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Additional documentation: further information on swap
transactions might be mandated. More than likely the infor-
mation that will be required is currently included in swap
dealers’ and major swap participants’ systems and will not
have a huge impact.

> Documentation on the counterparty’s eligibility to trade:
this information is also most likely already recorded in the
counterparty referential of each swap dealer. However
this might require additional information, i.e. systematic
information and proofs.

The most immediate effect will be on the reporting require-
ment, as the effective date of the reporting provisions was the
enactment date (July 21st, 2010).

IT alignment
[T will have to be aligned to the newly standardized market
infrastructure. Principle changes include the following:

> An upgrade in the identification of derivative trades (i.e.
flagged as standardized, cleared, identification of clearing
house)

> Reporting: regulatory reporting, real time reporting, data
warehousing (which includes new trade and inactive trade
information)

> New data links and systems connectivity: market partici-
pants will have to align their systems to be connected
to new market infrastructures (i.e. trading facilities and
contract market, clearing houses, repositories, CFTC), and
will need to review their entire [T processes to accommo-
date these changes.

Risk management

In addition to the evident systemic risk mitigation created by
the novation process and its increased transparency in swap
markets, this law will also directly impact corporate risk mana-
gement. The immediate foreseeable outcome will affect both
credit and operational risk given the new requirements.
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Systematic and Credit Risk

The single counterparty virtually eliminates systemic risk.
Counterparty risk will also be eliminated when going through
a clearing house or clearing agency.

Operational Risk

The Dodd-Frank Act implies a significant reduction of opera-
tional risk, in particular with the implementation of trading
facilities, electronic confirmations, and the reduction of back-
logs/unmatched trades.

Although the majority of unmatched trades are related to
corporate client trades (i.e. those that do not require trade
clearing) and not with interbank trades, it is still very likely that
they will go through clearing agencies and will therefore also
e matched and highly automated.

A major impact will also be the central management of trade
lifecycle events, as each event will occur with the clearing
house and no longer with multiple counterparties.

Liquidity management

Clearing houses or clearing agencies will be netting collateral
and margin calls of all their members, which will therefore
allow these members to have lower collateral and cash requi-
rements to margin their overall swap exposure.

In Europe

Leaders of the Group of 20 nations want the switch to OTC clea-
ring to be completed by the end of 2012. NYSE Euronext is
aready working on setting up two new clearing entities in London
and Paris for the European securities and derivatives business.
The new clearing houses will become a direct competitor of
LCH. Cleamet, and are part of NYSE Euronext’s strategic plan
to offer clearing services in the UK and in the Eurozone. They
will also serve to complement NYSE Euronext's diverse cash
and derivatives trading businesses.

London will clear listed interest rate, commodities and FX
products, and the new clearing house in Paris will clear equi-
ties and equities derivatives products e

SUMMARY

DODD-FRANK TITLE IV:

In July 2010, President Obama signed into
law the Dodd-Frank Wall Street Reform
and Consumer Act. The legislation, effec-
tive this July, will have a major influence
on market regulations - especially on the
asset management industry - by creating
new regulators and regulation require-
ments. Title IV in particular aims to
increase the information provided to
investors and the quality of reporting to
the regulators while mitigating systemic
risk. For the first time, Title IV makes
registration with the SEC or US states
obligatory for most advisers.

Private fund advisers with an AUM over
$100 million will need to disclose certain
financial, operational and other record-
keeping information. As a result, the SEC’s
power will be enhanced.

While advisers can take it as an opportu-
nity to review and upgrade their current
practices, the regulation will nonetheless
involve extensive reporting, controls and
New processes.

However, by viewing Dodd-Frank as a
chance to improve a firm's compliance
and control environment over the long-

OPERATIONAL IMPACTS ON HEDGE FUND AND PRIVATE FUND ADVISERS

Damien Huet, Managing Consultant

term, the investments in resources and
tools for « support » departments can be
justified. This may be done by increasing
the investment risk governance through
risk reviews or creating independent risk
manager functions that monitor, analyze
and alert top management and/or the SEC.

Dodd-Frank follows a global mandate
seeking to augment transparency,
reporting and controls while reducing
systemic risk, in order to hinder the
reoccurrence of a pervasive economic
Crisis.

Check out our website for full version of this article:
www.otc-conseil.com/Publications/Articles
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Electricity Trading in the US:
The Heat is Up!

