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Optimize Returns and Risks

From momentum to value




 “Where the probability of advantage exceeds not that of loss, wisdom never adventures.”
-- William Penn, Fruits of Solitude in Reflections and Maxims
 Founder of Pennsylvania, 1644-1718




Generating momentum through intelligent, well-timed decisions is one thing, but arriving successfully at the destination to deliver something of value is another.  In any problem solving effort, there are countless opportunities at every step of the way to optimize returns and risks of the venture.   Performers must continually work to consolidate gains, protect against potential threats, and push the benefits that can be achieved to the limit. Why?  Because most organizations are being challenged by their customers, employees and stakeholders to exceed expectations at almost every turn.  

From the moment they engage in a new project, skilled Performers look relentlessly for ways to reduce risks and increase potential benefits.  Early on, they define what will be the minimum required for success and try to achieve it early (i.e. “breaking the back” of the problem).  They also keep their eyes open for small, unanticipated tactical advantages that will give them a leg up -- a piece of information here, a relationship there, or an opening created by an opponent that can be exploited. 

In the last decade, the combination of globalized financial markets, mathematical sophistication, computing power and software innovation has made risk management a science and a competitive advantage for many firms.  Enron Corporation has made a specialty of creating new businesses that deal with risk and opportunity in innovative new ways.  Their approach illustrates how a systematic and disciplined approach to risk and opportunity can produce tremendous success.

Jeffrey K. Skilling spent one day in Las Vegas 20 years ago, and he didn’t like it much. The slots, blackjack tables and roulette wheel held no thrill for him. And he’s not a poker player. “I don’t like to gamble,” he says from Enron Corp.’s Houston headquarters. “Because when you gamble the outcome is random and the house has the advantage. I’d much rather be in a situation where I understand the risks that I’m taking on and I’m able to hire people and build an organization to properly manage that risk. Then I’m the house. And then I’m not really gambling. That’s a business.”

Skilling is President and Chief Operating Officer at Enron, the energy giant that has grown so much over the past decade that it’s now the world’s largest marketer of natural gas and electricity. From 1988 to 1995, total returns to Enron shareholders increased on average 27%.  The company was ranked as the most admired company in its industry in a recent Fortune magazine poll.  It’s also a pioneer in the hedge business – using its financial expertise and risk management tools to make financial deals in the energy industry and other commodity businesses. What’s the key to Enron’s success in the volatile energy sector? It knows how to manage risk, to minimize its liability and maximize returns.

The first rule in managing risk is to explicitly state your risks, their relative priority in terms of potential damage, and what you know about them and need to know.  “It’s kind of Economics 101, the way businesses make money is they take on risks,” explains Skilling. “What we’re trying to do is we’re trying to ensure that the risks we end up taking on are risks that we can handle.”  Managing risk depends heavily on quality information and analysis. Before any investment or business transaction, Enron goes through a detailed evaluation and dissection of the risks that are involved.

For example, early on, Enron recognized that clients buying gas on the spot markets hated the price volatility.  The difference in prices from one day to the next could vary by as much as 20% to 30%.  It was too great a risk to purchase early and too much effort to purchase episodically.  By using computer risk modeling and financial derivatives, Enron developed three separate products that allowed customers to get guaranteed pre-agreed prices for their gas.  The “Gas Bank” guaranteed a fixed volume at a fixed price.  The “Index” also fixed volume, but allowed price to fluctuate in proportion to a natural gas index.  And the “GasCap” sets a pre-agreed maximum price but determines no volume limitation. Customers now have all the options they could ever need.  They can spend moderate amounts to protect against the risks of fluctuating prices, thereby improving the predictability of their own businesses.




“Any of those risks that we’re not particularly good at managing, we hive off and we sell to other people,” Skilling says. Cold weather – which can hurt Enron’s gas supplies and economics -- is an area where Enron has sought out someone else to buy the risk. Who would want it? Manufacturers of snowmobiles, for one, or owners of ski resorts. “We’re worried about it getting really cold. Snowmobilers are worried about it getting warm. So we go to them and say, ‘Hey look. If it’s really warm we’ll pay you. If it’s really cold, you pay us.’ By doing that they’re happy because if it’s real cold they have a lot of money to pay. If it’s really cold we need the money to ensure that we can purchase the gas supplies to meet our customers needs.”

Enron tries to dump what Skilling calls “systematic risks,” things like underlying commodity prices or weather. Risk factors that are systematic and part of the structure of an underlying environment – like the weather – are very hard to control.  Whereas those that are non-systematic – such as on-time delivery -- can be influenced and managed, a critical distinction for anyone managing risks in problem-solving implementation.

Enron likes to keep non-systematic risks. “For example, when you’re selling a long term gas contract to a customer, the thing that we’re really good at is making sure that we can get the gas from where it’s being produced to that customer. And so we’ve created a whole network of infrastructure, pipelines, switches in the system that allow us to have a good logistics system to deliver that gas. If we have a broad enough system with enough interconnects and switches, you’re reducing the nonsystematic risks in that transaction. If a pipeline blows up somewhere in the network, Enron knows it’s got other paths it can use.”

Enron has the help of $1 billion worth of sophisticated computer equipment to help it sort out risks. They calculate how much gas demand will vary by what the temperatures are. “So we can mathematically determine how much exposure we have to cold weather. And so we sell that amount of exposure to offset that risk in our portfolio.”

