Speculation
1. Today I would like to talk with you about Speculation and share with you a few observations that I have found meaningful in understanding the role of speculation generally in society and specifically in our industry.

2. Let’s start with a definition of speculation.  Webster’s provides us with a good definition:  “To assume a business risk in hope of gain; especially: to buy or sell in expectation of profiting from market fluctuations."

3. A speculator willingly accepts the transfer of risk to himself in return for the potential of earning a profit.

4. A hedger is the opposite of a speculator.  A hedger willingly relinquishes the potential for profit in return for a relief of risk.

5. Speculation is part of human nature.  We all speculate.  We all take risks in return for potential favorable results.  For example:
a. We drive cars, take public transportation and fly in airplanes in spite of the risk of delay, discomfort, injury or death.

b. Some of us cheat on our income taxes in spite of the danger of being caught.

c. Some of us buy lottery tickets.

d. Some wager on sporting events.

e. Some of us gamble in Casino’s where the odds of winning are terrible.

f. Some of us smoke cigarettes, forgo medical and dental examinations and take other risks for various reasons.

g. Some of us gamble AND smoke cigarettes.  

6. While I believe that most speculators in financial markets lose money, I also believe that their presence is generally good for the markets in which they participate.

7. A couple of years ago I was visited by Matthew Hunter, Trading Advisor to the FERC.  Matt has spent many years in a number of markets and impressed me as someone who knows markets well.  In our meeting, Matt said something that I found to be one of the most elegant and lucid descriptions of the value of Speculators.  Matt said that “speculators allow producers and consumers to meet across time.”  
8. I believe that this one statement describes the value that speculators bring to a market and I believe that this value alone justifies their presence.  In addition, as I believe that speculation is an irrepressible human characteristic I will now leave the issue of whether or not speculation is “good” or “bad” and whether it should be allowed in energy markets and speak with you about what I find to be good and bad in speculation generally and in the energy industry specifically.

9. One of the features of speculation that I find fascinating is how the size of the perceived jackpot affects the intellects of potential competitors for that jackpot.  The dynamic can be expressed by the following formula: 

a. Size of Jackpot 1/ Mean Intelligence of Competitors

10. Speculators are more willing to disregard the odds of their success as the size of the potential payoff grows.  This is the reason why more Powerball tickets are sold when the jackpot is larger (even though more tickets sold only further reduce the odds of winning.
11. Let me give you a personal example of this phenomenon.  About ten years ago an acquaintance of mine, a professor with a Doctorate in physics came to me with a letter from a “Nigerian Businessman.”  In the letter the “businessman” tells my acquaintance that he has come to learn of him through a mutual friend.  The “businessman” goes on to say that he has some $30 million “floating in the interbank system” that only requires the bank account of a trustworthy individual to “bring ashore.”  The “businessman” proposes that the professor serve in the role of the trustworthy individual and keep 30% for his trouble.  The mechanics are simple.  The “businessman” wires $30 million into the Professor’s account, the “businessman” wires out $21 million and leaves the Prof w/ $9 million for his trouble.  All the businessman needs is the Professor’s account details and the authorization to wire the funds in and out of the account.  

12. Now of course there are all sorts of obvious problems with this proposal – there is the obvious ethical question of:
· Where did this money come from?
· Why do you have to write to a total stranger to make this proposal?  
· Who is the mutual “friend” and why didn’t you mention his name?  
· Why did “our mutual friend” turn down this terrific deal?  
13. The reason that an otherwise intelligent person does not ask these questions is that his intellect has been paralyzed.  He was no longer thinking critically.  All he thought about was what he would do with the $9 million.  His brain went to mush as he fantasized about “all that money.”