Negar Nadimi, Managing Consultant

The electricity sector constitutes about 2 to 3 percent of the US's gross domestic product or
approximately $450 billion. More than half of the electricity generated in the United States is
derived from coal. The low cost and abundance of coal is one of the primary reasons why
consumers in the United States benefit from some of the lowest rates of any free-market eco-
nomy. Between now and 2030, electricity demand in America is expected to grow by nearly
40%. The US's leading production status, (still ahead of China and European nations) coupled
with the expected exponential consumption rates for the years to come, has created a signifi-
cant halo effect and quest for trading this commaodity; consequently, this has become a real
hot topic for top financial institutions across the country.

The trading landscape

Unlike most other commaodities, electricity by its nature is
almost impossible to store given that storing involves conver-
ting the electrical energy to some other form of energy first
and then reconverting the stored energy back into electricity.
There are inevitably losses due to the inefficiency of these
processes, but some solutions are practical if large quantities
of electricity are available for storage. There are challenges in
Peing able to ration quantifiable sizes of electricity at a time,
specifically considering the storage interims last 5,10, 30
and 60 minutes at a time. As for all commodities, electricity
trading can be executed with or without physical delivery.

How does it work?

The economics of supply and demand

Supply and demand vary continuously due to seasonal and
weather conditions. Despite the abundance of production in
the US today, peak season is carried throughout the summer
months, while the country produces just enough electricity for
its own usage under normal weather conditions. Therefore, if
one of the generators fails or weather turns severe, electrici-
ty prices in that region can sky rocket in a matter of seconds.
The physical trading is done in Kwh (kilowatt-hour) and dis-
patched on an hourly basis. Each trade is specified in either
hourly or peak hours (Bam and 10pm) or non-peak hours
(10pm to Bam). Each category has a set price standard, but
weather conditions can certainly impact the price.

While the generation of electricity (i.e. the production of elec-
tric energy) and marketing (the sale of electricity to final users)
have become amenable to competition since the 1970's,
long-distance transmission systems and local distribution
grids used to move electricity from generators to users today
remain mostly regulated monopolies.

Physical delivery

The supply chain in the physical delivery of electricity is com-
prised of: the conversion of fuel sources to electricity genera-
tion plants, the diffusion to transmission utilities (or power
grids), followed by diffusion to distribution utilities (i.e.
local/regional distributors) and finally delivery to the ultimate
consumer. With over 3000 electrical companies in the US
today, the pricing matrix is strongly dependent on the stora-
ge of electricity.

Power marketers buy and sell electricity, but they do not own
or operate transmission or distribution facilities. Actual sales
py these power marketers are concentrated in approximate-
ly 50 companies or less.

Electricity trading

Wholesale power trading occurs in a variety of contexts, with
varying levels of risk. Power may be traded as a commodity
using standardized instruments through a Futures exchange,
or it may be transacted bilaterally through the exchange of
over-the-counter (OTC) contracts. Exchanges, such as the
New York Mercantile Exchange (NYMEX) and the California
Power Exchange, are regulated and offer an institutional
framework for trading.

Bilateral trading constitutes 75 percent bilateral transactions
between wholesale buyers and sellers. The remaining 25
percent is bilateral trading of shorter term power, often
conducted on a day-ahead or hour-ahead basis.

With principally 4 main commaodity exchanges in the US, the
margins in this market can be considerable, and hence can
lead the trading of electricity to be highly speculative. Histori-
cal events, such as the heat wave in the northeastern part of
the country, caused electricity prices to jump from $25 per
Kwh to a high of $16,000 per Kwh in less than 30 minutes.
Traders with shortages of supply of 100 Kwh in a day will
incur a substantial loss within minutes, as some firms are
unable to absorb the loss. These unpredictable circum-
stances point to electricity trading as one of the most volatile
high risk markets.

The combination of derivatives and leveraging, which is fairly
new to the commodities market, has led to spectacular pro-
fits for financial trading platforms, but can conversely cause
crippling losses. Leveraging has made the ride more volatile,
as it exaggerates small movements in the price action when
transmitted to the value of futures contracts.

One area of contention is that the spot market carries the
most risk for participants as unforeseen events, such as a
sudden transmission line failure or unexpected weather, can
cause prices to rise or fall dramatically. Nevertheless, the real-
time market is essential to fill the gaps in supply where other
frades and transactions may not be sufficient to cover the
demand.
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Two dominant players among banks, Morgan Stanley and
Goldman Sachs, are currently highly invested in the procure-
ment and supply chain of the commodity. With large invest-
ments in the electricity power generation plants and distribu-
tion channels, the creation of financial trading platforms has
enabled them to better curtail trading risks. A number of other
panks have also recently opened energy trading desks.
These institutions also partake in the investment of the ener-
gy sector infrastructure and have a closer imprint on the ener-
gy sector as a whole, and hence can create valorized trades
with greater margins.

