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Introduction

My comments include two areas of thought. First, I address the question of whether or
not there really seems to be a basis to the demand for a significant change in the reporting
of the COT data collected by the CFTC. This will briefly examine whether or not there is
excessive trading activity and whether or not we are really experiencing increased price
volatility, whether related to trading activity or not. The second area has to do with
whether or not it should actually be the role to the CFTC to provide highly disaggregated
data in a form that may be useful for trading program decisions.

Basis for change in reporting

It seems that much of the pressure for change in the reporting of COT data rests on the
assertions that there is excessive trading occurring, especially claimed to be being carried
out by speculators (funds/hedge funds). This excessive trading is then argued to be the
basis for the increased volatility claimed to have occurred over the past couple years. I
have attached as Appendix I to this comment a copy a research paper that calls into doubt
the claims that there is massive excessive trading occurring in futures contracts.! The

examples therein are specific to crude oil and natural gas contracts traded on the NYMEX,

which appear to be the primary focus of the media and policy questioned being asked

regarding trading and volatility, and underlying suggested changes in the CFTC reporting.

Summarizing the paper, I find that the claims of massive excess trading, reported as large
multiples of futures traded volumes relative to physical usage, are simply wrong. The
large multiples reported to exist are based on faulty calculation, the extreme of apples and
oranges comparisons.

It is frequently claimed that the volumes represented by futures contracts traded in crude
oil and natural gas exceed physical consumption of those commodities by factors of up to
30 times. These multiples are the result of comparing futures traded volumes associated
with all open contracts (for crude oil, these currently extend out to 2012), each of which

! The attached paper, “Energy futures market trading versus physical commodity usage: a playground for
manipulation or a miscalculation,” may also be found in the Macquarie University, Department of
Economics, Research Paper Series at www.econ.mq.edu.au/research/rdp2006.htm.
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is deliverable over an entire month, to physical consumption numbers for a single day.
That is, for crude oil, the multiples are based on comparing futures traded volumes
covering deliveries continuously through the end of 2009 and then sporadically out to
December 2012 to a current daily consumption estimate. This comparison is quite
meaningless for either government policy making or economic analysis.

Once we properly adjust the volumes associated with futures trading to a daily basis, the
multiples of up to 30 evaporate, and we find instead that volumes traded on the futures
market account for just 17 percent of daily physical consumption for crude oil and just 16
percent of daily physical consumption for natural gas. These fractions of the physical
market represented by futures trading cannot provide a basis for claiming that there exists
significant excessive trading attributable to speculators or anyone else.

It is worth noting here that these fractions of physical activity represented by futures
trading should not be used to now argue that the futures market is too thinly traded to
provide useful price risk mitigation or price discovery. When I examine the share of the
physical market covered by open interest in the futures markets for these two
commodities, I find that roughly half the physical trade is covered in the futures market.
This level of activity should provide a sufficient basis for risk mitigation, price discovery,
and liquidity.

Regarding whether or not volatility has increased, I believe there have been mistaken
interpretations of the prices over the past several years. The upward trends in the price for
crude oil and natural gas have been incorrectly labelled as increases in volatility. The
distinction is relevant because it is frequently argued that the (claimed) increase in
volatility has drawn in speculators who profit from volatility. This clearty runs hand-in-
hand with the claims that the excessive trading (which I have shown not to be true) is
driven by speculators. The type of volatility from which derivatives speculators may be
able to profit, and will affect their investment/trading decisions, is related to the possible
distributions of prices to be faced in the future. The relevant measures here are something
like standard deviations, variances, and other measures of the dispersion of the
distribution of futures prices. '

In Appendix II of this comment, I have attached two graphs plotting two different
measures of volatility for crude oil prices. The first measure of volatility employed is a
simple percentage of the daily high-low range and the second is a more rigorous,
sophisticated estimate of the daily variance based on the daily highs and lows.?
Alternative methods of measuring the variance or standard deviation, such as a moving
average or a sophisticated GARCH-type measure, will show quite similar results.
Volatility has not increased over the past several years. Once we take into consideration
that prices are higher, and account for this difference with respect to earlier periods, the
volatility of prices is seen to be very similar now to earlier periods, with a slight tendency
downward rather than upward. Since the volatility of futures prices has not increased, the

? This method of estimating the daily variance was introduced by Parkinson (1980), extended by Garman
and Klass (1980), and has been employed in the analysis of futures prices by Serletis (1992) and Herbert

(1995). The measure used is volatilty = (In(k) — In(/))’ / 4In(2) .



argument that speculators (usually now regarded as hedge funds) have an incentive to
increase trading activity to attempt to profit on volatility loses stream.