14. I think that we can all guess how this plays out.  Our otherwise “pretty smart” Professor gives the “businessman” his bank details and the “businessman” wires the contents of the Professor’s bank account to an account in some horrible, God-forsaken part of the world and is never heard from again.  
15. In another variation of this scam, the “businessman” tells our Prof that there have been some delays that require “some small sums” of money to expedite.  In the scheme of things what is $5,000 or $10,000 to cause the receipt of $9 million?  In this variation, larger and larger sums are requested and each time our poor Prof is told that the “small sum” requested is the final sum necessary in order to “unlock” the $30 million wire transfer.  This continues until the Prof is broke or finally gives up.
16. The point of this anecdote is that generally smart people can do very stupid things when they are staring at a big potential payoff.

17. In the insurance business there is something called “the law of big numbers.”  Notwithstanding this preexisting usage of the phrase, I would like to propose my own “law of big numbers” and it states “the larger and more widely known the potential payoff, the lower the mean intelligence of those competing for it.”  While my law does not always apply, it often applies and I believe that it applies very often to speculation in financial markets.
18. There is a huge, mind numbing jackpot in energy trading and it might as well be advertised on the same billboards as Powerball or the Texas Lottery.  

19. The “growing jackpot” in the energy markets has been spectacularly advertised in the regular announcements of billions of dollars in trading profits by some well known names – principally BP, Goldman Sachs and Morgan Stanley, although you can find further enviable results from Merrill Lynch, Sempra and a number of others.
20. If this were not enough we have further remarkable results from a few hedge funds which have earned billions of dollars in the past few years and made their owners and traders fabulously wealthy.

21. As the jackpot winners have announced their quarterly results we have seen the number of market entrants increase dramatically.  Barclays, Wachovia, Bear Sterns, Macquarie, Merrill, Citi, J P Morgan, and a whole bunch of hedge funds have in the past few years either committed to entering or expanding their energy operations.
22. Of course, these banks are generally very smart operators and have a lot of success in speculative trading so I would expect them to do reasonably well in aggregate over a long period of time.  Notwithstanding this, there is a lot of speculative money coming into energy trading and in aggregate; it is not as smart as the money that was already here.

23. Every speculator must think that they are speculating with an “edge.”  The “edge” that most people possess is probably no more than a lucky feeling and a strategy that was never properly and fully tested.

24. I would like to point out that many of the successful energy speculators really do have an edge.  For example:

a. Many banks build order flow from customers on which they make a margin.  But more importantly, that order flow (hopefully) gives their traders a feel for the market that creates an edge to aid them in speculative trading
b. Also, asset rich entities like BP, Morgan and Goldman can trade around physical assets.  This too should often give them an edge. 
25. Warren Buffett, the Oracle of Omaha himself, the great philanthropist and the second richest person in the United States today has said… 

26. (MP interruption – excuse me, I believe that that is Jimmy Buffett, not Warren Buffet.)

27. MC – Are you sure that that is not Warren Buffett?  I’m sorry ladies and gentlemen; this is apparently not Warren Buffett.
28. Clear throat loudly.

29. Warren Buffett, the Oracle of Omaha himself, the great philanthropist and the second richest person in the United States once said that ‘the lottery is a tax on people who cannot do math’.  Not only do I agree with Mr. Buffett on this issue, I believe that this statement more broadly applies to speculation in financial markets. 
30. However, as I said at the beginning of my talk, I also believe that speculation is a largely irrepressible human characteristic, and that most speculators willingly lose money while serving the legitimate purpose of allowing producers and consumers to meet across time.  

