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Proprietary and Confidential



Executive Summary
of the
Enron Corp. Risk Management Policy 

This summary highlights selected information described more fully elsewhere in this Enron Corp. Risk Management Policy (“Policy”)[footnoteRef:2].  This summary does not contain all the information necessary to fully understand and comply with the risk management framework described herein.  Employees should read the entire Policy, including the Appendices[footnoteRef:3], to ensure they are in compliance. [2:  Defined terms appear in this Policy with the initial letter of the term capitalized.  Each defined term is listed alphabetically and defined in the Glossary of this Policy (see Section 8).]  [3:  Excluding actual market risk limit amounts due to confidentiality] 


Enron Corp. and its subsidiaries (the “Company”) are exposed to market, credit, operational and liquidity/funding risks in the normal course of its business activities.  This Policy establishes a framework under which the Company’s exposure to risks shall be evaluated, managed and controlled, and pursuant to which capital will be allocated and preserved.   The Policy focuses on four major types of risk: (a) market risk, (b) credit risk, (c) operational risk and (d) liquidity/funding risk.  
As described in Section 5 of this Policy, these risks shall be managed on a portfolio basis for standard transactions via various market risk limit structures and credit approval processes, and for non-standard transactions via the Transaction Approval Process in Appendix D and the Guarantee Approval Process in Appendix E.   This Policy provides an overview of various risk measurement tools and limits to be applied to these risks, and the roles and responsibilities for the key participants of the risk management framework.  

Market Risk

No single risk statistic reflects all aspects of the risk that value will be lost due to a change in some market variable. Therefore, different risk metrics shall be used individually or in combination to provide a comprehensive view of market risk exposure.  The Company manages its trading activities by segregating different types of risks in each position, and aggregating risks along Commodity Group lines across each Portfolio.  The methodology and parameters employed in the application of specific risk metrics are described in this Policy, and may be updated by Risk Assessment & Control (“RAC”) periodically to ensure best practices are employed in the Company’s risk management processes.  The Company’s market risks are reported to the Board of Directors of Enron Corp. (“Board”) at all regularly scheduled meetings, and specific Loss Notification and Limit Violation reporting requirements are described in Section 4.1.2 of this Policy, and summarized in the table below.


Credit Risk 

Credit risk is a function of: (a) the value of the position exposed to default; (b) the proportion of this value that could be recovered in the event of a default; and (c) the probability of default or shift in credit quality of a counterparty. The limit structure for credit risk is managed by RAC, and RAC reviews all credit exposures throughout the Company.  The Company’s credit risks are reported to the Board at all regularly scheduled meetings.


Operational Risk

Operational risk is defined as the risk of direct or indirect loss from inadequate or failed internal processes, people and systems, or from external events.  An operational risk event may increase the Company’s exposure to market, credit, liquidity, reputation, regulatory and legal risk.  The Company’s primary objective for monitoring its exposure to operational risk is to (a) identify the derivation of operational risk exposures and (b) to improve the Company’s systems and processes to mitigate such risk.  The Company shall develop systems and processes that enable it to better evaluate its operational risk.


Liquidity / Funding Risk

Liquidity/funding risk focuses on whether the Company is able to raise enough capital to meet its cash and collateral requirements.  Margin activity under the Company’s Trading Portfolio has a significant impact on the Company’s funding requirements, and is often determined by changes in commodity prices.  Consequently, the Trading Portfolio’s Potential Future Cash Requirements based on a Monte Carlo Simulation of margin exposure is compared to the Future Available Cash and Borrowing Capacity across the Company to calculate the Liquidity Ratio.  The Liquidity Ratio is the primary metric of the Company’s liquidity/funding risk, and an advisory limit on liquidity/funding risk shall be implemented to act as a trigger to senior management review and action.

