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Proprietary and Confidential


To:
Jeff Skilling
 




Rick Buy



From:
Per Sekse  
    ___________________







(Signature)

Date:

3/31/01

Subject:
Request for Global Risk Markets Trading Policy Limits 




For Contingent Call Options (a new commodity)

Type of Trading Limit Request

· Interim Policy Limits for New Commodity

     x     .


· Interim Policy Limit Extension 




· Permanent Policy Limits




  

· Change in Permanent Policy Limits





· Discretionary VaR Allocation




· Temporary Policy Limits



______


Authorized Products:

We are requesting trading policy limits for our Contingent Call Outage Options.  This option is designed to provide the buyer with protection against the joint event of a spike in power prices and a forced outage of a named generating unit or some combination of units. This is a double trigger option and both triggers must be hit to pay out.  The first trigger is the event of forced outage and the second trigger is hit when the pre-determined strike price is in the money on a trading hub or a control area. This product provides customers with a cost effective risk-management tool to hedge against losses if an event (such as an outage) occurs and commodity prices are high.

We will hedge this risk in two ways. Once a portfolio of transactions is created, we will retain the lower layer of risk and cover the higher layer through reinsurance. Secondly, on a portfolio basis, the “expected” short positions can be hedged with daily call options at comparable strikes. The insurance transactions will be DASH and independently reviewed, while we would have the ability to purchase other derivatives without DASH approval.  These hedging techniques will flatten our portfolio and reduce our overall risk position.  

Markets approved for trading

US Power markets.  International markets will require a DASH or an amended trading policy limit request.

Market Background:

This product is designed for wholesale power marketers, IOUs, munis/coops, merchant generators, and large industrials.

Wholesale power marketers

Power marketers often have IPP offtake agreements and purchases from utilities that create a long unit-firm position, but the primary market for power is firm with LDs.  Marketers typically cannot take the risk associated with unit outages by selling this power firm, so they are left out of the most liquid market for their power.  This outage contingent call option gives them the ability to sell unit contingent power in the firm LD market, thus creating an arbitrage worth several dollars per MWh.  Enron’s power desk could realize substantial profits by using this product to capture the arbitrage, which has already been done in one of our first transactions.  This segment is considered the most important for this product.

IOUs

Utilities with large systems are exposed to outages that can leave them short on peak days, particularly if they have insufficient reserve margins.  This product can be designed with capacity deductibles, out-of-the-money strikes, and aggregate payout deductibles that only respond if the utility’s losses are above a high threshold.  These programs typically have very high annual payout limits, on the order of $50 or $100 million, and these programs would be directly reinsured to reduce our net exposure.

Munis / coops

Small utilities with only one significant generating asset are highly exposed to an outage of that unit.  Many of them have purchased a similar product from other companies to cover the risk of high spot prices if their primary asset is lost. 

Merchant generators

Many generators contract their output to power marketers though tolling agreements in order to insulate themselves from market risk, but some enter into combinations of long term and short term contracts, and some market the power themselves.  A single asset, or even a portfolio of assets, can use this product to make their output more attractive in the market.

Industrial generators

There is a tremendous opportunity for Enron power origination to create value for industrial customers who have onsite generation that could be sold spot during peak periods.  This option will cover the risk of outage so they can sell into the lucrative firm LD market.


Size of Market 

 We intend to write 20-30 deals in the first year.  This provides a sufficient portfolio to manage the risk while retaining strong margins.  Over the past 3 months, we have put together a team and developed the necessary relationships with other groups to implement our business plan.  In addition, Enron origination and independent brokers, such as Marsh McLennan, are helping originate business for our product.


Growth Rate

The growth rate for this particular product is in the range of 50% p.a.  Currently, there are few entities offering these products and the market is small relative to its potential.
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Strategy:

The risk to the business is managed on the back-end with two primary methods, using both standard OTC derivative products and strategically structured re-insurance.

A portfolio of individual risks is aggregated to the point where the coefficient of variation of short MW for the portfolio is relatively small.  An out-of-the-money call option on the underlying power is then purchased, producing an expected long position.  Price risk is hedged, but there is still volatility in the MW needed on a given day.

An excess reinsurance policy can be purchased from a major reinsurance company with whom a prior relationship has been established.  This is attractive to the reinsurance company because the attachment point is very high and the probability of loss is therefore extremely small. 