In what might be seen as a contrast to the focus on risk, Skilling has aggressively nurtured the entrepreneurial spirit. To manage a giant portfolio effectively, he says, decision-making has to be decentralized. After the computers identify risks and break them into individual components, or “bucket of risks,” a person is put in charge of each bucket. There are about 1,200 such buckets at Enron – and the people running them are “basically entrepreneurs,” says Skilling. “We say to them, ‘Hey, look. We’ve got this risk in our portfolio that we don’t think is good for us to hold. Can you find someone that has an interest in holding that risk that we can make a market with?’”

Simultaneously reducing downside and increasing upside like this is exactly what the best Performers do.  The Performers at Enron take what other companies view as downside – the risk of losing customers, the costs of pollution – and see it as a new upside.  Just as a farmer’s weed is only a plant no one wants to buy, risk is only downside until there’s a customer for it.  For this reason, Enron recruiters don’t just seek to hire engineers. “We want people who have commercial savvy, or people who are interested in developing a business,” says Skilling. “They be an engineer or a history major, I don’t care. If they’re interested in creating a business, we want them working here.”

Under Skilling, Enron is the type of place where trying and failing is worth more than not trying at all. “Somebody that’s gone out and tried something that hasn’t worked, they are more valuable to us because they’ve learned something,” says Skilling. “If you went out and shot everybody that tried an idea that didn’t work, you’re basically shooting the people that have the most value to you longer term.”  Of course, entrepreneurs are only given so much rope. For each bucket of risk that the systems have identified, Skilling gets a report – every single day – that shows how Enron has fared that day in that risk component.

Environments which have a healthy approach to risk encourage controlled and calculated risk taking as a way of learning and pushing the limits.  They recognize the need for positive, environmental, mutual support primarily because the default human attitude is so risk biased.  There is no neutral posture.  You either actively support risk-taking and create environments where people’s fear of failure is reduced, or your environment will be biased against innovation and leaning backward rather than forward.  

Optimizing means getting the most for the least.  It is a mathematical and economic term for squeezing the most you can out of a solution – recognizing that in the real world, we operate under constraints and come up against tradeoffs.   With a balanced view of risks and possibilities, costs and returns, a Performer is ready to optimize a problem resolution, getting the most for least. 


Because the real world of implementation is so complex and throws so many potential threats and options at us, seeking optimization is no small task and there are many alternative tactics that assist in creating beneficial options progress while avoiding harmful disasters.  The difference between “ideal”, “great” and “good enough” performance comes down to making regular judgments about the biggest and most important risks and opportunities you face and keeping focused on the highest priority ones.  By keeping both risks and opportunities in mind together, and prioritizing them on the same “radar screen,” you get the optimal approach to managing downside and creating upside.

“We have the most disciplined, buttoned-down risk management systems of any company in the world today, period,” says Skilling. “If you do that right and you can identify the risks that you’re taking on, you’re much more comfortable taking on risks that other people don’t understand. So I think, to the outside world, we look like buccaneers.  But I can tell you we have the most disciplined, sophisticated risk management architecture of any company in the world. Bar none.  It’s the combination of disciplined risk management and rampant opportunism that makes it so dynamic here.”



INTERACTIVE EXERCISE – Prioritizing Risks and Opportunities
Take a sheet of paper.  First give yourself ten minutes to write down the major risks that you face in a problem solving situation you’re currently involved in.  Underneath,  take another ten minutes to write down the major opportunities you have.  Number the risks in sequence.  Now, using the radar screen at the end of this chapter, plot those numbered risks on the chart and see how many fall in the high priority circle.  Ask yourself, are those the things you’re paying the most attention to right now? If not, you now have a new sense of how to shift your priorities.
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A Process for Understanding Risks

   STATE THEM.  What are the risks?  Risk is a function of four things – a threat, the probability of the threat occurring, your own vulnerability, your capability to combat it.

   UNDERSTAND THEM.  Get beneath the surface and specify what events might occur, with what probability.

   ASSESS THEIR IMPLICATIONS.  Derive explicit implications for each of the risks, what might happen and what would it mean?
 

   PRIORITIZE THEM. Know what your highest priority risks are, all the time – since they will change constantly -- and look for ways from the very beginning to get them off your back 
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A Process for Understanding Risks

•

   

STATE THEM.  What are the risks?  Risk is a function of four

things – a threat, the probability of the threat occurring, your own

vulnerability, your capability to combat it.

•

   UNDERSTAND THEM.  Get beneath the surface and specify

what events might occur, with what probability.

•

   ASSESS THEIR IMPLICATIONS.  Derive explicit implications

for each of the risks, what might happen and what would it mean?

•

   PRIORITIZE THEM. Know what your highest priority risks are,

all the time – since they will change constantly -- and look for ways

from the very beginning to

 get them off your back
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The Risk/Opportunity Radar Screen
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The Risk/Opportunity Radar Screen

BENEFICIAL

HARMFUL

Windfall

Fatal

Important

Serious

Helpful

Tolerable

REMOTE

POSSIBLE

LIKELY

HIGH

PRIORITY

MEDIUM

L

O

W

PROBABILITY