Portfolios and Limit Structure

Risks shall be captured and managed across the Company in the following Portfolios, and market risk limits shall be established by either: (a) the Board of Directors of Enron Corp. (the “Board”) or (b) the Chief Executive Officer of Enron Corp. (the “CEO”), as noted below:

	Portfolio
	Portfolio Limit
	Concentration Limit
	Enron Business Unit Limit[footnoteRef:4] [4:  Enron Business Units and corresponding limits can be changed at any time by the CEO] 

	Commodity Group Limit

	Trading
	Board
	Board
· Americas Natural Gas
· Americas Electricity
· European Natural Gas and Electricity
· Products
· Financials
· Emerging Businesses

	CEO
· Enron Americas
· Enron Europe
· Enron Global Markets
· Enron Industrial Markets
· Enron Broadband
· Portland General Electric
· Enron Transportation Services
	CEO

	Merchant
	N/A
	N/A
	N/A
	N/A

	Capital
	N/A
	Board
· Enron Stock transactions
	N/A
	N/A

	Regulated
	Board
	N/A
	CEO
· Portland General Electric
· Enron Transportation Services
	CEO

	Other Assets & Contracts
	N/A
	N/A
	N/A
	N/A





Market Risk and Liquidity Risk Limit Violations and Loss Notifications

Limit Violations and Loss Notifications are reported within one day after the occurrence of any of the following:
· VaR Limit Violations – if the actual VaR is in excess of the respective VaR Limit
· Expected Tail Loss – if the Trading Portfolio Expected Tail Loss is greater than that implied by the Trading Portfolio VaR Limit
· Liquidity Ratio – if the Liquidity Ratio is less than 3.0 at 50% confidence level, or less than 1.5 at 99% confidence level
· Daily Loss Notifications – if the Daily Loss is in excess of the respective VaR limit
· Cumulative Five-Day Loss Notifications – if the net sum total of five-days of profit or losses is in excess of 225% of the respective VaR Limit 
· Position Limit Violations – if the actual position is in excess of the respective position limit

The following table summarizes the authority to be notified upon the occurrence of each type of Limit Violation, Loss Notification or Liquidity Ratio Advisory as either: (a) the Board, (b) the CEO, or (c) the Risk Management Committee (“RMC”).  All Portfolio and Concentration Limit Violations and all Portfolio Daily Loss Notifications are also reported to the Board at regularly scheduled meetings.

	Limit Type
	VaR
	Expected Tail Loss
	Liquidity Ratio
	Daily Loss
	Cumulative 5-day Loss
	Net Open or Maturity/Gap Position

	Portfolio
	Board
	CEO
	CEO
	Board
	CEO
	N/A

	Concentration
	CEO
	N/A
	N/A
	CEO
	CEO
	N/A

	Business Unit
	RMC
	N/A
	N/A
	RMC
	RMC
	N/A

	Commodity Group
	RMC
	calculated, but no limit
	N/A
	RMC
	RMC
	RMC





Roles and Responsibilities

The following individuals or groups play key roles in the Company’s enterprise-wide risk management framework described in this Policy, and some of their primary responsibilities are listed in Section 6 of this Policy:

i. The Board of Directors of Enron Corp., including its Audit & Compliance Committee and Finance Committee
ii. Chief Executive Officer of Enron Corp.
iii. Chief Risk Officer of Enron Corp.
iv. Enron Business Units
v. Global Risk Management Operations, or other middle office function
vi. Legal Department
vii. Risk Assessment & Control (RAC)
viii. Internal Audit
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1 [bookmark: __RefHeading___Toc521351887]Introduction
Enron Corp. and its subsidiaries (the “Company”)[footnoteRef:5]1 are exposed to market, credit, operational and liquidity/funding risks in the normal course of business activities they pursue.  These business activities include, but are not limited to, wholesale services, retail energy services, and transportation and distribution services.  It is the Company’s philosophy to actively manage its business activities and the resulting risk exposures in a manner that is consistent with the Company’s risk appetite.  This comprehensive, enterprise-wide risk management policy (the “Policy”) establishes a framework under which the Company’s exposure to risks shall be evaluated, managed and controlled, and pursuant to which capital will be allocated and preserved.  Officers and employees are expected to act in a manner consistent with the Company’s risk philosophy and to uphold this Policy in its entirety.   [5: 1 Defined terms appear in this Policy with the initial letter of the term capitalized.  Each defined term is listed alphabetically and defined in the Glossary of this Policy (see Section 8).] 