With these two hedges in place, a relatively smaller profit has been locked in without taking any substantial risk.  The long position created by the purchase of the options also provides substantial upside to the profitability.

[image: image1.wmf]ENE Segment of MW Covered

2001

2002

2003

2004

2005

Wholesale Marketers

3,100

4,650

6,975

10,518

15,832

Retail Generators

1,150

1,725

2,588

3,881

5,846

IOUs

2,800

2,800

2,333

1,867

1,400

Munis / Coops

1,000

800

600

400

200

Merchant Generators

1,050

1,050

1,050

1,050

1,050

TOTAL

9,100

11,025

13,546

17,716

24,328
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Book Architecture

We have set up a risk book to capture all deal information, provide daily P&L and calculate our trading positions.  This book utilizes the valuation and pricing methodologies as recommended by Research and RAC.  Contingent Call Outage Options will be financial and any physical trades will require DASH approval.

All trades will be valued daily using (1) Power forward curves from desk, (2) Power option prices from desk, (3) historical outage distribution information provided by 3rd parties and interpreted by Global Risk Markets and (4) other information such as term of the deal, contractual capacity, deductible, limit, quota share, and other items.  The portfolio model performs Monte Carlo simulation to generate distribution of claims, including expected claim, P95 claim and P99 claim, at single deal level as well as at the portfolio level.  

Hedges will be applied at a portfolio level to manage the risk.  All hedges will be accounted for in a consistent manner as with the Contingent Call Outage Options.  

Authorized Traders

The Head Trader will be David Hoog with additional traders to be designated.  

.

Quantitative Risk Parameters:

There is currently no market price for these products, so we, with the assistance of research and RAC, have developed a method to quantify the risk and estimate VAR consistently. 

Risk is quantified using a Monte Carlo simulation model that incorporates the risk of outage, spot market prices, and the option structure.  Spot prices are simulated from parameters estimated from option prices, which are updated daily on the power desk.  Outage events are simulated using historical statistics blended with class average statistics for the type of generation technology.  We have developed a proprietary model that uses statistical techniques to forecast outage probabilities and duration patterns.  These models build on standard evaluation methodology using established techniques from the energy commodity and insurance markets.

These options always have a maximum payout, which limits the exposure on any single deal.  Additionally, we estimate from the simulations the P99 loss, P95 loss, expected loss, and expected short MW for both a single transaction and the portfolio.

The P95 for the portfolio is scaled down to develop an equivalent daily VAR.  This is consistent with the approach used on the weather desk and is supported by RAC and the research department.  This daily VAR will be updated at the end of each day and compared against limits.

In addition, we estimate the capital at risk as the lifetime P99 as a more extreme loss scenario.  We propose that risk be measured and controlled using both of these metrics.  Individual transactions are currently being approved as nonconforming on a DASH.  In order to create a reasonable portfolio, we request that Policy Limits be created with three risk control parameters.

Daily VAR - $1.0 million
This will be computed as described above and marked on a daily basis.

Lifetime Capital at Risk - $10 million  

In addition to the daily VAR, we propose a limit on the capital at risk, as measured by portfolio P99, over the entire life of the transactions.  This will be measured for the portfolio on a daily basis.

Notional Maximum Loss - $40 million  

A second, more conservative, metric is the total sum of maximum payouts on all transactions.  For a portfolio, this “worst case” is measured by the portfolio P99.

Net Open Position – 100,000 MWh  

This metric will incorporate both the MWh and outage to determine a net open position.  This position will be valued daily and reported to the DPR.

We propose a maximum deal tenor of 28 months, with nonconforming transactions handled through a DASH.  

In the first year of building this business, we intend to be more conservative by purchasing reinsurance for the portfolio only after a small number (4-5) of transactions are in the book instead of waiting until a larger portfolio is built.  We give up efficiency due to the small size of this portfolio, but this will allow us to prove the concept while holding a smaller net position.

· Proposed Benchmark measurement and methodology:  No traded equivalent

· Proposed Net Open Position Limit:  100,000 MWh 

· Proposed Maturity/Gap Limit: Not applicable

· Proposed VaR:  Daily VaR of $1 million that is consistent with the position limits requested above.

