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E.ON's View on OTC Derivatives Regulation
Prepared by Håkan Feuk, director of Market Rules at E.ON Energy Trading SE, for the 
ECON Committee OTC hearing on 27 April 2010.

1. Introduction
Energy trading is important to ensure that large consumers and producers can hedge their 
underlying business to avoid being exposed to short term volatility, and to allow retailers to 
hedge and thus manage the price volatility risk on behalf of end consumers. Developing liquid 
electricity and gas markets is an important European policy that will increase competition and 
ensure competitive prices for end consumers. Policy decisions related to OTC derivatives 
should consider the specific needs of asset based commodity traders that hedge their 
underlying business. Policy should be compatible with the need for liquid energy markets.

We welcome the proposals to increase transparency and standardisation, which would 
improve regulatory oversight. Our concerns relate to mandatory clearing and mandatory 
exchange trading of standardised OTC derivatives. As end users of OTC derivatives imply 
less systemic risk compared to financial institutions, the introduction of mandatory clearing 
for end users of derivatives would not be proportionate. 

In contrast to the financial sector, failure of one commodity firm has been shown only to have 
temporary price impacts. This was clearly seen in recent years when there were several 
notable failures of key players in the energy markets, Enron for example. Importantly, end 
consumers are protected by existing energy market regulation to ensure physical security and 
continuity of supply in the event of a failure in the energy market. 

2. Risk management 
The energy industry is extremely capital intensive and investments in assets such as power 
plants give rise to commodity risk exposures. This is managed within a strict framework 
including credit risk limits, cash flow risk limits and commodity price risk limits. In doing so, 
the price risk, credit risk and cash-flow risk have to be managed in an integrated way; a focus 
on credit risk only would be at the expense of either cash-flow risk or price risk. As an end 
user of derivatives, we have strict credit policies in place, which ensure that credit risk is kept 
at an acceptable level. The risks are managed in the market by an optimised mix of exchange 
trading, OTC derivatives and physical contracts. As an example the commodity price risk of a 
coal fired power plant is hedged by selling electricity and buying coal and emission 
allowances in the forward market. These transactions are done either at exchanges or at the 
OTC markets, determined by risk assessment. Put simply, if we are dealing with a AAA rated 
company then credit risk is low and a higher exposure can be accepted. Our exposure to 
different types of counterparties is published in our annual report together with the price risk.
However, in reality the decision is not taken in isolation but together with consideration of the 
entire portfolio.
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In cases where the trade is cleared at a clearing house we are obliged to post cash at a 
margining account. As market prices change the cash needed for margining will change and 
this gives the cash-flow risk while the underlying business does not have any opposite cash-
flow effect until fulfilment, which can potentially occur several years in the future. On the 
other hand in cases where the trade is done without clearing there will be a credit risk that has 
to be managed. In many cases there are bilateral credit arrangements for trades that are not 
centrally cleared. These hedging activities are done as part of the main business to ensure that 
there is sufficient cash flow to match the ambitious investment programme.

3. Impact of possible mandatory clearing
The price risk or the cash-flow risk, or a combination of both, will increase if there is
mandatory clearing, as the integrated optimisation as described above will no longer be 
possible. 

- If the price risk is kept constant, the cash-flow risk increases as margin calls will be 
larger and clearing houses normally only accept cash as collaterals. This means that 
cash has to be reserved for margining and cannot be used for investments in the main 
business. As price development can have very different outcomes which cannot be 
predicted, enough cash needs to be reserved to cover extreme market eventualities.

- If the cash-flow risk is kept constant, the price risk increases due to fewer hedging 
activities. This would increase the risk level and give less room for investments in the 
main business.

These effects are different for end users of derivatives compared to financial institutions, for 
two main reasons:

- 1. End users of derivatives have natural positions coming out of their underlying 
business and are normally one-sided due to asset positions and risk averse. In our case 
we are fundamentally exposed to the electricity price as building a generation asset is 
a ‘long position’ not reversible in a short time. This gives limited netting possibilities 
compared to financial institutions that are normally neutral in position and are 
therefore able to net positions. 

- 2. Banks have easier access to liquidity compared to non financial firms. Mandatory 
clearing for non financial firms, would make it necessary for us to reserve additional 
debt headroom for margining which would impact rating metrics. As a consequence, 
our ability to leverage the balance sheet for real asset investments is reduced. 

4. Energy markets development
The European energy market is still in development and transaction volumes between market 
participants are still fairly limited. Introduction of mandatory clearing would increase the 
burden on energy traders and increase the entry barriers for new participants, hampering 
energy market development and increasing costs and therefore prices.

5. Asset based commodity traders are not of systemic importance to the financial system.
The trading activities of asset based commodity traders are an integrated part of the main 
business and primarily used to reduce risk. These trading activities are primarily focused on 
reducing the financial risk by hedging the future cash flow and thereby increasing the 
financial stability of the firm. If these firms have no hedging activities, the risk to the financial 
system overall could increase. It is therefore important that the cost of hedging is not 
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increased for asset based commodity traders. Proposals on Capital Requirements changes 
(‘CRD IV’ or “Basle III”) should thus be consistent and not introduce punitive capital 
requirements for non-cleared transactions as an incentive to force end users to move those 
transactions to central counterparties.

6. Transparency is important
We agree that transparency should be improved to ensure that regulators have a clear 
overview on activities in the derivatives markets. This transparency is needed to assess the 
systemic relevance of a firm / instrument and can be achieved through trade reporting to 
repositories. However it is important that exposures that asset based commodity traders hold 
in the commodity markets are seen in combination with the underlying physical position. 
Regulators should be concerned if asset based commodity traders hold no positions in 
derivatives markets as that would mean the asset based position remains unhedged.

7. Conclusions

In our opinion, risk management activities should not be penalised. Corporations should be 
encouraged to operate risk management transactions. It is in the interest of financial stability, 
investment activity, security of supply, creation of jobs, energy prices to end consumers and 
securing future prosperity in Europe.

Only transactions between two financial institutions need be cleared mandatory through a 
CCP or be subject to capital requirements. 

There are regulations in place which cover energy trading, and the Commission (DG ENER) 
proposes to introduce a tailor made regulation to increase transparency and market integrity. 
We support this approach, which should lead to proportionate regulation.
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