out of the
cconomy, much of which leaves our shores for good. This has a
significant impact on retail sales of consumer goods and to lesser
degree on housing sales, the market price of housing and the
funds available for capital expenditures by business. Amounts

(Click to continue on page 9)
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paid out for imported oil and gas from Canada and LNG are
among the primary causes of our balance of payments deficit,
which others have labeled the No. 1 threat to global economic
security. The administration may not worry about that. I do. So
does Robert Rubin, among others.

“At some point, perhaps even quite soon, we‘re going to find
out that we don‘t have enough electricity to run all of our
businesses at full capacity and /or enough diesel fuel to operate
our trucks and trains at the levels required to ship all of our
goods. Other countries will face the same problem. At that point,
the impact on economic growth will be very real and direct. I
suppose at that point what will happen is those prices will go
completely nuts. As a result, we won’t have shortages per se. We
will, however, have extreme energy price-driven inflation, which
is why I’ve just expanded my list by adding a fourth point! A lot
to look forward to, quite possibly very soon...”

But back to the storage auction. True to form, The
NYMEX/EIA auction ballparked the weekly injection figures
better than most experts. The auction settled at 108 Bef'with an
implied volatility of 7.5. The mode of the distribution was the
105-to-110 Befrange, but traders were particularly interested in
owning the 105-to-115bcf range, according to auction observ-
ers. “Forecasts from analysts were varied this week, and the desk
saw a variety of strategies being employed to own the center and
directional trades looking to hedge. Interest in the wings dropped
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significantly for outcomes above 125 Bcfand below 90 Bef,” a
source said.

The forward started out the auction at 105 Bcf, moving
around between 103 and 108 Bcf, where it closed. The market
priced in a 54 percent probability of the number printing between
105 Befand 114 Betand a 71 percent probability of the number
printing between 100 and 114 Bcf.

Volatility was very low at the center of the distribution,
ranging from 7.5 at the center to 8.7 at the lower strikes.

NYMEX/EIA Auction Implied Distribution for Wednesday, June 8, 2005
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power markets, in addition to updated short-term gas price fore-
cast and expected nuclear outage schedules.

We’re currently exploring the possibility of a regular dose
of GED power market data in The Desk, so let us know what you
think.  Send  your comments to the editor at
Johns@scudderpublishing.com.

Global Energy’s Short-Term Outlook for the North-
east Power Markets Spot Electricity Prices Increase

The continued increase in regional burner-tip natural
gas prices will result in forecast electricity prices during the 2005
that are significantly higher than their levels in 2003 and 2004.
Compared to our previous forecast, average market-clearing
prices have fallen slightly. For example, the average prices in the
NY_J area are down 3 percent. This is consistent with the lower
gas price forecast behind our current outlook. Figure 1 depicts
the variation in NY_J on-peak spot market prices during the
past two years, compared to forecast on-peak prices over the
next 24 months. Throughout this report, forecast values arae
presented in 2005 real dollars. The historical and forecast monthly

Figure 3 presents the historical and forecast monthly
market heat rates and spark spreads in the NY_J market area.
As shown, the forecast market heat rates and spark spreads will
slightly decline during the forecast period. This reflects the influx
of new low-cost generation that will continue to enter the North-
east during the next few years.

The drop in the calculated market heat rates and spark
spreads for New York City during February 2004, depicted in
Figure 3, is a result of a significant increase in regional spot
natural gas prices.

Figure 3—NY_J Historical and Forecast Monthly On-Peak Market
Heat Rates and Spark Spreads

Henry Hub natural gas prices are shown in Figure 2.

Figure 1- NY_J Historical and Forecast Peak Electricity Prices
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Figure 2 —Henry Hub Historical and Forecast Monthly Prices
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Gas Prices Decrease

For the current forecast we used NYMEX futures prices
reported between May 19 and 20. For June, Global Energy is
forecasting Henry Hub prices to average $6.35/MMBtu. As of
the week ending May 15, gas storage was 1,599 Bcf, an increase
of 90 Bcf over the previous week’s value. Working gas storage
levels continue to increase above historical norms and now stand
at 22 percent above the five-year average. Despite the build-up
in gas storage levels, US gas drilling also remains strong, rising
by 36 rigs over last month to 1,163 rigs. The growth in rigs
available for drilling reflects a growth in the construction of new
rigs.
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2003 2004 2005 2006

FORECAST PRICES AT HENRY HUB ($/MMBTU
Jun-05 6.35 Jun-06  6.62
Jul-05 6.40 Jul-06  6.65
Aug-05 6.44 Aug-06  6.67
Sep-05 6.46 Sep-06  6.66
Oct-05 6.50 Oct-06  6.65
Nov-05 7.00 Nov-06  6.98
Dec-05 7.46 Dec-06  7.26
Jan-06 7.76 Jan-07  7.45
Feb-06 7.74 Feb-07  7.43
Mar-06 7.57 Mar-07  7.28
Apr-06 6.71 Apr-07  6.28
May-06 6.59 May-07  6.15

(Click to continue on page 11)
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