1.1 [bookmark: __RefHeading___Toc521351888]Objective
The objective of this Policy is to ensure that the Company’s capital is allocated efficiently and that appropriate action is taken to preserve the Company’s capital in accordance with its appetite for risk.   Effective risk management enables the Company to maximize shareholder value by reducing volatility in the Company’s earnings and the likelihood that the Company’s net income and cash flows could decline to the point of financial distress.
1.2 [bookmark: __RefHeading___Toc521351889]Risk-Based Capital Allocation
The Company’s capital shall be allocated with a comprehensive view toward risk and the positions taken by management across the Company.  The Company’s Risk Capital represents the capital required to cushion against potential losses arising from adverse changes in the value of assets or earnings capacity due to market factors, credit events and operational risks.  The amount required to provide for unexpected losses under worst-case or extreme market conditions considering quantitative and qualitative factors described in this Policy must be considered in the allocation of the Company’s Risk Capital.  
Each transaction shall be evaluated according to this Policy, both on a stand-alone basis and on the basis of its incremental impact on the various Portfolios of the Company (see Section 2).  This process ensures that the Company’s allocation of Risk Capital is consistent with the Company’s approved risk appetite.  
1.3 [bookmark: __RefHeading___Toc521351890]Preservation of Capital
The Company shall preserve its capital by defining, measuring and controlling risk according to the provisions of this Policy.  Specifically, the Company shall:  (a) allocate capital according to market, credit, operational and liquidity/funding risks; and (b) limit the concentration of risks in any given commodity, counterparty, time period and geographic region.


2 [bookmark: __RefHeading___Toc521351891]Portfolios
During the normal course of business, the various Enron Business Units may enter into transactions, which create positions for the Company ranging from asset purchases to derivative transactions.  The Company will manage the risk inherent in these positions on a portfolio basis across the Company.  The various Portfolios are described below.  The Risk Management Committee must approve any changes to the composition of these Portfolios.
2.1 [bookmark: __RefHeading___Toc521351892]Trading Portfolio 
The Company’s Trading Portfolio is designed to capture and manage the Company’s exposures related to commodity transactions, including: (a) the purchase, sale, storage and physical delivery of natural gas, electricity and other commodities; (b) the provision of risk management services; and (c) the optimization of market arbitrage opportunities.  These exposures shall be managed within approved limits.  The Trading Portfolio’s exposures are accounted for using the mark-to-market accounting method or another accounting method that approximates the same results.
2.2 [bookmark: __RefHeading___Toc521351893]Merchant Portfolio
The Company’s Merchant Portfolio is designed to capture and manage exposures related to merchant investments in public and private companies. This portfolio includes equity, “equity-like,” debt and “debt-like” instruments in the public and private sectors. 
2.3 [bookmark: __RefHeading___Toc521351894]Capital Portfolio
The Company’s Capital Portfolio is designed to capture and manage exposures inherent in positions and transactions involving Enron’s own stock, its issued debt, and its other funding transactions or derivatives thereof.
2.4 [bookmark: __RefHeading___Toc521351895]Transportation and Distribution Regulated Portfolio (“Regulated Portfolio”)
The Company’s Transportation and Distribution Regulated Portfolio (“Regulated Portfolio”) is designed to capture and manage exposures related to the business activities of the Company’s subsidiaries and affiliates involved in transportation and distribution activities (e.g., pipelines and utilities).  
Activities in the Regulated Portfolio may have specific accounting, legal and regulatory requirements that suggest separate application of risk management practices.  Accordingly, any references to Global Risk Management Operations (“GRMO”) or a middle office function shall mean the middle office of the Enron Business Units with positions in the Regulated Portfolio.
2.5 [bookmark: __RefHeading___Toc521351896]Other Assets and Contracts Portfolio
The Company’s Other Assets and Contracts Portfolio is designed to capture and manage exposures embedded in the Company’s assets (investments, contractual arrangements, etc.) that are either accounted for on an accrual basis or are not otherwise captured in the other Portfolios described above.  
This portfolio includes: (a) selected operating assets throughout the Company’s network of domestic and international assets; (b) contracts that provide access to third-party assets and market-making activities; and (c) off-balance sheet and contingent positions. 

