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Integrated ETRM Credit Management Technology The Answer to Increased Credit Risk Across the Energy Industry

How Did We Get Here
Heads have been scratched, fingers have been pointed, and everyone’s a winner in the credit crisis blame game.  Certainly, last decade’s wave of energy deregulation across US states led to the free-wheeling excesses and scandals of this decade that justify the increased scrutiny the industry still endures.  And the scrutinizers surely faced a daunting task as deregulation opened the floodgates to a surge of speculators pouring liquidity into the markets through a rash of new energy hedge funds and commodity index funds.  The resulting hypermarkets magnified transaction volumes and potential profits, along with their necessary, but under appreciated, reciprocals – volatility and risk.

No one will deny that recent low energy prices have depressed earnings and, ergo, credit ratings.  Or that, in hindsight, several decisions by regulatory and ratings agencies have been proven unwise and contributed to our problems.  As much as the booming Asian economies fueled skyrocketing commodity prices two years ago, one can now cite the macroeconomics of the current global recession as exacerbating, and probably prolonging, this crisis.  Still, for an industry that has historically been keenly cognizant of credit risk and highly sensitive to market fundamentals, it is clear that corporate managers deserve some of the credit for the current paucity of credit within the energy industry.
Unfortunately, the crystal ball that shareholders and analysts probably assumed senior managers were using did not exist.  Gazing into the risk management functionality of existing ETRM systems provided those managers a clear view of market risk, but for other risk areas, including credit and operational, the applications offered very limited capability.  Typically, the company managed those other risks using separate, non-integrated systems that were often manual and spreadsheet-based.  That common process model has a high potential for error or oversight and cannot deliver the timely analysis contemplated by the real-time requirements of high-volume trading operations.   
Credit Risk Management in Times of Crisis

In this era, risk managers throughout the energy industry must prepare for extreme volatility in the price markets and for contracting capital markets.  Counterparty risk must be now considered in transactions with banks and financial institutions that can be as susceptible to default and credit downgrades as their credit customers.  The prospect of more burdensome regulatory compliance requirements is looming.  Technology solutions that centralize data access for rapid retrieval will be mandatory to enable comprehensive credit and liquidity analysis on the fly.  The effort and costs to implement such a system may seem overwhelming; however, in the current business environment, the increased risk of counterparty defaults justifies the expense.  

And lessons have been learned.  Risk managers now understand that over reliance on ratings triggers is not prudent and may expose the company to substantial risk in periods of high volatility and potentially rapid devaluation.  They are demanding timely, accurate data from IT.  Senior managers are lobbying for changes to regulations covering netting agreements that could help manage or offset credit risk.  Traders found out the hard way that the credit manager is not a potential impediment to the deal, but is, instead, a necessary contributor that adds measureable value and surety.  Also, the operational risks associated with manual, spreadsheet-based are finally being recognized, and companies are seeking to upgrade their credit risk management capabilities to address those concerns.
Integrated ETRM Credit Management Technology is the Answer  
Comprehensive credit risk management strategies empower energy companies to avoid excessive exposure and anticipate counterparty uncertainty.  Today, many energy companies have deployed an ETRM platform to manage trading operations; however, most have also found the last-generation credit management functionality of those solutions lacking when considering the totality of their risk management requirements.  Forced to rely on homegrown or third party stand-alone systems to manage ancillary business risks, such as credit management, fair value disclosure, and hedge accounting, companies could make critical business decisions based on out-dated or inaccurate analysis if those systems are poorly integrated with ETRM or require manual reconciliation.  As a result, sought-after risk reduction may actually increase.
The best technology solution will offer complete risk monitoring, assessment, and management capabilities across all risk areas, including credit, operational, and compliance risks.  Ideally, it would be a tightly integrated expansion of the risk management functionality currently offered by the company’s existing ETRM platform.  The solution would provide instantaneous visibility of the company’s total credit position and its potential future exposure (PFE) across the enterprise.  It would enable risk managers to control collateral postings, to set and manage counterparty credit limits, and to generate daily credit exposure reporting.
Risk managers are asking for specific enhancements to the capabilities of ETRM systems in four general areas:  
· Credit Analytics – the ability to evaluate and forecast a counterparty's future credit position beyond current point-in-time or historical credit risk analysis.
· Credit Exposure – real-time credit status of all counterparties must become transparent to enable informed decision-making

· Compliance Management - provide accurate and timely data on credit and collateral requirements for all contracts, deals, and trades to create an auditable system of record for all counterparty credit-related information.
· Liquidity Analysis - comprehensive data on the company’s and counterparties' liquidity for use in managing collateral requirements.
A comprehensive ETRM and credit risk management solution will integrate contract administration, accounting, and treasury functions with commercial activities and logistics to produce critical data for managing credit risk and compliance requirements.  Detailed information consolidated and reported will include:   
· Real-time credit scores and credit ratings

· Counterparty credit limits by contract

· Counterparty credit terms and collateral requirements for all contracts
· Historical counterparty default statistics
· Netting/setoff agreements
· Transaction terms per contract – for example, product, volume, and price

