by Philip J. Baratz, C.T.A., Angus Energy

Now |
understand
what' s wrong

A little over a month ago, | attended a conference that
included a number of seminars on hedging. The seminars

covered topics related to physical supply, forward pricing,
and how to use the futures, swaps and options markets to
mitigate—or, according to some of the pre-conference
advertising—totally eliminate market risk. Mainly out of
curiosity, | decided to attend a hedging seminar given by
a very big company about managing risk in volatile times.
My initial thinking was that we already have a pretty good
handle on the fine balance between taking on risk
(speculating) and laying off risk elsewhere (hedging).
However, as someone always willing to learn something
new, part of my interest was piqued by that possibility. It
could have been atrading concept, an accounting approach,
or at the very least, the opportunity to hear what “others”
are looking for out of hedging.

About 15 minutes into the presentation, the speaker/
moderator brought up one of his clients to address the
audience of about 100 people. The client, fairly new to
hedging, was there to speak of his successes in managing
risk, and l—along with the rest of the audience—was
waiting to hear his thoughts on how to best approach the
risk-management aspects of his management position.
After introducing himself, and mentioning a few things
about his opinion of seasonal trends in energy prices, he
was asked a question about his methods by a member of
the audience. Although | do not recall the exact question
he was asked, the answer he gave is emblazoned in my
mind. With respect to defining hedging, he said, “hedging
is being able to successfully guess where prices are going.”

Simple, straight-forward, guessing where energy prices
were headed defined his understanding of hedging. | was
so stunned by his comment that it took me a few moments
tofigure outwhatwas to happen next: surely, the moderator
would point out that “guessing” about market direction
was speculating, and transferring risk, so market direction
didn’t matter, was TRUE hedging. If not the anticipated
comment by the moderator, then CERTAINLY someone
from the audience would pick up on this obvious faux pas.
And so | waited....

Yes, your guess is correct. Not one soul—not even the
industry expert—felt the need to correct this (very nice and
engaging, by the way) gentleman. Were they being polite,
or did | actually just get out of the seminar what | had
hoped for? | think it was the latter. | wanted to learn
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something new, and | did. | realized that for all too many,
the definition of a “good, successful hedge” is to be able to
guess correctly as to where prices are headed—and to
make money off of that intuitive guess. | sat through the
rest of the presentation, eagerly awaiting a wake-up call
by someone in attendance, but sadly the seminar ended
and those in the audience (at least those who were paying
attention) were left with a definition and impression of
hedging that is a recipe for financial disaster. To be clear,
and | have said this many times before, there is nothing
wrong with speculation—IF your intent is to speculate.
However, if you are speculating, and believing that it is
hedging, problems can and will arise.

A little over a year ago, our company took in an equity
partner as part of a strategic move to grow our business.
The plan was to couple their expertise and balance sheet
with our innovative approach to hedging (and our contacts)
to offer better hedging tools to our existing clients, and to
attract more business. So far, the partnering has worked
fairly well, and it has also given us access to a good number
of businesses that we had not had contact with beforehand.
One of the “growth” items that we were anticipating was in
the area of companies who were “suffering” financially.
Some of the companies we spoke with over the past year
were having a hard time getting working capital lines
renewed, while others had moved all the way to the point
of considering bankruptcy. Almost all of the companies we
met with were companies with fairly good management,
good operational expertise and in areas that allowed good
margins. Yet, almost all of the companies, too, had gone
through some sort of “hedging trouble” that had brought
them to their unfortunate financial circumstance.

In talking through the circumstances that led them to

either making an offer to customers and not protecting
against a price increase (two seasons ago), or to offering to
lower prices if the market fell, but ONLY locking in the
price of ail, and not protecting against a decline in prices
(last season), some of the owners readily accepted that the
mistake had been theirs, and theirs alone—and were now
searching for a way to “stay in business and fix things for
the future”. Others simply believed that the markets were
either “wrong” or “didn’t do what they were supposed to
do”, or simply “blamed the speculators” for all of their ills.
It doesn’t take a genius to figure out which companies we
decided to pursue conversations with, but it does bring me
back to last month’s seminar about the true definition of
hedging.

Hedging transfers risk from one party to another one.
Hedging is non-emotional, and market neutral. If you
don't believe that prices can move up by $2.50/gallon, and
then collapse by $2.50/per gallon just as easily, you probably
haven't been paying attention over the past two years. Can
we all find reasons to explain—in hindsight—why the
price movements happened? Of course, we can. However,
even with the reasoning to explain why things HAD
happened, unless you like speculating—and we are not
talking only about speculating on the price of oil, but
speculating on the actual success of your business—a
CLEAR understanding of hedging is a definite necessity.

This winter is now upon us, and deliveries are being
scheduled, and service techs are on call, waiting for the
next customer to need them. The planning time for this
winter is over, and how high—or low—prices go should not
really impact your profitability. It also should not impact
your customer count. You need to make sure that all
appropriate protections are in place to keep your margins
where they need to be and keep your customers where they
need to be—continuing to buy heating oil from you!!

“If you are not hedging, you ARE speculating.”
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