3 [bookmark: __RefHeading___Toc521351897]Risk-Based Capital Allocation
All decisions regarding the allocation of capital shall be based on a thorough analysis of market, credit, operational and liquidity/funding risks.   These risks will be monitored and actively managed on a continuing basis under the guidelines established in this Policy.
The Company’s market risk limit structure is designed to promote the alignment of the Company’s risk appetite with its business objectives.  Approved market risk limits take into account potential or expected returns and the amount of capital required to provide for potential losses.
Specific processes that shall be utilized in the allocation of capital include: (a) the credit risk approval process described in Section 4.2 and Appendix C, (b) the Transaction Approval Process described in Section 5 and Appendix D, and (c) the Guarantee Approval Process in Appendix E.  These processes include consideration of operational risk and liquidity/funding risk.
3.1 [bookmark: __RefHeading___Toc521351898]Risk Measurement for Market Risks
Market risk is the risk that value will be lost due to a change in some market variable.  Each Enron Business Unit and its middle office function, Global Risk Management Operations (“GRMO”), shall process and provide information to calculate the required risk metrics used to measure market risk.  The results of these calculations shall be made at the appropriate level, and provided to the head of the appropriate Enron Business Unit, Risk Assessment and Control (“RAC”) and others as required by the Risk Management Committee.   Although limits may not be specified for each metric, the results of these risk metrics shall be considered in the Company’s overall assessment of risk and in the capital allocation process.  
No single risk statistic reflects all aspects of market risk.  Therefore, different risk metrics shall be used individually or in combination to provide a comprehensive view of market risk exposure.  The methodology and parameters employed in the application of the risk metrics described below shall be established by RAC to ensure that best practices are employed in the Company’s risk management processes.  Any change in the application of these risk metrics must be approved by RAC.  From time to time, RAC may also require other risk metrics not specifically addressed in this Policy to be used by Enron Business Units and GRMO to ensure that the Company’s market risk is properly measured.
Market Risk Limits shall be established in accordance with Section 4.1.1 of this Policy, while monitoring and reporting requirements are described in Section 4.1.2 of this Policy.
3.1.1 [bookmark: __RefHeading___Toc521351899]Value-at-Risk
Value-at-Risk (“VaR”) is a key indicator of potential exposure from adverse market moves in a normal market environment. The Company’s approved standard VaR methodology uses a 95% confidence interval and assumes a one-day close-out horizon.  Positions are characterized as Delta and Gamma, and outcomes are simulated one thousand times using Monte Carlo Simulation, with returns assumed to conform to a normal distribution. 
Each Enron Business Units is required to use the approved standard method described above, together with the Company’s established calculation engine, to calculate VaR for each Commodity Group.  Commodity Groups are a collection of individual commodities and positions having sufficient relationship and correlation to allow for their aggregation into a meaningful Benchmark Position.  Statistical diagnostic review techniques, such as Back Testing, shall be performed as deemed necessary by RAC for any or all Commodity Groups to test VaR model efficacy.  Developing markets or specific businesses may exhibit attributes that require an alternative method to calculate VaR.  The Chief Risk Officer of Enron Corp. (“Chief Risk Officer”) must approve the use of an alternate methodology. 
VaR shall be applied as appropriate and calculated daily for the Trading Portfolio for all positions within the Trading, Merchant, Regulated, and Capital Portfolios.  VaR may also be determined to be an appropriate measurement tool for selected contractual positions included in the Other Assets and Contracts Portfolio, and shall be calculated as required by RAC.  
3.1.2 [bookmark: __RefHeading___Toc521351900]Extreme Value Theory