A related 1ssue in this discussion is whether or not traders may somehow take advantage
of the relative lack of transparency in the over-the-counter (OTC) markets to manipulate
prices to a profitable end. The argument seems go something like this: since we cannot
readily see what traders are doing in the OTC market, they can enter into trades in this
market and the futures market that allow then to manipulate prices profitably. If a trader
seeks to manipulate prices s’he must do this in the transparent market. Otherwise, if no
one can observe what activity is undertaken the trade can have no effect on the rest of the
market. Therefore, the profitable activity is not likely to be one where the trader takes a
position in the futures market and then attempts to manipulate price via activity in the
OTGC,; if virtually no one can observe this activity it cannot have a meaningful effect on
the market nor the price.

Since the OTC is a rather opaque market, certainly relative to the exchange traded futures
markets, the way in which a trader could manipulate the market is to take a position in the
OTC, which will mostly go unnoticed, and then undertake activities in the futures market
that will drive the price in a direction that will generate profits in the OTC. Thus, for
market manipulation to work with trades in both the OTC and the futures market, it
seems that the price manipulation efforts will have to occur in the futures market, not the
OTC.

The CFTC has sufficient information to detect market manipulation in the exchange
traded futures market, and there seems to be very little evidence of any such manipulation
occurring. Therefore, effective regulatory oversight in the relatively transparent exchange
traded futures market should effectively stop profitable manipulations of prices between
the OTC and the futures markets.

One additional point regarding the OTC and futures markets trading is that for a
speculator the OTC would seem to be a much riskier place to play. The OTC is by
definition far less liquid than the exchange traded futures markets, which means it is not
only difficult to unwind a position it may also be quite costly to do so. Both of these
factors would seem to strongly mitigate against speculators carrying on much activity in
the OTC. '

What should the CFTC be providing the public

More highly disaggregated data is almost always desirable to an analyst, whether
commercial, academic, or regulatory in nature. However, such data also come at a cost,
so a decision to provide more data at public cost must bear in mind the relative costs and
benefits.

For my own research interests, a finer disaggregation applied to individual contract
maturities would be desirable. I am somewhat less interested in the distinction between



traditional and non-traditional commercial traders in aggregate over an entire forward
curve than I am in a breakout of commercial and non-commercial traders for each
maturity. Currently, it appears that a significant limitation on the release of this level and
structure of disaggregation is the 20-trader rule. Some contract maturities are thinly
enough traded during some periods of their tradable lives that they fall below the
minimum number of traders rule for public release of the data.

Nevertheless, we must also ask why there is currently such a strong push to change the
public reporting of COT data. Since this data is aggregated across all open contracts (the
full forward curve) and delayed by a week, this data should not be expected to provide a
significant basis from which to formulate effective, profitable trading programs. For the
most part, trading occurs in specific contract maturities, not for the entire forward curve.
Unless it can be shown, which I do not believe it can be, that movements and changes in
the open interest of the entire forward curve provide a highly reliable proxy for such
movements and changes in the contract(s) of investment or hedging interest, the COT
data will not be expected to be a valuable forecasting component.

Moreover, if the market is relatively efficient we should expect that this lagged data,
aggregated or not, will have no forecast usefulness. On the other hand, if we think the
markets are not very efficient, provision of more highly disaggregated data (especially for
free) will in fact allow some market traders to profitably trade on the information. This
latter point should cause some concern for those who seem to simultaneously be claiming
that the market is not efficient (otherwise they would not be claiming that a stronger
regulatory hand is required) and that more disaggregated data should be provided for free
with the COT public reporting. This combination would be expected to lead to an
increase in the potential for profitable manipulation, not a decrease.

