nerqvri

December 2007

Staying ahead of
natural gas

The companies that are proactive and make use of the technology available to them

are better prepared to handle risk than those who adopt the ‘wait and see’ philosophy,

says enterprise trade management provider SolArc

One is to wait for a trading accident, lose substantial sums

of money and discover just how many executives really
wanted to spend more time with their families. The other is to
anticipate sources of market stress, put monitoring and control
systems in place, prepare for the worst and then let the surprises
work in your favour.

We sense by reading the headlines which course of action is
more common. But trading differs from Hollywood there is
such a thing as bad publicity. You want to avoid the headlines,
and a little preparation in the form of superior accounting and
risk management systems such as SolArc TIES Il goes a long way
toward avoiding them.

There are two ways of handling risk management problems.

An integrated approach

The economics of natural gas, as this article discusses, are setting
the market up for some signi cant stresses and potential for
trading losses as early as the winter of 2007/2008. This will
make the need for an integrated risk management system greater
than ever.

SolArc TIES 1l is organised with the needs of the physical
natural gas market in mind. Its basic modules are geared
toward the structure of credit management, all aspects of
contract administration, multiple sources of pricing and rate
information, facilities management and accounting, down to
levels as small as gathering systems and metering stations, deal-
making, scheduling and nominations and, of course, multi-
currency accounting.

SolArc TIES Il is built and designed to have a modern

look and feel on the screen and to create, via a marketing
greaseboard , a visual environment familiar to traders and

marketers. It is accessible in both a standard client/server mode
and over the web via a Citrix terminal link. Its ease of use
extends down to its built-in report-writing facility, import/
export links to Excel and other spreadsheets, ability to handle
user-de ned queries and an e-mail traf ¢ co-ordinator for
handling trader and risk manager communications in a logical
and retrievable manner.

Security is handled on four different levels, ranging from
sign-on access to protection against database updates from third-
party tools.
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2. Year-over-year change in the natural gas
forward curve
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The heatis on

Now let s take a look why the full physical and nancial
functionalities of SolArc TIES Il are going to be so important in
the natural gas market. According to data published by the Bureau
of Labor Statistics, household fuels expenditures are rising far
faster than general in ation, even though six-month natural gas
strip prices have trended lower since the aftermath of hurricane
Katrina in 2005. We can thank heating oil prices for household
fuels in ation; only about 50% of household energy use is derived
from natural gas, with the remainder coming from petroleum
products or electricity, generated primarily from coal.

But the simple reality is that both consumers and politicians are
going to look for scapegoats and, in the time-honoured tradition
of searching for the guilty and punishing the innocent, the entire
natural gas supply chain is going to get the blame. Worse still, not
only has the softness in natural gas prices, which has been seen for
most of 2007, ended by mid-November, its principal competitors

No. 2, heating oil for space heating, and No. 6, residual fuel oil
for industrial boiler fuel have shot skyward along with crude oil.

The physical costs of the inter-fuel arbitrage are high; rms
without dual-fuel capabilities have to install them and this takes
time, money and possibly signi cant retro tting. But the present
burner-tip gaps of $4 per million British thermal units (MMBtu)
against No. 6 fuel oil and $11.4 per MMBtu for No. 2 oil are
doing nothing if not advertising for these conversion projects to
be undertaken.

If you are smiling to yourself right now and thinking, This
will be one more case where buyers are chasing the market
and are doing now what should have been done years ago, we
will not argue with you. What we will do is note how these

prospective latecomers to the dual-fuel use party had better have
a risk management and market analysis system in place to identify
which fuel is cheapest and track the price of that fuel against any

oating-price indexes against which it will be priced at delivery,
to track and manage any and all hedges emplaced against those
purchases including best-of options, and to account for the
allocation of costs and hedges against this disparate purchases,
including compliance with FAS 133. If this sounds like a job for
SolArc TIES I, it is.

Taming the tiger

Let us remember, this is natural gas we are trading, not a well-
behaved commaodity with predictable price trends, seasonal
perturbations and stable intermonth spreads. Let us compare the
forward curves of natural gas futures in November 2007 against
those in November 2006. The prices for both December 2007
and January 2008, gas fell by more than $1.10 per MMBtu on

a year-to-year basis, which had to produce signi cant losses for
any buyers who had locked in those prices. Going forward, the
prices for natural gas in the winters of 2009/2010 and 2010/2011
are more than $0.50 per MMBtu higher on a year-to-year basis.
Those very same long-term hedge buyers are smiling at that
portion of the forward curve.

These sorts of gains and losses in illiquid back months are re ected
in long-term swap prices as well. If we have learned anything about
natural gas trading over the past few years and we can ask our
friends at Amaranth, MotherRock, Ritchie Capital, Enron and
elsewhere for war stories it is traders that need to be monitored
closely by a centralised risk control of cer. Nothing ever starts out
as a big loss; the more common pattern is for a trader to attempt to
hide losses in some manner until reality intrudes.

Each and every business unit involved in the purchase,
sale, distribution and processing of natural gas is going to be
confronted with these risks. Not only do the normal economics of
natural gas, including its extreme price inelasticities and seasonal
perturbations demand it, but so do the stresses caused by its
cheapness relative to competing fuels.

For many industries, avoiding natural gas is not an option. You
must trade it. But, as with so many other dangerous activities in
life, there is a right way and a wrong way, and here the right way is
knowing your risks and positions completely each and every day.

Contact

Mark Crosno, Vice President
SolArc, Inc.

T: +1 (713) 443 3399

F: +1 (713) 339 4337

www.solarc.com

SOLARC

ENTERPRISE TRADE MANAGEMENT

24/1/08 10:45:53