Extreme Value Theory (“EVT”) examines the characteristics of extreme events, whose impact on a portfolio cannot be determined using the standard VaR metric. Extreme event risk is present in all areas of risk management, and its quantification is an important complement to standard statistical measures of risk such as VaR, which assume normal market conditions.  Extreme value measurements shall be used to assist in sizing and calibrating limits such as those expressed as VaR, and to serve as a reference for management decision-making.  
The Company’s approved EVT methodology uses historical profits and losses and current positions to construct a probability distribution that represents both the level of risk at which the new distribution applies based upon current positions (referred to as Extreme Value at Risk or “EVaR”), and the expected loss beyond EVaR given extreme conditions (referred to as the Expected Tail Loss or “ETL”).  EVaR and ETL shall be applied to the Trading Portfolio and to certain Commodity Groups as appropriate and monitored daily.  
3.1.3 [bookmark: __RefHeading___Toc521351901]Stress Testing and Scenario Analysis
Stress testing provides an indication of potential exposure from sudden and extraordinary changes in market conditions, including those that would not necessarily be reflected in VaR measurements.  Scenario analysis is based on historical and hypothetical economic events and systemic crises. 
Stress testing and scenario analysis shall be used to capture Price, Basis, Liquidity, Volumetric and other risks associated with current or potential Portfolio positions.  Portfolios containing options require specific attention, particularly due to their non-linear behavior.  Traditional risk metrics such as VaR do not fully capture option risk or market risk resulting from extreme market movements. Stress testing and scenario analysis should include sensitivity analysis of option position attributes (Delta, Gamma, Vega, Theta, Rho and Eta) versus price, volatility and time changes, and resulting theoretical profit/loss.
Stress testing and scenario analysis shall be performed as required by the Chief Risk Officer. Where appropriate, RAC shall provide guidance on specific stress tests to be performed, and the results may be determined by historic simulation, shifts of price or basis curves, shifts in VaR calculation parameters, or shifts based on specified economic scenarios.  Each Enron Business Unit and GRMO shall perform stress testing at the level necessary to provide meaningful risk identification, drawing upon the insights of traders and risk managers.    Scenario analysis shall be performed by RAC with information provided by the Enron Business Units and GRMO.
3.1.4 [bookmark: __RefHeading___Toc521351902]Net Open Position and Maturity/Gap Position
As indicators of volumetric exposure, non-statistical risk metrics such as position measurements provide additional information on an exposure’s size and direction. Accordingly, these metrics facilitate the control and management of exposures that other risk metrics may not adequately represent.  
Net Open Position and Maturity/Gap Position measurements shall be applied as appropriate for certain Commodity Groups and monitored daily.  Metrics such as gross long position and gross short position should also be calculated periodically to facilitate the evaluation of market segment liquidity risk.  These risk metrics shall be calculated using a Benchmark Position calculation methodology approved by RAC.
3.1.5 [bookmark: __RefHeading___Toc521351903]Earnings-at-Risk
The Company’s VaR methodology may be difficult to apply to positions not accounted for on a mark-to-market basis (i.e., transactions that are accounted for on an accrual or other basis) or to positions that are illiquid.  Earnings-at-Risk is a primary risk measurement tool for such positions, as it represents the extent to which earnings may vary over a specified time period, with the applicable time period customarily defined as the life of the asset or contract.  The net aggregate economic Earnings-at-Risk shall be calculated for such positions as required by the Risk Management Committee.  The underlying calculation will adopt the same method as the standard VaR metric, with the exception that an appropriate liquidation horizon, usually significantly greater than one day, shall be chosen as appropriate for the specific position.  
Earnings-at-Risk measures do not form part of the established limit structure, although they shall be considered in an overall assessment of the Company’s risk profile, risk appetite and required returns on risk. 
3.1.6 [bookmark: __RefHeading___Toc521351904]Hedging or Transfer of Market Risks