31. This being my belief, I would like to spend my remaining time today sharing a few observations with you about how to design markets to best serve the common good and how to structure a speculative business to increase the odds of getting a favorable result. 
32. First let’s look at market design.
33. The best markets are fair markets.  Liquidity and open interest are deep.  Rules are clear.  Information is readily available to all participants.  There is regulatory certainty and a fair, swift system of justice.  Seems pretty obvious right?  Well it wasn’t obvious in California in 2000 and it wasn’t obvious to the Nixon administration in the 1970’s, it isn’t obvious to the administration of Illinois Governor Rod Blagojevich today and it most certainly is not at all obvious to the House Democrats proposing the appropriately titled “OPEC Energy Security Act” which, if passed may well provide greater security for OPEC by making the United States a less desirable place to develop energy resources.
34. Mixing politics with market design is a usually a recipe for disaster because clever people will game poorly conceived market structures and tax payers and shareholders will usually end up footing the bill.  
35. Of course not all clever people do well in “gaming” poorly conceived markets.  Some do well and some do not but all too often great damage is done to many in the process of these people making their reputations as either “clever” (George Soros) or “not so clever” or at least “terribly unlucky” (Nelson Bunker Hunt).
36. George Soros earned billions of dollars when he “broke the Bank of England on Black Wednesday September 16 in 1992” by betting against the Bank of England’s attempt to hold up the British Pound relative to other European currencies.
37. Nelson Bunker Hunt lost billions trying to corner the silver market.  When his strategy began to succeed, the Board of Governors of the COMEX changed the rules to insure his losing.
38. While I believe that the North American energy markets are generally well designed, there are two very old problems that the industry is currently in the process of curing.
39. The first is the use of inadequate third party pricing data that some companies continue to employ to value their energy contracts and the second is the persistent use of antiquated trade confirmation procedures.
40. For at least the past 26 years that I have been in this industry we have had relatively low paid (by the standard of our industry) “price reporters” trying to figure out what various energy contracts are worth at the end of each business day so they can publish the price and sell their newsletter to customers who want to see a daily price in print.  These surveys have, in my opinion not been very good and have too often been subject to egregious manipulation.  Very often, I have seen published prices that bore little resemblance to real market prices.  

41. The emergence of the Energy Data Hub, an industry initiative initially commenced under the auspices of the Committee of Chief Risk Officers, should finally do away with this prehistoric practice of unfrozen caveman price reporting and help bring price reporting into the modern age.
42. The second structural problem, also currently being cured by the industry is the problem of confirming OTC transactions in a quick, uniform manner among all trade participants.  ICE’s eConfirm as well as the broker consortium-lead ConfirmHub go a very long way to solving this problem by creating industry standards that provide far greater speed and accuracy than the outdated method of traders sending each other faxed or emailed trade confirmations when they get around to it.

43. Notwithstanding these excellent industry-lead curative efforts currently underway, there is currently a debate, mainly lead by Senator Diane Feinstein’s office that OTC energy markets should come under increasing regulation.  While “increasing regulation” has yet to be defined it would presumably include the reporting of customer position size by clearing entities such as the NYMEX, the London Clearing House and the NYBOT when it begins to clear OTC energy transactions.  
44. [BLUE SLIDE]

45. I think that the reporting of position size to the CFTC is a good idea.  However, in order for this rule to accomplish its intended objective, the imposition of this reporting requirement would have to be made at the trading entity level due to the large volume of business done in bilateral contracts.  ICE and NYMEX simply don’t know enough about a customer’s position to tell the CFTC the whole story.  Only the customer itself knows (or should know!)
46. Of course, in order that this rule not be unduly burdensome it should probably only apply to position sizes in excess of threshold amounts.

47. I would like to add that any attempt to corner an energy market cannot be ultimately conducted discretely.  When a market gets squeezed a lot of people know about it and even in a poorly executed squeeze where the “squeezor” loses money, some of “squeezees” are going to be harmed and one or more of them are likely to “call the cops.”  
48. So while I think that some level of OTC position size reporting is probably a good idea, I don’t think that it is going to have a meaningful impact on overall energy prices.
49. [PAUSE]
50. Lets turn our attention now to the structure of speculative energy businesses in North America where there are, in my opinion, a couple of big problems.
51. If we look at most of the major speculative scandals that have occurred there is one common element in all of them.
52. The people responsible for the scandals were able to report their results w/out any real oversight or audit and/or mark their own positions to market.