Is it really the role of the government regulator to be providing free data upon which
market traders can successfully base profitable trading programs? From a regulatory
perspective, it seems clear that the CEFTC has access to the necessary information, in a
sufficiently disaggregated form, for it to perform its regulatory function. The question at
hand really is just how would the rest of us like the CFTC to share that information with
us.

To whom is transparency important? Should each one of us be able to freely determine
who i1s on either side of every trade of every commodity traded? I think not. The entity
for which transparency at this level is most paramount is the regulator. The regulatory,
the CFTC in this case, must have sufficient information at a sufficiently high degree of
disaggregation so that it can identify who is trading and with whom. This will allow it to
carry out its responsibilities and provide protection to the community from manipulative
trading activity. It seems that the CFTC already has this capability, and changing the
public reporting will not change that.



Conclusion

In general, most analysts would like to have more data, more finely disaggregated.
However, it is not clear that there is significant public benefit from such changes to the
reporting. If there is significant cost associated with the suggested/requested changes to
the COT reporting, there seems to be little justification for the expenditure. If the changes
may be made at little or no cost, we must first be assured that such disaggregated data
will be detrimental to the efficient and effective operation and regulation of these
important markets.
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Appendix I

Energy futures market trading versus physical commodity usage:
a playground for manipulation or a miscalculation

Ronald D. Ripple
rripple@efs.mq.edu.au

Abstract

The relationship between energy futures trading volume and physical commodity usage is
evaluated with the aim of demonstrating the correct method of calculation. This
relationship has been incorrectly calculated and the misleading results have been offered
up as evidence of excessive speculator activity leading to higher and more volatile prices,
on the one hand, and to support claims of high levels of market liquidity and transparency,
on the other. It is shown that rather than constituting large multiples over physical usage
the futures trading activity represents a fraction of usage. These fractions of physical
usage represented by futures trading volume cannot support suggestions that futures
markets are playgrounds for non-commercial market manipulators. Nevertheless, there is
still strong evidence that the energy futures markets provide a valuable basis for price
discovery and risk mitigation, since a significant share of physical usage is represented by
futures market activity.

JEL Classification: Q48, G18

Introduction

An unfortunate misunderstanding seems to permeate discussions of the size of energy
futures trading activity relative to physical commodity usage. It is reputed that the daily
trading volumes for natural gas futures exceed daily physical usage by anywhere from 12
times® to 20 times,* even 30 times;’ similar claims are made regarding crude oil futures
trading®. These large multiples ranges are presented by participants from both sides of the

> See Cicio, 2006, p. 2. “Volumes traded each day are estimated to be over 12 times the actual physical
volumes consumed.” The statement is with reference to the natural gas futures and physical markets.

* See NYMEX, 2001, p. 20. “Average daily trading volume in 1997 was more than 47,000 contracts, the
equivalent of almost 20 times U.S. gas consumption.”

3 See Cooper, 2006, pp. 21-22. “Natural gas may be traded over 30 times before it is consumed (i.e. the
volume of trading exceeds the volume consumed by 30 times), fueling the suspicion that this trading drives
up transactions costs and increases volatility.” Cooper’s report has been critiqued elsewhere (FERC, 2006,
pp. 33-59), but not on the issue of this multiple.

® See NYMEX, 2006 (b). “The futures contract is the most liquid trading instrument for crude oil, with
daily trading volume averaging the equivalent of 230 million barrels of crude, approximately three times



energy market manipulation debate. On the one hand, it is argued that these multiples
indicate a high degree of liquidity that helps lower the costs faced by participants in the
physical markets, who are interested in both risk mitigation and price discovery services.
On the other hand, it is argued that these multiples’ are indicative of the excessive
amount of activity carried out in these markets by non-commercial parties (often referred
to as speculators or, more recently, as a lump called hedge funds), which subjects these
markets to manipulation. Each of these positions is wrong.