For purposes of this Policy, hedging shall mean activities that reduce risk or that transfer or convert one type of risk or position to another deemed more tolerable; under this definition, hedging does not necessarily have any accounting significance or qualify for hedging under Statement of Financial Accounting Standards No. 133.  If an Enron Business Unit incurs an exposure within a Portfolio other than the Trading Portfolio and wishes to hedge such exposure, it must do so by executing a transaction with the appropriate Authorized Trader in the Trading Portfolio.  RAC shall be notified of any significant transactions for which the hedging transaction and the underlying position are reported in different Portfolios.  All hedge positions should have an observable correlation with the underlying exposure, and should be rebalanced regularly to substantially neutralize the underlying exposure.
The Company manages its trading activities by segregating different types of risks in each position, and aggregating risks along Commodity Group lines across each Portfolio.  If in the ordinary course of its business an Enron Business Unit or trading desk incurs an exposure in the Trading Portfolio to an underlying commodity or financial instrument for which it does not have explicit trading authority, it must either: (a) hedge that exposure with the Authorized Trader who does have that specific authority, or (b) request approval from the Risk Management Committee to carry the position and manage the exposure.   The Risk Management Committee may authorize this activity by approving a Commodity Group to be traded in that Enron Business Unit under a corresponding Commodity Group Limit.  Such authorization may be restricted in some manner; any such restrictions shall be documented in a memo for the files that describes the nature of the position, the authorized size of the position (i.e., Net Open Position and/or Maturity/Gap Position limit) and the VaR limit for the position.  
3.1.7 [bookmark: __RefHeading___Toc521351905]Foreign Currency and Interest Rate Exposure
The Company is exposed to foreign currency exposure and interest rate exposure in each of its Portfolios.  The foreign currency desk shall manage the currency exposure of the Trading Portfolio, and the interest rate desk shall manage the interest rate exposure of the Trading Portfolio, with the exception of such positions in the Company’s pipeline and domestic utility business units.  Significant unhedged interest rate and foreign currency exposure elsewhere in the Company, whether mark-to-market exposure or overall economic exposure, shall be reviewed by the Risk Management Committee individually, and in the aggregate with the Trading Portfolio, to determine the appropriate risk management strategy for the Company’s interest rate and foreign currency exposures.
The following provisions of this Policy refer to currency and interest rate risks embedded in the Portfolios or in the individual or consolidated financial statements of the Company.  The sources of these risks with regard to foreign currency can be characterized broadly as including:
1. Currency risk remaining in the positions and sub-portfolios that comprise the Trading Portfolio and that are denominated in currencies other than US dollars;
x. Currency risk in investments in overseas assets or projects, where the carrying value of the investment is denominated in currencies other than US dollars;
xi. Currency risk in respect of earnings, after local expenses, in currencies other than US dollars, where no amount has been remitted, in US dollars, to the Company; and
xii. Currency risk in cash balances held in currencies other than US dollars.
The sources of these risks with regard to interest rate risk can be broadly characterized as including:
1. Interest rate risk remaining in the net assets and liabilities, including settled cash, of the positions and sub-portfolios comprising the Trading Portfolios
xiv. Interest rate risk arising from cash-flow mismatches in the re-pricing profiles of funding transactions
xv. Interest rate risk arising from funding requirements of contracts or obligations not accounted for on a mark-to-market basis
3.1.8 [bookmark: __RefHeading___Toc521351906]Market Parameters
All risk metrics and processes outlined in this Policy are derived from a combination of market parameters, such as prices, volatilities and correlations. If such parameters are outdated, or do not in some other way accurately reflect market conditions, risk and performance data derived from such market parameters will be distorted and the Company’s ability to manage risk will be impeded.  Consequently, upon request, each Enron Business Unit and GRMO shall provide RAC with evidence of all market parameters (e.g., curve validation) used by them in the calculation of Risk Metrics and in the measurement of profits and losses, including, but not limited to the following: (a) price and volatility curves; (b) correlation and risk factors; and (c) benchmark conversion factors.  This evidence may be verified by RAC at its discretion.
