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Prudency Policy

Effective January 1, 2000
Prudency has traditionally been defined to be a reserve that protects against orderly liquidations under present market conditions being significantly different than mark-to market amounts.  This policy will further define prudency to specifically relate to Liquidity Risk.  In determining the appropriate level of prudency, certain types of risks, primarily VAR and liquidity have traditionally been considered.  However, based on a review of disclosures and reserves for all market risks and a liquidity assessment for gas and power,  the following Prudency Policy is effective January 1, 2000.

Enron North America:

Gas Trading

Long-Term

Short-Term 

Canada

Prudency Reserve not required based on the level of liquidity for gas  in U.S. and Canadian markets.  (See separate documentation)

Power Trading

East Trading

Genco

West Trading

Prudency Reserve required for most positions in Power.  Should work with RAC to develop a standard prudency calculation for Power (This is currently available for the MTM positions).  Physical and financial positions relating to existing production assets, as well as the 2000 plants should be included.  Need to determine requirement for prudency at  Nepool, California and other locations with power pools/exchanges or other liquid trading points 

Emerging Businesses

Emission Allowances

Coal Trading

Pulp & Paper

Lumber

Weather
Prudency not required for any commodity with a VAR Limit of  less than $5M

Financial Trading

Prudency does not cover debt, equity, interest rate, or foreign currency market risks

Enron Europe:

Global Products

Barry, I need you input here.  Is the VAR limit for Global Products broken down to the Commodity Level?

European Trading 
U.K. Gas

Barry, I need your input here.

U.K. Electricity

Barry, can we use the U.S. Gas Argument here?  Liquidity provided from  U.K. Power Pool 

Continental Electricity

Prudency not required for any commodity with a VAR Limit of  less than $5M

Nordic Electricity

Prudency not required for any commodity with a VAR Limit of  less than $5M

Enron South America:

Prudency not required for any commodity with a VAR Limit of  less than $5M

Enron Asia/Africa:

Prudency not required for any commodity with a VAR Limit of  less than $5M

EES:

No Prudency Required for US Gas.  (See Above) 

U. S. Power (See Above)

Definitions:

VAR - Value at risk represents an estimate of reasonably possible net losses in earnings that would be recognized assuming hypothetical movements in future market rates and no change in positions.  This is not necessarily indicative of actual results which may occur.  VAR is disclosed in Enron’s quarterly SEC filings, but no separate balance sheet reserve is required.

Liquidity Risk - represents the risk, especially in thinly traded or emerging markets, that the trader will not achieve the mid-price when liquidating a position, but rather the mid-price minus the bid-ask spread.  This risk, as defined for this policy,  is related to commodity price risk, which is a type of market risk.

Prudency - represents a reserve for liquidity risk unique to a commodity, current market conditions, and/or term structure.

Credit Risk - Credit risk relates to the risk of loss that Enron would incur as a result of nonperformance by counterparties pursuant to the terms of their contractual obligations. Enron maintains credit policies with regard to its counterparties that management believes significantly minimize overall credit risk.  Credit risk is assessed on every transaction, and if required,  a reserve is established.  Required reserves are determined monthly incorporating changes in market risk and are compared to booked reserves.  An adjustment to booked reserves is required when they are not within plus or minus 10 % of required reserves.

Market Risk - For Enron’s Wholesale businesses, the major market risks are:

· Commodity Price Risk. 

· Interest Rate Risk

· Foreign Currency Exchange Rate Risk


· Equity Risk. 
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