These large trading multiples are devoid of meaning and are the result of miscalculation.
However, since these multiples have recently been introduced into the policy debate
regarding the role of speculators, and the potential for increased price volatility, in these
markets, the basis for the calculations should be analyzed and corrected where wrong. If
observations regarding the relationship between futures trading and physical usage are to
provide meaningful input into new policy development, they must be based on correct
analysis.

The numbers

The multiples are typically calculated by taking the total volumes traded for the
commodity of interest on a given day (or an average for some period of time) and
converting the contracts traded into the units used to discuss consumption/usage of the
underlying commodity. For example, natural gas is discussed in terms of cubic feet, and
daily consumption is given in terms of billions of cubic feet, or Bcf. A single natural gas
futures contract on the New York Mercantile Exchange (NYMEX) represents 10,000
million British thermal units (Btu). At roughly 1,000 Btus per cubic foot®, a single
contract accounts for 10 million cubic feet of gas, or 0.01 Bef. Crude oil is discussed in
terms of barrels (bbl), and each NYMEX crude oil contract represents 1,000 bbl.

Table 1: NYMEX trading volume summary for 2005 — numbers of contracts
a) Crude oil Natural gas
Average daily total trading volume, all 237,600 76,300
contracts-2005

Maximum daily total trading volume, all 406,300 149,400
contracts-2005

b) .

Average daily trading volume for near- 93,500 31,130
month contract-2005

Maximum daily trading volume for near- 178,300 70,950
month contract-2005

physical daily output.” The multiple of three times appears to refer to total global crude oil production, not
just that for the U.S.

7 These multiples have the appearance, or are given the appearance, of hedge ratios, and hedge ratios of
these magnitudes are quite unlikely to be optimal. Optimal hedge ratios rarely exceed a value of one, so a
multiple of, say, 12, assessed in terms of hedge ratios, would likely suggest excessive, non-optimal trading.
These multiples are not hedge ratios and should not be interpreted as such.

¥ The actual Btu content may vary by location, but the average is about 1,030 Btus per cubic foot.



Table 1 provides a summary of the daily trading volumes for futures contracts on the
NYMEX for 2005°, for both natural gas and crude oil. The units of a commodity
represented by each contract imply, for example, that the highest trading volume in any
one day during 2005, for all contracts'® open, for crude oil amounted to 406.3 million
barrels. For natural gas, the highest daily futures trading volume represents 1,494 Bcf.

Table 2 presents a set of calculations that represent the typical claims of the relationships
between futures trading volumes and commodity consumption. The very large multiples
that are claimed are based on the total trading for any given day, including all contracts
trading for all maturities.

Table 2: Typical measurement of the trading multiple relative to daily

consumption/usage, based on all open contracts

- Crude oil | Natural gas

Daily consumption/usage 18 mmbbl 63 Bef
Average daily total trading volume-2005 238 mmbbl 763 Bef
Maximum daily total trading volume-2005 | 406 mmbbl 1,494 Bcef
“Multiple” — average ‘ 13 12
“Multiple” — maximum 23 24

The multiples that eventuate from using total volumes for all contracts are 13 for crude
oil and 12 for natural gas if the average daily total trading volume for 2005 is employed.
This is based on an average daily U.S. usage of 18 million barrels (mmbbl) of crude oil
and 63 Bcf of natural gas. If the maximum is employed the apparent multiple for crude
oil trading is 23 times the daily usage for the US, and it is 24 times the daily U.S. usage
of natural gas.

The results reported in Table 3 show the relationships between futures trading volume
and usage when the focus is on the near-month contract. The multiples drop, as expected,
but they are still substantial. ‘

The focus on the near-month contract appears to be the most sensible approach'’, since
including all contract maturities, extending far into the future, significantly muddies the
waters with respect to any relationship between quantities of commodities represented by
trading volumes and quantities associated with actual usage, typically presented in daily
usage terms. The average daily futures trading volume for near-month crude oil for 2005
represents 93 million barrels of oil. This volume of trade certainly seems, on a
rudimentary calculation, to provide substantial liquidity. The vast majority of all trading
on the NYMEX occurs during open outcry floor trading between 10:05 am and 2:30 pm.
This amounts to 265 minutes of trading time, and this allows for contracts representing
over 350,000 barrels of crude oil for delivery in the near-month to be traded per minute,

® The trading volumes are sourced from NYMEX data and rounded.

