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12th February, 2001

Further to your request for some feedback re marketing for the global products group at a recent video conference, I have put together some of my thoughts on how I think that Enron could move forward on this. In an effort to be realistic on our goals for the coming year, it is important I think to firstly identify our competition in this field,  to see how Enron can find some kind of niche so that we have some positive results before spearheading what is a very broad initiative for the group.

Our Competition 

Our real competition across the consumer, producer and finance-related structured markets are the investment banks. To date, it has been Morgan Stanley and J.Aron that have the lion’s share of this market. They both have excellent credit ratings and have a lot of banking relationships with the overall oil community from a lending and from an issuer of debt perspective. They both have large teams of well-experienced marketers who are entirely client focussed as well as exceptional corporate finance and syndication teams. They have been in the market for many years and have a lot of captured clients. They are aggressive in pricing and tend to focus more on the shorter end of the curve – 1-2 years out across the whole barrel of oil products and crude. Their credit rating allows them the luxury of being able to trade with a whole host of government-owned (or partially owned – as is widely popular in Europe), entities who can only deal with counterparties whose credit rating is single A or better  (this normally is laid out in their Memorandum and Articles of Association). This credit angle is undoubtedly going to remain in the limelight given the current situation unfolding in California. 

Of the other investment banks – the likes of Deutsche Bank, Credit Lyonnais, CSFP, Chase Manhattan Bank and Bank of America, the majority of these just having set up oil teams or are in the process of setting them up, their remit and strategy is very unclear. I think that they are desperate to emulate the past two year’s profits of the Morgan Stanleys and Arons of this world. However, they have spent an incredible amount on trying to attract some decent people (with mixed success and a huge overhead bill ) and from what I hear have relatively tiny expectations ( like a $20 million budget for the year). They generally talk about making their money from “customer business” although their strategy is no clearer than just that. If you push them, they talk about finance-related long-term structures, although after many years in the market I have yet to see many of these structures materialise. They are all pretty risk averse (being generally more used to the less volatile financial markets) and have a pretty low VAR to play with  - therefore not taking many proprietary positions onto the books.

The third form of competition comes from the trading houses – like Glencore, Vitol and Phibro – they use their large physical presence to put on leverage plays and then either squeeze or dump the market – not the most original of trading strategies but surprisingly still effective in this day and age. They are very aggressive on their credit policies and have long-standing relationships and term business with some of the less savoury players in the oil markets. They do a lot of pre-financed business with lower rates of return than would generally be acceptable to Enron.

Finally the forth kind of competitor is the quasi-utility (a bit like us) – the likes of Sempra, Duke, Hess and El Paso who have oil exposures and have hired or are hiring oil traders to compliment their existing gas and electricity businesses. With the exception of Sempra, who hired a very good team (very stand alone from the rest of the Sempra business), the others are all trying to find their feet as to what kind of a shop they really want to be – a physical trading house, a derivatives player or a service provider for the rest of their energy business. Sound familiar??

Enron’s Strengths

Enron’s real strength lies in the fact that we are an aggressive risk management company across a wide variety of energy risks. We have excellent customer flow on the gas and electricity side and already have a huge client-base of customers that have no choice but to deal with us in these products. Especially in Europe where Enron is a good six months ahead or our competitors in both the gas and electricity markets, we have a niche. Most of the gas is determined by the price of oil (this is a fixed relationship since the gas is indexed directly to oil prices) – to this end, this is a natural market for us to tap. We have had some success with this to date, but a more concerted marketing effort between the natural gas and oil group could be very beneficial to both sides. The different reporting lines for both groups tends to hamper this process to a certain extent – so we may look to a way to circumvent this going forward. We have about a six month headstart on our competition with both J Aron and Morgan Stanley gearing up for continental gas trading (J Aron recently acquired a small natural gas trading business in Europe) – so we need to tap this market quickly.

Enron has an enormous pool of analytical resources that constantly monitor what is going on in the various markets. This year we have seen a structural shift in the markets with the switching from natural gas to both fuel oils and distillates. We are therefore in a position to offer to customers $/mmbtu instruments be they either financial or physical, to manage the risk for the utilities going forward – a lot of these we are already supplying with either gas or electricity.

Finally, the credit issues that have arisen in the past few years pose some interesting opportunities. For the lending banks, their portfolios comprise of a bunch of debt, some of which is directly affected by energy prices. With the new BIS rules, the capital that banks need to set aside for this debt has been leveraged depending on credit risk. If we can improve the credit risk of some debt by taking away the commodity risk associated with it, then the banks have a smaller capital requirement associated with that debt and so it is a win/win scenario. Secondly, there is a lot of bank paper out there for financing some power-plant builds. A lot of this paper is unsecured meaning there is not necessarily an off-take agreement for the electricity produced from the forthcoming new power plant. The margin between the cost of the gas and the electricity is not fixed. In Europe a lot of these long-term gas supply agreements are based on oil prices (as there was no gas index available at the time) – so there is a lot of inherent commodity risk sitting on banks debt portfolios at the moment. This is a bigger project encompassing the treasury group, credit department and the various commodity groups within Enron working together in order to see if there is long-term deals that would suit Enron’s risk books to be done and whether we can get rid of some of our long-term risk positions giving us more VAR to play with on a day-to-day basis.

I do not think that we should abandon plans of having a middle marketing group who constantly talk to the more active customer base and try and take away market share from the Morgan Stanleys and J Arons of this world. However, realistically before we can really tackle that market we need to have a number of things in place. Firstly, some better front-office pricing systems instead of the spreadsheets that each individual trader is using (we are currently working on this in Europe to get an internet based integrated pricing system set up), secondly, we need some extra help from the research department ( believe it or not, we still do not have a proper crack spread option pricing model ), and finally and more importantly, we need some experienced oil marketers who have existing relationships with these customers and can hit the ground running.

These are just some thoughts that I have put together and lest I bore you any further I will stop now. I would be very happy to discuss this issue with you and the other team members at any time.

