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ISVs & the Energy Market

Commentary by Diane Saucier, product manager, Trading Tech-
nologies

As Any Market Matures, Trading Tends to Move

Away From Customized, bilateral deals and opaque pric-
ing toward standardized contracts, where price and quantity are
the only variables. Maturity also brings standard clearing arrange-
ments, eliminating counterparty risk and opening the market to
new participants. Over the past few years, the over-the-counter
(OTC) energy market has been making dramatic strides in those
directions, with a helping hand from standardized contracts, trans-
parent pricing and exchange clearing through NYMEX and the
ICE.

The most recent step in the maturation of the OTC
energy market is the arrival of independent software vendors
(ISVs) like Trading Technologies. ISVs enable many more specu-
lative participants to join the market, allowing the spec traders to
access the world’s major futures markets and simultaneously view
and trade numerous markets, including the 1CE Futures (for-
merly the IPE), ISVs also enble traders to view ICE contracts in
a more “futures-like” manner —in contracts, rather than in “flow”
— with an aggregated depth of market.

This growing participation from spec traders will lead
to increased liquidity and volume, in addition to improved trade
flow. But ISVs also make ICE OTC products more accessible to
a large segment of the futures-trading industry, widening the
potential pool of market participants beyond the existing energy
and commodities traders.

Each of these developments — standardized products,
OTC clearing and the entry of a major ISV — marks a critical
step in the maturation of the OTC energy market.

When the ICE acquired the International Pe-
troleum Exchange, it used IPE’s existing relationship with the
London Clearing House (LCH) to become the first exchange to
offer clearing of OTC commodity products. In the process, it
also became the first to offer a complete range of products from
traditional bilateral OTC arrangements to cleared OTC prod-
ucts to exchange-traded futures and options. For traditional en-
ergy players, whose credit ratings had plummeted while their
need for risk management had not, a cleared OTC market of-
fered the opportunity to continue to participate. Clearing of-
fered the market more liquidity, lower initial capital requirements
and the ability to cross-margin.

The fall Enron, the largest player in the energy mar-
kets, created a vacuum in the market. At its height, Enron was
involved in about 25 percent of all electricity and natural gas
sales by US producers, utilities and traders. When Enron col-
lapsed, the large merchant energy firms that had dominated the
market backed away from trading.

But the introduction of clearing enabled hedge funds
and other financial services firms, which lacked deep ties to the
physical energy market or long-standing relationships in the en-
ergy field, to quickly — even anonymously — enter the market-
place and fill that gap.

That doesn’t mean clearing was an overnight success,
but both NYMEX and the 1CE began clearing OTC energy

contracts in 2002 with reasonable success. By November 2002,
the ICE had exceeded 1 million cleared contracts and more than
$10 billion of notional value. NYMEX had cleared more than
$1.1 billion worth of O'T'C deals in natural gas (294 willion Brus)
and electricity (118,400 megawatt-hours).

The futures commission merchants (FCMs) were cau-
tious. While somec OTC contracts were similar to futures con-
tracts, others had no futures equivalent, particularly in power,
and these represented somewhat different risks for the clearing
firms. Many of the contracts were illiquid and highly volatile. In
addition to new products, many of the firms in the OTC energy
market were new to the FCMs, who may not have been com-
fortable extending them credit. And in the wake of Enron, some
members worried about the impact of a default, since for clear-
ing firms and clearinghouses, the pool of capital backing the
OTC contracts is the same as that behind the futures contracts.

The ensuing three vears have shown that OTC energy
clearing is not a temporary phenomenon resulting from the se-
verc credit crisis in the energy industry. The volume of OTC-
cleared contracts remained fairly constant throughout 2003, then
exploded in 2004. NYMEX cleared almost 15 million OTC con-
tracts through its ClearPort clearing facility, while ICE reported
more than 18 million contracts cleared during 2004. That’s three
times the 2003 volumes.

Both exchanges have continued to increase their cleared
trading during 2005. For the six months ending on June 30,
2005, the ICE cleared 16,398,000 Henry Hub contracts, as
compared with 5,852,000 in the first six months of 2004. And
according to Futures Industry magazine, there are now approxi-
mately 23 FCM’s clearing ICE products and approximately 40

clearing NYMEX products.
(Click to continate on page 9)
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