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The Honorable Patrick Henry Wood, IlI
Chairman

Federal Energy Regulatory Commission
888 First Street, N.E.

Washington, D.C. 20426

The Honorable Sharon Brown-Hruska
Acting Chairman
Commodity Futures Trading Commission
1155 Twenty-First Street, N.-W.

- Washington, D.C. 20581

Mr. Mitchell Steinhause

Chairman

New York Mercantile Exchange, Inc.
World Financial Center

Omne North End Avenue

New York, New York 10282

Dear Chairmen Wood, Brown-Hruska, and Steinhause:

I am transmitting a letter dated October 27, 2004, and enclosure from Mr. Stephen R.
Etsler raising concerns about the trading of natural gas futures contracts on the New York
Mercantile Exchange. Mr. Etsler complains that many hedge funds are trading speculatively,
never intending to take delivery of the gas. This has allegedly produced wild swings in the price
of gas to the detriment of traditional gas users. Mr. Etsler says that this type of activity needs to
be closely monitored and regulated.

Please look into this complaint and provide me with the results of your reviews by the
close of business on Monday, January 3, 2005. Your responses should include an evaluation of
the adequacy of your regulatory tools and a discussion of any actions you deem appropriate to
take. Are there any oversight or legislative issues that should be examined by this committee? In
addition, I am copying the Securities and Exchange Commission on this correspondence, for
their information and in case their enhanced oversight of hedge funds has uncovered any
information that might be relevant to this inquiry.
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Thank you for your cooperation and afention to this request.

JOHN D. DIN ELL
RANKING MEMBER

Enclosure

cc: The Honorable Joe Barton, Chairman
Commiittee on Energy and Commerce

The Honorable Bob Goodlatte, Chairman
Committee on Agriculture

The Honorable William H. Donaldson, Chairman
Securities and Exchange Commission

Mr. Stephen R. Etsler
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- STAND ENERGY
CORPORATION |

1077 Celestial Street « Rookwood Bldg. + Suste 110
Cincinnati, Ohio 45202-1629

(513) 6211113

(800) 598-2046

(313} 6213773 Fax

Representative John D. Dingell
2328 Rayburn House Office Building
Washington, DC 20515

Dear Representative John D. Dingell,

October 27, 2004

A reputable energy publishing group recently published the attached article on Hedge
Funds that are trading natural gas futures contracts on the New York Mercantile exchange
(NYMEX). A great many of these funds are trading speculatively, never intending to take
~ delivery of the gas. As a result, there have been wild swings in the price of gas to the
detriment of the traditional gas users. After the Enron failure and the resulting energy crisis,
there are warning signs that this type of activity needs to be closely monitored and regulated.

Please review the attached article, and contact me at (800) 598-2046 if I can provide

more information,

Sincerely,

5% A e

Stephen R. Etsler
EVP/GM
Stand Energy Corporation
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Study Finds More Than 200 Hedge Funds in Energy Markets (UtiliPoint - Oct. 4)

10 04, 2004 - PowerMarketers Industry Publications

By Peter C. Fusaro, Chairman and Founder, Global Change Associates and Gary M. Vasey, Ph.D. Vice
President, Trading & Risk Management Services

It bas been more than two years since the collapse of the industry's merchant segment, but the energy
commodities trading markets have just recovered. Now, liquidity and market making are being provided by
a Surprising source, energy hedge funds, and that's putting energy trading back on the scene.

Hedge funds are essentially un-regulated private investment funds that seek to profit from non-traditional
Opportunities using alternative investment strategies. UtiliPoint, in association with Globat Change
Associates' research, has identified more than 200 hedge funds in the energy irading space with more in
formation throughout the world. It's almost as if energy is the only game in town promising higher returns
than world equity markets due to its continuous price volatility across the energy trading complex. Oil, gas,
power and coal exhibit tremendous daily and annualized price volatility and this seems to be increasing,
The liquidity provided by the hedge funds is evidenced on the front end of the markets through both
NYMEX and IPE oil and gas futures trading, but is much more established in the Over the Counter (OTC)
energy markets, Like the hedge funds themselves, these markets are not price regulated, and have a degree
of price opaqueness.