Since the movement towards wholesale competition started,
the number of companies that generate and sell power in
competitive markets as well as the volume of wholesale
power trading have increased significantly. Economically,
competitive markets will lead to more efficient power genera-
tion, more technological innovation, and eventually to lower
retail electricity prices.

Keeping a close eye on risks

The Federal Energy Regulatory Commission (FERC) has yet
to adhere 1o a strong unified position on the electricity whole-
sale market. Additionally, local regulatory agencies are still
often under-staffed and lack adequate opportunities to col-
lect information and monitor the supply/demand stance of
the electricity market. One of the greatest discords with the
FERC is their modeling approaches that simulate markets as
if they were perfectly competitive, and then apply generic
measures to the market which often do not reflect the reality
of supply and demand.

Market power

The lack of strong guidance in the electricity directive speci-
fically on market surveillance, and the assumption that ordi-
nary competition laws may be sufficient at dealing with these
potentially volatile markets, further raises the risk for abusive
market behavior such as the adherence of electric genera-
tors’ production to fall below the standard market dominance
threshold of 40%. Market power is the ability to make larger
profits by withholding output in order to raise prices.

Although the magnitude of the problem remains controver-
sial, it is widely agreed that at peak demand times, and when
electricity capacity is stretched to the limit, individual genera-
tion companies would find it profitable to cut energy supplies
even without colluding. The profitability of withholding would
be even greater in some circumstances, as it was in Califor-
nia during its electricity crisis, when retail prices were largely
fixed; this therefore ensured that the public would continue to
demand electricity regardless of its price, but forced whole-
sale distributors to pay the higher margins.

Hedging market risks

Businesses operating in electricity industries are particularly
susceptible to market risk—or more specifically, price risk—
as a consequence of the extreme volatility of electricity
prices. To a large extent, energy company managers
and investors can make more accurate estimates of the
likelihood of successful exploration ventures, the likelihood
of refinery failures, or the poor performance of electricity
generators.

INTERNATIONAL

\
THE OTC CONSEIL EXPERTISE

In view of the high inheritant risks involved in trading in
the electricity and the growing need for a stronger risk
management structure, OTC Conseil has assisted many
top global energy corporations by providing comprehen-
sive framework solutions and addressing the multiple
risk factors. Examples of the latest engagements
conducted with electricity companies include : EDF
(Electricité de France), CRE (Commission de la Régula-
tion de LEnergie), RTE (Gestionnaire du Réseau de
Transport d’Electricité) and Total, among others.

Our collaboration leads to the creation and develop-
ment of:

Establishing pricing models and comprehensive
counterparty risk analysis

Preparing the Basel Il homologation file for trading
subsidiary

Defining risk management and governance proce-
dures

Evaluating full production accounting cost and
auditing the electricity production costs

Methodological benchmark and impact study on
rate of profit by tariff option

Study of economic principles of accounting depre-
ciation methods for the commodity

We are dedicated to enhancing value, accelerating
implementation and managing your exposure to risk. We
have diligently supported and advised on a wide range of
operational aspects, from carve-out readiness to opera-
tional due diligence, synergy assessment and delivery,
as well as supporting new integration processes. We are
able to assemble the right team to work in partnership
with you, through our integrated approach focused on
your risk management needs.

@CONSEIL

risk intelligence

G /

In addition, the electricity wholesale market is subject to volu-
metric risks, also used to denote the phenomenon whereby
electricity market participants have uncertain volumes or
quantities of consumption or production. For example, a
retailer is unable to accurately predict consumer demand for
any particular hour more than a few days into the future, and
a producer is unable to predict the precise time that they will
have plant outage or shortages.

Diversification, long-term contracts, inventory maintenance,
and insurance are effective tools for managing those risks.
Such traditional approaches do not work well, however, for
managing price risk for electricity, and require specific risk
management tools to curtail the downside. Despite these
widespread risks, wholesale purchases of electricity have
generally remained stable over the last decade, but in a shrin-
king market, their market share has risen from 29.9 percent
in 2002 1o 46.2 percent in 2010, hence creating larger single
volume trading. Perhaps the greatest opportunity in trading
this commodity still lies ahead e
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BIENVENUE CHEZ OTC CONSEIL
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Alexandre Brunel

Responsable de missions, BU Risque

Fort de 8 ans d’expérience professionnelle, notamment au sein du
régulateur, Alexandre est spécialisé dans I'application des régles
visant a réduire les risques de marché des acteurs financiers.
Bale 2 et Bale 3 sont autant de sujets complémentaires a ceux sur
lesquels il a travaillé (notamment les risques inhérents au trading
algorithmique a haute fréquence).