' When this total trading volume number is used it includes contracts covering maturities five years into
the future.

" It is also worth noting that the near-month (spot) contract typically represents nearly 44 percent of
trading in all maturities for crude oil and over 45 percent for natural gas. See NYMEX, 2005, pp. 7-8.



on average. This futures trading activity is also used to argue that about five times as
many barrels of oil are traded on the futures market than are used each day.

Table 3: Typical measurement of the trading multiple relative to daily

consumption/usage, based on near-month contract

Crude oil Natural gas

Daily consumption/usage 18 mmbbl 63 Bef
Average near-month daily trading volume- | 93 mmbbl 311 Bef
2005
Maximum near-month daily trading 178 mmbbl 709 Bef
volume-2005
“Multiple” — average 5
“Multiple” — maximum 10 11

For natural gas, Table 3 shows that contracts representing 311 Bcf for the near-month
were traded on average during 2005. This represents futures trading at five times the
daily usage. This activity also seems to provide substantial liquidity, since contracts
representing roughly 1.2 Bef were traded every minute, on average.

According to this method of calculating the relationships between futures trading and
actual usage, the highest daily futures tradlng during 2005 implies a multiple of 10 for
crude oil and 11 for natural gas.

Nevertheless, even though the analysis has been adjusted to account for only the near-
month contract volumes, rather than incorrectly including all contract maturities, the
analysis is still deeply flawed and provides misleading results. The next section will first
briefly explain how these futures contracts operate and then provide an alternative
calculation of the relationships between futures contract trading and physical commodity
usage volumes.

Futures trading

The trading activity each day for natural gas and crude oil futures contracts (as well as
that for gasoline and heating oil) is for delivery over an entire month, not any one specific
day. For example, near-month futures contracts traded during any trading day in March
(up to the last trading day, which differs across commodities)'? are for quantities of the
commodity to be delivered during (throughout) the month of April.

Therefore, to gain meaningful insight into the relative volumes traded under futures
contracts compared to actual physical requirements/usage, the volumes of the commodity
represented by the traded contracts must be divided by the number of days in the delivery
month. That is, observing daily trading volume representing contracts that account for 12
times the daily usage, but for delivery into a month consisting of 30 days, actually

"2 The last trading day for the crude oil contract is the third business day prior to the 25 calendar day of the
month prior to the delivery month. For natural gas, the last trading day is three business days prior to the
first business day of the delivery month. For gasoline and heating oil the last trading day is the last business
day of the month preceding the delivery month.



implies trading activity that represents just 40 percent of the requirements for that month.
Indeed, if a 30 times multiple were observed, it would represent daily futures trading
activity that just covers the requirements for the delivery month.

As noted earlier, the analysis should be conducted on futures trading volume for the near
month, or a specific month of interest, rather than the total of all contract maturities. As
seen above, the large numbers, in the 12 to 30 range, are the result of aggregating the
trading volume for all contracts traded on a given day, including those for many months
and years into the future. The analysis of the near-month trading activity, the month that
typically carries the largest trading volume, results in much smaller multiples, as shown -
in Table 3. However, these values still require division by the number of days in the
delivery month to provide a meaningful basis for comparison with reported average daily
physical use of the commodity.

Table 4 reports values for near-month contracts for delivery into a 30-day month.

Table 4: Measurement of the trading multiple relative to daily
consumption/usage, based on near month contract and adjusted for a
30-day delivery month

Crude oil Natural gas

Daily consumption/usage 18 mmbbl 63 Bef

Average daily total trading volume, 30-day | 3 mmbbl 10 Bef

delivery month basis-2005 :

Maximum daily total trading volume, 30- 6 mmbbl 24 Bef

day delivery month basis-2005

“Multiple” — average 0.167 0.159

“Multiple” — maximum 0.333 0.381

It is immediately obvious that large multiples of the physical commodity usage in the U.S.
are not represented by the daily traded volumes on the futures exchange. Even if the
highest futures trading day is evaluated for either commodity during 2005, the volumes of
the underlying commodity accounted for by the traded contracts amount to just 33

percent of the daily usage for crude oil and 38 percent of the daily usage for natural gas.
The average daily futures trading activity during 2005 represented volumes of roughly 16
percent of actual daily usage for both commodities.