53. So the first rule in structuring a speculative trading business is to NEVER, NOT EVER, NEVER, NEVER, NEVER RELY SOLELY UPON A TRADER TELL YOU WHAT HIS BOOK IS WORTH.  
54. This means that all trades must be confirmed immediately by management and all trades must be valued by management as often and as precisely as possible.  Trading must be constantly monitored and audited by individuals that are reliable and independent of traders.  There must be proper systems in place to support this and these systems must be regularly tested and audited.
55. Failing to confirm trades promptly allows traders to hide bad trades in the hope that the losses will somehow right themselves before they are disclosed.  This strategy usually has very bad results.  Let me give you a few examples:

a. Jerry Dominelli of J. David + Co. traded currencies and provided monthly statements to his investors.  Those statements showed luscious, steady profits.  By the time that his checks started bouncing Jerry had lost $180 million.  I personally knew Jerry and nearly went to work for him in 1984.  His office in La Jolla was always bustling with celebrities, politicians, even high ranking officers of the U.S. Armed Forces.  To paraphrase Austin Powers “never saw that one coming, the rich folks loved Jerry.”

b. Lou Borget of Enron.  According to all the Enron books, Lou racked up trading losses of $1 billion before he was found out in 1985 (keep in mind that [PAUSE] in 1985 a billion dollars was still a lot of money).  Ultimately the loss was only $142 million.  I personally knew Lou and did a good deal of business with him when he was at Texaco then Gulf States and finally Internorth which of course became Enron.  You could have knocked me over with a feather when I was told that Lou had cooked the books.  [CHANGE TO BORIS SLIDE]  Now some of the more critically observant of you may have noticed that this is not in fact a slide of Lou Borget but rather a slide of the cartoon character Boris Badinaw from the Rocky and Bullwinkle cartoon series.  We could not find a photo of Lou Borget.
c. In 1988 the German giant Kloeckner & Co. incurred losses of about $303 million due to “risky speculations with crude oil futures contracts”. As a result of the losses, Deutsche Bank AG became the sole shareholder of Kloeckner & Co. I also knew Kloeckner pretty well.  In spite of the published reports, these losses did not arise from speculations in crude oil futures contracts at all, these losses arose because Kloeckner was fronting for a rich businessman who had failed to honor contracts previously and with whom almost no one but Kloeckner would trade.  There was one little guy at Kloeckner with a bad hair piece who was doing all of these back-to-back trades and I don’t think that he had any idea how much trouble he could get into.  This was a costly mistake that the City of Springfield, Illinois would repeat in the summer of 2001.
d. In 1995, Nick Leeson brought down Barings Bank, (personal bank to the Queen of England) when his trading losses reached $1.3 billion.  Lest you begin to wonder who I have been hanging out with for the past 30 years I would like to assure you that I have never met Mr. Leeson – although we did have a few mutual friends.

e. 1995 was a banner year for trading shenanigans as Daiwa Bank’s Toshihide Iguchi confessed, in a 30-page letter to the president of his bank in Japan that he had lost around $1.1 billion while dealing in US Treasury bonds.  This one was remarkable because the scam had gone on for ten years largely undetected.  We could not find a photo of Mr. Iguchi so I used Snidely Whiplash instead.  Apologies to Mr. Whiplash.
f. The following year, Yasuo Hamanaka could no longer hide losses of $2.6 billion in copper trades gone wrong (this was back in 1996 when $2.6 billion was still a lot of money).  I am pleased to tell you that not only have I never met Mr. Hamanaka but I do not even know anyone who has.

g. In 1996 Peter Young.  Fund Manager at Morgan Grenfell cost the firm an estimated £400 million but managed to be declared “unfit for trial” after making his court appearance in [PAUSE] a woman’s dress.

56. While I have chosen examples largely outside of the energy industry I can assure you that this kind of thing has happened all too often in our industry and will probably happen again.