Jihad El Harras

Consultant, BU Banque

Apres plusieurs expériences au sein de groupes bancaires, Jihad
posséde une double compétence métier et technique. Il a partici-
pé a des projets sur les risques de crédit et opérationnels (appli-
cation des dispositions réglementaires Bale 2 portant sur les
exigences en fonds propres). Il est également intervenu sur des
problématiques de traitement de données pour la conception et la
production de reportings financiers et prudentiels.

Dans le cadre de travaux autour de Bale 2, il a réalisé des
controles de cohérence comptable pour améliorer les processus
de production des ratios de solvabilité (Bale 2 et Cooke).

Paul-Edouard Escaré

Consultant Senior, BU Gestion d’actifs

Paul-Edouard a passé une dizaine d’années dans les métiers de
la gestion d’actifs. Il connait les roles et les problématiques de
chacun des acteurs et bénéficie d’'une connaissance approfondie
des instruments financiers (cash et dérivés) et de la gestion de
portefeuilles (OPCVM, mandats assurantiels,...).

Il est notamment intervenu sur la mise en ceuvre d’un dataware-
house dédié au reporting. Familier des problématiques de repor-
ting et d’attribution de performance, il a participé aux travaux de
recueil de besoins, de rédaction de spécifications fonctionnelles,
de recette des livraisons et de coordination des travaux aupres
d’acteurs métiers et techniques.

Bruno Joanides

Manager, BU Optimisation

Bruno cumule plus de 15 années d’expérience en missions
d’organisation et de conduite de projets Sl au sein d’établisse-
ments bancaires.

Il a répondu aux exigences des métiers au cours de missions
variées : directeur de projet (création d’un centre de dévelop-
pement logiciel en Pologne, de la stratégie jusqu’a la réalisation),
manager de service clients (logiciels pour salle de marché),
consultant pour la mise en place de systémes d’information pour
de futurs établissements de paiement...

Dans le cadre de la mise en place du S, il a rencontré les éditeurs
de logiciels « core banking » et noué des relations privilégiées
avec I'éditeur SAB.

Lors de cette expérience, il a instruit des dossiers d’agrément pour
des établissements de paiement auprés de I'Autorité de Controle
Prudentiel (rédaction de documents, réunions de présentation).

Olivier Stoband

Manager Senior, BU Banque

Olivier bénéficie de 20 ans d’expérience dans la finance dont
12 dans les métiers de controle des risques, de I'audit, du contrd-
le interne et de conformité et 8 dans les métiers de marché au
niveau Front-Office, acquise au sein d'établissements bancaires,
sociétés de gestion et cabinets de conseil.

I a notamment mis en place un Service de controle des risques et
de validation des résultats pour des activités de marché au sein
d’une grande banque.

En tant que Responsable du département controle interne,
conformité et risques, il a défini et mis en ceuvre le dispositif et
le programme de contrdle périodique et permanent dans diverses
banques.

Enfin, il a piloté de nombreux projets allant du transfert d’activités
Front-Office a la conduite de rachats/fusions d’entités bancaires
et de gestion d’actifs, jusqu’a la création en France d’une banque
privée pour un groupe suisse.

David Zaouri

Manager, BU Gestion d’actifs

Ses 6 années a I'lnspection Générale et ses 3 ans a la Direction
des risques d’un grand groupe bancaire lui permettent d’avoir une
connaissance approfondie des risques, des contraintes reglemen-
taires et des « Best Practices » opérationnelles applicables aux
institutions financiéres sur leurs différents métiers (Gestion
d'Actifs, Private Equity, BFI, Banque de détail). Il a acquis une
expertise dans I'optimisation de dispositifs de maitrise des risques
et de contrdles par la définition d’organisation, de process et de
systemes d’information adaptés aux contraintes de marché et
de rentabilité.

David a, par ailleurs, développé une spécialisation sur I'activité
de private equity et de ses problématiques métiers (sourcing,
investissement/désinvestissement) d’une part, et de pilotage des
risques et de la performance d’autre part.

I bénéficie d’une réelle compétence de pilotage et de coordination
de projets et de missions a dimension internationale, depuis le
diagnostic jusqu’a la définition de recommandations opération-
nelles précises, favorisant une mise en ceuvre rapide et planifiée.