· Collateral received and issued
Given real-time access to this level of integrated, enterprise-wide information, comprehensive ETRM and credit risk management systems can deliver detailed analysis to risk managers, including:
· Current status by counterparty per established credit limits
· Default probabilities and credit scores by counterparty and concentration
· Current and potential future exposures by contract and counterparty
· Application of netting and setoff agreements to exposure calculations
· Transaction values by contract

· Compliance strike dates for collateral received or issued

· Consolidated internal exposures segmented by business unit or subsidiary
· Contingent collateral commitments  
At the same time, while risk managers at second tier energy companies recognize the operational risks associated with the use of spreadsheet-based credit risk management systems, many consumers and smaller energy companies are hard-pressed to cost justify comprehensive ETRM platforms suitable for the largest multinational trading companies.  A full-featured solution sounds great, but not if its benefits do not outweigh the costs to purchase, implement, and configure the software.  For that market segment, modular solutions that facilitate selective or phased implementations are appealing, as are Software-as-a-Service business models.
The Industry Responds

The call has not gone unanswered.  Rushing to respond, a flurry of mergers and acquisitions among the industry’s software vendors have delivered patchwork solutions to the market in recent months by cobbling together, through varying levels of integration, stand alone energy industry credit risk management applications and popular ETRM platform solutions.  A little smoke, a mirror or two from Marketing, and clients were soon offered “completely integrated and comprehensive” ETRM credit management solutions that were, in reality, neither.
Allegro took a more thoughtful and long-term approach.  Opting, instead, to launch a total credit risk management development effort, the company created a truly integrated component of its industry-leading Allegro 8.0 ETRM platform that delivers on the promise of integration with first-to-market functionality.  Credit 8.1 improves upon the robust functionality of the stand-alone energy credit risk management applications available in the market, yet begins life as a tightly integrated modular component of Allegro 8.0.

Addressing the concerns of mid-tier energy consumers and trading companies for more economical solutions, Allegro 8.0 components bolt on as needed.  In addition to Credit 8.1, more than 30 other functional components are available.  Using a Service Oriented Architecture (SOA), Allegro 8.0 allows customers to customize their implementation, while simplifying deployment and enabling the flexibility to quickly expand into new markets. 
Web Services further enhance the SOA, allowing customers to integrate external systems and data sources directly into Allegro 8.0, and vice versa – the Allegro SOA architecture also employs a standardized application program interface for ease of integration with existing platforms.  Credit 8.1 and other components can be deployed separately as stand-alone solutions, or integrated with other leading ETRM platforms and homegrown systems.
Allegro’s Credit 8.1 component features comprehensive compliance management, robust credit analytics, integrated credit exposure capabilities, and in-depth liquidity analysis.  Using advanced counterparty credit management, Credit 8.1 can accurately measure current and future credit exposure.  Instantaneous reporting enables risk managers to constantly monitor and manage the company’s total credit position and that of its counterparties.  The consolidated data and analysis support compliance requirements as an auditable system of record.  Available functionality includes:   

Compliance Management
· Master and close out netting agreements

· Integration to external rating agencies

· Counterparty collateral metrics

· Audit-ready results

Integrated Credit Exposure 

· Parent Summary with child/deal rollups with drilldown capability 

· Company/Counterparty Scoring and Rating detail

· Company/Counterparty limit breaches and warnings

· Default risk – measurement of MTM and unsecured exposure

· Credit review call ups


Liquidity Analysis
· Comprehensive collateral status 
· Collateral Obligations with warning levels

· Documentation of collateral and margin disputes 
· Default Risk and Recovery factor

Credit Analytics

· MCELA/CELA stress testing per market and credit events
· Value-at-risk calculations 
· Walk forward analysis
· Analysis of current & future credit exposure

Conclusion
In the current economy, prudent risk managers should be prepared for increased price volatility, constricted credit markets, and the strong possibility that regulation of commodity markets and trading will increase.  Effective credit risk management in a crisis economy relies on the sharing of information across the entire enterprise.  Senior management must strategically determine the company’s tolerance for credit risk on a consolidated basis and authorize systems to manage that risk to acceptable levels.  
Energy companies that use disparate systems to manage individual areas of risk will find it increasingly difficult to monitor and manage total credit exposure and liquidity requirements as the complexity and fast pace of hypermarkets demand instant data access and analysis.  Allegro 8.0 and the Credit 8.1 assist customers looking to migrate from aging homegrown or stand-alone credit risk systems with a powerful, yet flexible, modular solution designed to support energy companies of all sizes today and into the future.

Summary





These are transformational times in the energy industry.  The historic volatility in last year’s commodity markets began an evolution in the industry’s credit risk management best practices that accelerated as debt markets collapsed leading into 2009 and the world economy slid into recession.  As a number of well-respected companies fell into the credit abyss, and others teetered on its edge, risk managers scrambling for accurate analysis, and especially those in the energy industry, were hamstrung by the limitations of in-place technology solutions that offered incomplete and isolated credit risk management functionality.  


Now, Allegro has released Credit 8.1, a next generation energy credit risk management solution with first-to-market functionality, as a fully-integrated, built-from-scratch component of its industry-leading energy trading and risk management (ETRM) solution, Allegro 8.0.  Providing pervasive visibility into every aspect of a company’s credit position and unrivaled credit analysis and management tools, Credit 8.1 delivers a much-needed solution to an industry seeking answers.