Assessment

The results presented in Table 4 do not support the large multiples typically claimed, but
they also do not suggest that the futures trading activity represents an insignificant share
of the market. To assess the significance of futures trading activity it is also necessary to
observe the open interest associated with the near-month contract. The open interest on
futures contracts represents the number of contracts, and therefore the volumes of the
underlying commodity, that are active and still constitute obligations" on the part of

"> See NYMEX, 2006 (a), p. 2. “The Exchange’s core energy contracts. . .stipulate physical delivery,
although deliveries usually represent only a miniscule share of trading volume — less than 1% for energy —
overall.”



buyers and sellers. Trading volume, by itself, for futures contracts only provides a partial
picture, since trading volume may add to, decrease, or leave unchanged the number of
open contracts. Thus, a more complete picture is gained by examining the volumes of the
commodity represented by the open interest positions in the futures market, in addition to
trading volume.

Table 5 presents the average and maximum daily open interest for the two commodities
for the 2005 trading year. When assessing the relationship between near-month contract
open interest and daily usage of a commodity, it is reasonable to focus on the maximum,
rather than the average. This is because open interest, by definition, rises and falls during
the life of the contract, beginning at zero just before the contract is listed for trading and
declining back to zero at the maturity of the contract. The maximum open interest
typically occurs during the near-month (sometimes referred to as the spot month) trading
period. The open interest for the near-month contract is also typically the largest for any
traded contract maturity, just as is the case for futures contract trading volume.

Table 5: Measurement of the open interest multiple relative to daily
consumption/usage, based on near month contract and adjusted for a
30-day delivery month

Crude oil Natural gas

Daily consumption/usage 18 mmbbl 63 Bef

Average open interest, 2005 - contracts 155,000 52,560

Average daily open interest, 30-day 5 mmbbl 17 Bef

delivery month basis-2005 v

Maximum open interest, 2005 - contracts 284,100 100,300

Maximum daily open interest, 30-day 9 mmbbl 33 Bef

delivery month basis-2005

“Multiple” — average 0.278 0.270

“Multiple” — maximum 0.500 0.524

For crude oil, the maximum open interest for a near-month contract during 2005 was
284,100 contracts, and for natural gas it was 100,300 contracts. These maximum open
interest positions accounted for 284.1 million barrels of crude oil and 1,003 Bef of natural
gas, respectively. Since these volumes were to be delivered over an entire month, on a
30-day month basis the crude oil maximum open interest represents average daily
volumes of 9 mmbbl, and the natural gas maximum open interest represents average daily
volumes of 33 Bef. These open interest positions, therefore, represent roughly 50 percent
of the average daily usage for both commodities. These clearly account for a substantial
share of the physical commodity market of the U.S. that underlies the futures market.

Summary and conclusion

The very large multiples over actual commodity usage claimed for trading on the energy
futures markets are the result of miscalculations and incorrect analyses, which do not
properly allocate the trading volumes over the delivery month. The proper allocation of



futures trading volume over the delivery month demonstrates that this activity represents
a fraction of the daily U.S. usage of both crude oil and natural gas, not a multiple.

Nevertheless, the apparent liquidity offered by the average number of trades per minute
and the share of the average usage represented by the maximum open interest leads to the
conclusion that the energy futures markets provide the basis for transparent price
discovery and risk mitigation. Moreover, in the context of the current debate over
speculators and volatility there is not the massive excess trading that suggests the futures
markets are a playground for non-commercial market manipulators.
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Appendix II: Crude oil futures price volatility graphs

Volatility measure: (high-low)/low: 1998-2005

0.0

002

0.01

0.008

0.006

0.004

0.002

i ! ‘ R kg By i . .9 : 48 4% ;
7 y & X ; w“,u‘ ! PN 3
O . P L