Une nouvelle équipe administrative

Jean-Francois Cousse

Business Manager, BU Banque

Aprés un MBA marketing spécialisé en « Achats, Distributions
et Relations Clients », Jean-Francois a forgé ses premieres armes
commerciales sur des fonctions de chargé d’affaires dans diffé-
rents secteurs, qu’il a complétées en devenant acheteur. Cette
double connaissance des contraintes client et prestataire est une
réelle valeur ajoutée pour OTC Conseil et I'ensemble de ses
clients.

Pierre Joly

Business Manager, BU Banque

Issu d’un Master Il « Controle — Audit — Conseil », Pierre a débuté sa
carriere en tant que commercial sédentaire. Il s’est ensuite orienté
vers l'international en développant, en tant que business manager,
le bureau de myfab.com basé a Shangai. De retour a Paris, il
arejoint OTC Conseil en avril. Son autonomie, sa capacité a prendre
des décisions rapides sont de réelles garanties d’efficacité au
service de nos clients.
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La Lettre d’OTC Conseil

Solvabilité 2

Des expertises pour vos besoins

Bale 3 : risque de liquidité

SEPA & Payment Factories

o

‘ VOS CONTACTS
OTC CONSEIL

Bérengére Camenen — bcamenen@otc-conseil.fr

La réglementation applicable des 2013 aux
Assureurs souléve des enjeux pour leurs
prestataires Asset Managers et Investors
Services

> pour les gestions assurantielles : recherche
de nouveaux produits et process de gestion
en adéquation avec les contraintes imposées
par Solvabilité 2, mise au point d’une offre
commerciale ciblée et discriminante

> pour le reporting dédié aux institutionnels :
transparisation des portefeuilles, gestion des
référentiels assurantiels, calcul de stress
test, calcul de SCR...

0TC Conseil vous accompagne dans vos réflexions
stratégiques et la mise en ceuvre de vos projets.

Nos compétences conseil et métier complé-
mentaires dans le monde de I'assurance, de la
gestion d’actifs et des services financiers :

¢ Front-Office,

e Risques,

* Développement commercial et Reporting en
Asset Management,

e ALM (gestion actif/passif),

¢ Quant,

* Conformité.

Un sujet central et des enjeux différenciés
> pour les banques : les ratios LCR et NSFR

> pour la gestion d'actifs : les impacts liés a
Béle 3 et a I'approche avancée du risque de
liquidité

> pour l'assurance : S2 et le risque d'illiquidité

OTC Conseil vous accompagne dans :

=~ la valorisation de votre dispositif de gestion
du risque de liquidité (gouvernance,
périmetre, organisation, politique de gestion,
méthodologies internes, stress scénarios,
controle interne, plans d'urgence),

> sa mise en adéquation avec les exigences
réglementaires (audit, recommandations,
homologations),

> les réflexions stratégiques liées a ces
évolutions.

Des compétences conseil et métier complé-
mentaires dans le monde bancaire, la gestion
d'actifs et I'assurance :

* Risques,

= Trésorerie,

© ALM (gestion actif/passif),
* Economie,

* Econométrie,

© Quant,

¢ Juridique...

Jacques Labat - jlabat@otc-conseil.fr

%

SEPA : La discussion sur les dates butoir de
migration vers les nouveaux moyens de
paiement affine le calendrier du SEPA. Libanisa-
tion des référentiels, la gestion des formats XML,
la mise en place d’un processus et d’outils de
gestion des mandats pour les prélévements sont
les principaux thémes de travaux pour les entre-
prises d’ici I'échéance fixée.

Payment/Collect Factories : Les solutions de
centralisation des paiements et des encaisse-
ments prennent actuellement un nouvel essor.
Ce phénomene impacte aussi bien les banques
dans la formulation et la déclinaison des offres
de Cash Management que les directions finan-
cieres des entreprises a la recherche de
parametres de productivité dans I’organisation
et la gestion de leurs flux de paiement.

0TC Conseil vous accompagne dans la définition
et la mise en ceuvre de vos projets SEPA et Pay-
ment Factories : études d’opportunité, cadrage
stratégique, pilotage et gestion de projet.

Notre expertise s’est construite a partir de
nombreuses missions en Cash Management
bancaire (cadrage stratégique, chef de produit,
responsable de projet...) ou en Entreprise
(migration SEPA, audit trésorerie...).

VOS CONTACTS
OTC CONSEIL
Christine Brocard — cbrocard@otc-conseil.fr
Valérie Texier — vtexier@otc-conseil.fr
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