*connectedthinking

PRICEWATERHOUSE(COPERS

[S Insights

volime 4 no. 1 April 19, 2007

Assessing risk as energy traders come back in play

When energy merchants began exiting their trading businesses after Enron imploded five years ago, some
investment banks saw an opportunity to assume trading positions that energy companies' balance sheets could no
longer support. But trading barrels, megawatts and decatherms is not quite the same as trading stocks, bonds and
mutual funds. So before jumping in, financial investors need to conduct thorough diligence on a target's trading book
in order to fully assess the unique risks this market presents.

To be clear, investment banks and trading houses
have always been peripheral players in energy
trading, since they financed the creation of trading
operations, backed their letters of credit, and raised
capital for the power plants, storage fields and
pipelines that formed the backbone of the business.
By so doing, investment banks in New York and
Chicago reaped some of the early gains from deals
struck by corner office wildcatters in the Southwest.
But many bankers hit dry holes or failed to see the
downside risks that ultimately brought down many
trading operations.

What equity traders sometimes missed were the risks
inherent in a merchant's trading book. Even in the
post-Sarbanes Oxley world of increased controls and
transparency, trading books (and the methods used to
produce them) remain risky and complex items that
require careful, specialized diligence.

Evaluating a trading portfolio comes down to the
inputs. Depending on its nature, a single transaction
could have hundreds of inputs. Proper accounting
adjustments to any single input could spell the
difference between a deal being underwater by $100
million or in the money by the same amount.

Management and its auditors apply different methods
of analysis when evaluating trading books for
management reporting and financial reporting
purposes. This actually helps the diligence process.
Because management calculates their trading
positions every night, diligence practitioners can see
how management arrived at their financial position in
real time. This is where the challenge lies.

The principal steps in evaluating an acquisition
candidate's trading book for financial buyers eying an
energy trading operation are as follows:

1. Determine whether management and audit
statements agree. Management should have
support for their trading book as of their last
annual or quarterly filing. It is a positive sign if the
latest management totals agree with amounts
reported in audited or reviewed financial
statements. If the totals do not agree, it is critical
to identify which transactions or trades were
adjusted to agree with financial statement
balances, and how those adjustments were made.

2. Group trades by type and commodity. Group
trades by commaodity, by type and by whether they



involve physical or financial, storage or
transportation assets. This will shed light on the
discipline management followed when entering
transactions in the trading book and will allow the
buyer to analyze positions based on the same day
and market point.

Identify markets. Ascertain where the target is
selling each commodity by market. This will help
the buyer determine which price curves from
independent sources to apply when validating the
prices on the books. Itis also important to
understand what interest rates have been used on
each trade. The same rate source, typically
LIBOR plus, should be used for all trades.

Assess positions the trading system didn't
capture. Management typically uses an Excel
model to capture and value trading positions.
Although signs of these "off book" transactions
may appear in the trading system so management
can run reports easily, usually the only information
that appears is a dollar value, with no other
trading criteria. The true complexity of "off book"
transactions appears in the model.

Evaluate complex contracts. Ascertain the price,
volume, term and market location of each
contract, along with any built-in changes or
options, as these are difficult to model and often
require outside expertise. Nevertheless, there are
some basic steps a buyer can take to identify the
level of complexity in a structured transaction and
where added risks are likely to lie.

Market location is usually the biggest factor in
assessing complexity. If a commodity trades in a
liquid market, it is easier to determine the market
price and the value of a contract at any point in
time. Conversely, determining the market price of
a commodity that trades in an illiquid market can
be exponentially more complex. Some illiquid
markets set their prices as a percentage of those
in liquid trading hubs near the contract's point of
delivery. Others can be an amalgam of two, three
or more market points, which increases the
subjectivity of the model and the likelihood of

errors, while making it more difficult to
independently verify inputs to the model.

7. Volume is the second biggest factor in
determining complexity. That's because the
notional value of a contract is the market price
multiplied by the volume. This is a simple
exercise so long as volume is constant throughout
the term of the contract, but it gets more complex
if the contract gives the customer an option with
respect to volume. While buyers and sellers
sometimes include a volume option in an attempt
to time the market and reduce short-term risk, it
typically increases risks longer term. Most, if not
all, contracts with volume options are considered
derivatives under FAS 133 and must be fair
valued (marked-to-market) as of the balance sheet
date. The option is very hard to model because it
is difficult to quantify that portion of the contract's
value attributable to the option.

8. Price and term are the least complex inputs of
structured deals. But problems can arise on
portions of a contract that run for more than 24
months and are not fully reserved. Because price
curves for most energy commaodities are difficult to
predict beyond 24 months, the balance sheet
value of that portion of a contract that extends
beyond 24 months contains a high degree of
subjectivity. It is critical to understand the full term
of structured contracts because they may show
gains as of the balance sheet date, but the
forward price curve beyond that point may be
drastically different.

The historical information in a trading book is the least
valuable data to analyze during due diligence, save
for two items: the contract period of long-term
structured transactions and the discount rate. If a
structured deal crosses reporting periods, be sure to
verify that the target has applied inputs consistently
and evenly over all periods analyzed. While it is easy
and sometimes correct to change some inputs of a
transaction, any changes should be captured when
analyzing quality of earnings and assets.

The discount rate must also be scrutinized from
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period to period. Although the rate applied to the
trading book is a traded commodity that changes over
time, the source of the rate should be consistent from
period to period.

As the major energy trading houses consolidate, new
entrants to the market are likely. Today's new
entrants are likely to face growth pressures in three to
five years, becoming either acquirers or targets.

Either way, deal activity in the sector is growing and is
likely to peak in the next 18 months, plateau for 18
months, and pick up again thereafter. One thing is
certain: energy trading companies will continue to be
in business and doing deals so long as the market for
energy commodities remains deregulated, and large
commercial users rely on long-term contracts to
hedge risk.
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