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What is a derivative? Deloitte

Contracts having:

 An underlying (the price of natural gas) AND a notional
(10,000 mmbtu’s)

 No Initial net iInvestment

* Net settlement
— Explicit net cash settlement (financial swap)
— Subject to a market mechanism (NYMEX contract)

— Asset deliverable under the contract is “readily convertible to cash”
(natural gas in most (all?) of the United States)

» Physical contracts CAN qualify as derivatives
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Achieving Financial Reporting Deloitte
Symmetry

Unfortunately, economic results don’t always match GAAP
accounting results.

The accounting framework is complicated.

Even when hedge accounting is achieved, there can be
mismatches.

Think about economics first- when all else falls, disclosure
can be an effective response to asymmetrical GAAP results.
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Contract Accounting Model Deloitte
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Normal Purchase/Sale (NPNS) Deloitte
Exception

Financial contracts CANNOT qualify.

Only physical contracts, without volumetric variability, executed in
the normal course of business can qualify.

Option contracts typically CANNOT qualify. Exceptions:
» Electricity contracts meeting strict criteria.
* Optional volumes are priced at the then current market price.
* Pricing variability is ok as long as it doesn’t modify volumes.

Net settlements of NPNS contracts are problematic (this includes
“bookouts”).

Designation/documentation is required!
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Hedge Accounting Deloitte

No difference in application for physical vs. financial
contracts.

Qualifying for and maintaining hedge accounting can be
rigorous.

GAAP accounting mismatches can still occur due to items
such as:

 Hedge ineffectiveness

» Differences in spot vs. forward pricing when using fair value
hedge accounting

Designation/documentation is required!
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Forwards vs. Options Deloitte

Only forward contracts (i.e., not options) qualify for the NPNS
exception.

Both forwards and options can POTENTIALLY achieve
hedge accounting.

Only net purchased options (including costless combinations
of options) can qualify for hedge accounting.

Hedge accounting is more complex for options than forward
contracts.
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Contact Information Deloitte

Clint Carlin
Partner
713.982.2840

ccarlin@deloitte.com
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Deloitte

This presentation contains general information only and Deloitte is not, by means of this presentation, rendering accounting,
business, financial, investment, legal, tax, or other professional advice or services. This presentation is not a substitute for
such professional advice or services, nor should it be used as a basis for any decision or action that may affect your
business. Before making any decision or taking any action that may affect your business, you should consult a qualified
professional advisor.

Deloitte, its affiliates and related entities shall not be responsible for any loss sustained by any person who relies on this
presentation.

About Deloitte

Deloitte refers to one or more of Deloitte Touche Tohmatsu, a Swiss Verein, and its network of member firms, each of which
is a legally separate and independent entity. Please see www.deloitte.com/about for a detailed description of the legal
structure of Deloitte Touche Tohmatsu and its member firms. Please see www.deloitte.com/us/about for a detailed
description of the legal structure of Deloitte LLP and its subsidiaries.
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