57. What do we learn from this?  Some very simple stuff.

a. Never rely solely upon a trader to tell you what his position is worth.

b. Risk taking functions must be completely segregated from record-keeping, position valuing and risk assessment functions.
c. Reporting lines and oversight must be clear and unambiguous.  Traders often have very strong personalities and have been known to steamroll those who are supposed to oversee them. 

d. Risk controls must be followed scrupulously.

e. Violators of risk policy must be punished swiftly and publicly.

f. Third party data must be used to mark trading positions to market.

g. Pricing models used by management must use data supplied by someone other than the traders whose books are being modeled and model outputs must be calibrated to external sources regularly.
h. Checks and balances must be audited regularly to insure that they are being scrupulously followed.
i. Management must understand exactly how the trader is making money.  If management cannot explain the strategy and risks to a third party then they should not be involved in that trading.

j. Returns that look too good to be true probably are too good to be true – but not always.
58. [PAUSE] Trader Comp Slide

59. I would like to spend the final few minutes of my presentation today on an aspect of our business that I think is terribly flawed and that is in the way that we pay our traders.  
60. Almost everybody pays their traders a bonus for their results in a single accounting period.

61. Well what’s wrong with paying someone for making you a bunch of money you might ask?  Nothing provided the payout is structured in a manner that insures that you are encouraging and rewarding what you intend.  The problem is that this is not what happens when you pay a trader the full payout for results in a single accounting period.

62. Let’s take an example.  A very common, basic trader compensation package provides the trader a reasonable sum to live on and an annual bonus that represents a percentage of the trader’s profit for the year.  This percentage typically ranges between 10 and 20%.  I know of individuals who made dozens of millions of dollars last year on these kinds of deals.  

63. What does this compensation encourage a trader to do?  It encourages him to swing for the fences!  It’s like a baseball game where you cannot be called out for strikes.  It’s a “heads I win, tails I don’t lose” scenario so long as the trader is reasonably certain that he can obtain employment elsewhere if he blows up his current employer.  
64. You might logically assume that a trader who blows up an employer would never find another job but oddly that is often not the case.  There so many examples of traders blowing up and then finding an even better paying job that I have come to the conclusion that energy industry trading companies have a fatal fascination with hiring the trading equivalent of serial killers.  The only reasoning that I have heard is “hey, he lost $150 million for so and so; he must be able to make big money.”  

65. Personally I have always thought that this was a nutty philosophy but I can tell you that many traders believe that they can blow up or have poor results at one company and quickly find employment at another that gives them the same or an even better compensation package.
66. Unfortunately, the provision of capital to traders today is a commodity in itself.  While different employers will all have different costs of capital, the actual capital that they provide is the same from employer to employer.  This is especially true now that OTC clearing has become so prevalent.  Cash in an account is cash in an account.  My money is as good as Goldman’s or Morgan’s in this regard.

67. When you are in a commodity-type business, as Warren Buffett is fond of saying, “you are only as smart as your dumbest competitor” and this is exactly what is wrong with the airlines and what causes extreme cycles in industries as varied as insurance and petrochemicals.

68. You might think that since “everybody is paying the same way” and “my capital is the same as everyone else’s capital” that you have no choice but to pay your traders the way that “everyone else does” and encourage the same reckless behavior that has bankrupted numerous other companies.
69. But there is at least one exception to this rule of compensation.  There is one very successful trading company that pays its traders one third of their profits every calendar quarter.  This achieves several very important advantages:
a. First, the trader gets a pretty immediate result from his success.  He gets paid within months of starting.

b. Second, the trader should, if he is any good, always have something to lose.  He is not just playing with shareholders’ money.

c. Third, the absence of a big annual payoff means that the trader is less inclined to suffer from artificially induced periods of over- and under-trading and more inclined to work evenly all year round.  In other words, the trader is not going to spend the fourth quarter of the year sidelined to protect profits and lock in a bonus and the trader should also be far less gun shy in the first quarter of the year when many traders at other companies are starting with a P&L set to zero.  

d. Finally, by maintaining a cushion of trader money, management has the opportunity to adjust the traders trading parameters in the event that he begins to do poorly.

70. By compensating traders in this way you encourage far more prudent speculation than the current jackpot-style compensation that is the industry standard.
71. In summary:

· Speculation is human nature.

· I believe the debate as to whether it is “good” or “bad” is moot.
· It is better to focus our attention on structuring markets that allow for speculation and provide for the common good.
· It is important to structure a speculative trading business thoughtfully to improve the odds of a successful, long-term outcome.

· The North American energy markets generally work very well.