Hedge Funds May Be Here to Stay

The mainstream news reports that the funds “are in” and then the funds “are out.” This misjudges and
understaies the real importance of the entrance of hedge funds into energy trading. While it can be argued
by somne old time traders and brokers that we have had commodity pools of managed futures for more than
three decades, that misses the point in view of the current scale of the funds' activity. Energy is the flavor of
the year. It's in the news everyday and is now seen as a business where money can be put to work. Indeed
the scale of the market shows that it has a steep market maturation process ahead of it Twenty-six years
after the first financial fitures contract for energy was launched on the NYMEX, we are still only trading
about half of the physical value of the $4 trillion physical energy compliex. There is tremendous opportunity
for this market to grow, absorb risk capital, and actually become more volatile,

But, There are Warning Signs

There are essentially two main types of funds entering energy trading: the macro funds with assets under
management often in excess of $2 billion that now have a proportion of their funds in energy, and the
energy-specific funds created to trade energy by ex-merchant energy traders. It is the former, the macro
fund traders with their black boxes and macro models, that are essentially clueless about the underlying
complexity of energy. They follow general market trends using black box algorithms and while so far many
have done well in crude oil futures markets, at least one took a bath by shorting (a move designed to profit
on prices moving down) the market. Fn fact, our study has disturbingly revealed that there may be a good
deal of ignorance and perhaps even some arrogance, on the part of these well-capitalized neophytes new to
energy frading, Energy trading and risk management is the most complex, volatile market in the world. Its
prices are influenced by weather, geopolitical factors, supply/demand fundamentals, news, and many other
factors that cannot be quantified into simple black box algorithms.

Meanwhile, the energy specific funds, often a good deal smaller in terms of assets under management, are
often founded and led by ex-energy traders. Our study has identified numerous such funds mostly set up in
the recent past and, with new energy-specific funds being announced with increasing frequency, this
represents an identifiable trend. In general, these funds are not limiting themselves to energy commodities
markets but are using their energy industry knowledge to participate in physical markets and other energy
commoedities including electric power and natural gas. In fact, one such fund apparently made its investors
about a 20 percent return on investment in its first month of operation.

Plainly, the entrance of hedge funds is reigniting the energy trading phenomena, By increasing liquidity




through the introduction of additional risk capital and'by improving the counterparty credit situation with
strong balance sheets, the funds are providing the market some positives. However, the lack of detailed
physical energy knowledge and reliance on black box models by some in the hedge fund comrmunity
combined with the lack of visibility into their activities also ought to cause some unease and concern. The
last thing the energy markets need is yet another speculative trading -led implosion.

Investment Banks and Multi-Nationals Also Increasingly Active

~ Those that get it right most of the time are the multi-national oil companies and the two big investment

banks—Morgan Stanley and Goldmar Sachs. These entities have maintained a consistent presence in
energy trading markets for decades and have the knowledge base to put many of the hedge funds to shante.

The energy trading winners will most likely be those two banks and some savvy energy trading companies
that know both the energy markets and risk. '

Funds that rely simply on Value at Risk models, better known in some quarters as “Voodoo at Risk,” just’
won't make the cut. They will fail. Granted, there will be hucky months and quarters with great returps. But
we have seen this all before in the oil squeeze of North Sea Brent by Transworld Oil and its $500 million
loss, the stacking and rolling strategy of MG and its $1.5 billion loss, and the guarterly gains and give '
backs by many other commodity houses and oil companies,

This is a true Darwinian game. This is survival of the energy fittest. Except for a handful of funds, they just
can't stack up against the great oil trading companies like Vitol or BP and the investment banks, and since
energy trading is a zero sum game, the wealth transference could be massive. Count on more great quarters
for Morgan Stanley's and Goldman Sachs® commodity shops. The other investment banks such as Merrill
Lynch, Barclays, Bank of America and Deutsche Bank are now playing catch up. In fact, Merrill Lynch has
now been in and out of energy trading five times. Consistency and people make profits, not poorly executed
trading strategies and opportunistic occurrences.

Sammary

The positive value of the hedge funds is that they are bringing back liquidity and a risk-taking culture to the
energy complex. Traditional energy companies such as the utilities are either exiting or being marginalized
in this emerging, more sophisticated financial trading environment. The funds will also hire all those
unemployed energy traders and they will re-center New York and London as the twin capitals of the energy
trading world. On the downside, at least in the interim, many of the funds do not deeply understand energy
dynamics. While they have sophisticated models and approaches to risk management, there is a dangerous
hint of financial arrogance in the air. And we all recall what happened the last time that was there.
Remember Enron! :

UtiliPoint International and Global Change Associates will be releasing their report entitled “Hedge Funds
in Erergy” on October 4, 2004. It will be available for purchase from UtiliPoint's Web site along with a
new InfoGrid, “Hedge Funds in Energy,” to which clients can subscribe,