· Effect on Portfolio Limits:  None Historical Results and/or Planned Results

2001 Budget:
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Single

Portfolio

Hedge & 

Total

(in $ 000's, except where noted)

Transaction

(10 Deals)

Reinsurance

Budget

Gross Premium

1,200

            

 

12,000

          

 

12,000

          

 

40,000

          

 

Less: Reinursance Premium

-

                

 

-

                

 

(4,000)

           

 

(10,000)

         

 

Less: Option Premium

-

                

 

-

                

 

(5,000)

           

 

(17,500)

         

 

   Net Premium

1,200

            

 

12,000

          

 

3,000

            

 

12,500

          

 

Expected Losses

(500)

              

 

(5,000)

           

 

(5,000)

           

 

(15,000)

         

 

Reinsurance Recovery

-

                

 

-

                

 

1,400

            

 

2,500

            

 

Option Hedge

-

                

 

-

                

 

3,600

            

 

12,500

          

 

  Total Expenses

(500)

              

 

(5,000)

           

 

-

                

 

-

                

 

Gross Margin (1)

700

               

 

7,000

            

 

3,000

            

 

12,500

          

 

P99 Loss

(10,000)

         

 

(40,000)

         

 

(10,000)

         

 

(25,000)

         

 

ROE(2)

8.0%

25.0%

42.9%

100.0%

(1)  This analysis is indicative of what is planned by the business unit.  This may or may not represent actual results.

(2)  ROE calculated as (Premium-Expected Losses)/(P99-Premium)
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in $000’s)

Premium

Expected

Loss

P99

P95

Daily 

VaR

Expected 

MWh

Summer 01,02

Position

Utilicorp

           950

          350

          4,000

         1,400

          120

                8,000

KCBPU

        1,800

         750

          4,500

         2,400

          150

              15,000

Deseret

        1,400

          400

         3,500

         1,400

          100

                7,000

Deal 4

        3,000

          500

        16,000

         8,000

          300

              13,000

Deal 5

           900

          500

          8,000

         2,000

          200

               12,000

Portfolio (n = 5)

        8,050

       2,500

        25,000

       12,000

          500

               45,000

Net Impact from

Intermediate Hedging

       (3,050)

     2,500

       (6,000)

        (5,000)

         (150)

           (45,000)

-

Net Portfolio

5,000

0

19,000

7,000

350

0

Sample VAR Utilization

Based on Deals Currently 

Under Negotiation


Note: This is a short-term example for the first month. Higher limits will be needed for May and June to build a sizable portfolio before approaching the reinsurance markets for stop-loss protection.

Risk Assessment
Traditional measures for managing the position are not available from standard options models. Deltas will be determined through nonstandard models but delta gapping will increase the cost of hedging the position. Further hedge slippage may result from the data used to determine parameters. 

Due diligence on individual units is not conducted at this stage. Unit outages are calculated using the historic data for the specific unit as well as similar types of units.  

We are exposed to volumetric risk at expiry.  The option is intended to be held till expiry.  Outage occurrences are random events, even at expiry Enron will be exposed to volumetric risk.  The trader will have to buy options in a rising (volatile) market given an outage.    A dynamic hedge outside of the insurance market is costly.  Volumetric risk may be mitigated by diversification as the book of business grows.  In a diversified book, unit outages can be expected to occur at a more constant rate, making hedging more feasible.

Approvals
The aforementioned limits are effective on _________, subject to completion of the items listed in the Conditions Precedent section, and shall remain in place unless amended by the signatories through the end of _____ (no more than 6 months for new commodity).  

Signature below signifies this function will have the infrastructure in place to handle this new business, unless noted above in the Conditions Precedent section.







          Approved



Date

Business Unit Head Trader
_______________________________               _____________

Global Head Trader / COO
_______________________________               _____________

    (Lavarato, Sherriff, Shankman, etc.)

Market Risk Management (RAC)
_______________________________               _____________

Research

_______________________________               _____________

Legal/Regulatory

_______________________________               _____________

Credit


_______________________________               _____________

Tax


_______________________________               _____________

Risk Managment

_______________________________               _____________

Accounting

_______________________________               _____________

Operations

_______________________________               _____________

Rick Buy, CRO

_______________________________               _____________

Jeff Skilling, President/COO
_______________________________               _____________
















Respect
Integrity
Communication
Excellence
Form 000-469-1 (7/92)

Your Personal Best Makes Enron Best
Communicate- Facts Are Friendly

Better, Faster, Simpler

Form 000-469-1 (5/92)
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