3.1.9 [bookmark: __RefHeading___Toc521351907]Model Maintenance and Review
Each Enron Business Unit shall follow RAC’s modeling guidelines, available upon request, in the preparation and maintenance of any valuation models. Evidence of verification of all significant model assumptions and inputs used for pricing and measuring risk in structured transactions shall be provided to RAC upon request.   RAC shall also oversee the Company’s model review process, ensuring the appropriateness of the derivative pricing models and their underlying assumptions, and any other non-standard risk measurement models or calculations.  This formalized model review process shall be developed during a transition period and implemented as directed by the Risk Management Committee.
3.2 [bookmark: __RefHeading___Toc521351908]Risk Measurement for Credit Risk
Credit risk is a function of: (a) the value of the position exposed to default; (b) the proportion of this value that could be recovered in the event of a default; and (c) the probability of default or shifts in credit quality.  Limits and reporting procedures for credit risk are described in Section 4.2 of this Policy.
3.2.1 [bookmark: __RefHeading___Toc521351909]Mark-to-Market Credit Exposure
Mark-to-market exposure is the current replacement value of a contract that could be lost if a counterparty defaults today.  The potential for a credit loss arises when a counterparty defaults on a contract that is in the money to the Company or is an asset of the Company at the time of default.
3.2.2 [bookmark: __RefHeading___Toc521351910]Counterparty VaR Exposure
Counterparty VaR exposure is the potential difference in the value of a current counterparty contract if fluctuations occur in such parameters as market prices, interest rates or exchange rates.
3.2.3 [bookmark: __RefHeading___Toc521351911]Physical Delivery Credit Exposure
Physical delivery exposure is the value of the physical product delivered to a counterparty prior to receiving payment for such product.  A receivable is equal to the volume of the product delivered multiplied by the price per volumetric unit.
3.2.4 [bookmark: __RefHeading___Toc521351912]Settlement Credit Exposure
Settlement exposure is the risk that payment will not be made by a counterparty as of the contractual due date.
3.3 [bookmark: __RefHeading___Toc521351913]Risk Measurement for Operational Risks
Operational risk is defined as the risk of direct or indirect loss from inadequate or failed internal processes, people and systems, or from external events.  Operational risk overlaps with many other risk classes.  An operational risk event might also increase the Company’s exposure to market, credit, liquidity, reputation, regulatory and legal risk.
For purposes of this Policy, the definition of operational risk does not include strategic risk, asset operations risk or environmental risk.   Strategic risk, asset operations risk and environmental risk shall be: (a) assessed for new positions as required under the Transaction Approval Process in Appendix D and (b) monitored and managed for existing positions by the Enron Business Unit responsible for the position.
The Risk Management Committee shall designate individuals in GRMO and each Enron Business Unit to work with RAC to develop systems and processes that enable the Company to better evaluate its operational risk.  Operational risk will be evaluated based on various qualitative assessments and limited quantitative analysis until parameters and metrics necessary for quantitative measurement can be defined and implemented. The Company’s primary objective for monitoring its exposure to operational risk is to a) identify the derivation of operational risk exposures and b) to improve the Company’s systems and processes to mitigate such risk.  Guidelines and reporting procedures for operational risk are described in Section 4.3 of this Policy.
3.4 [bookmark: __RefHeading___Toc521351914]Risk Measurement for Liquidity/Funding Risk
Liquidity/funding risk focuses on whether the Company is able to raise enough capital (whether through debt, equity, or counterparty collateral) to meet its cash and collateral requirements, and is a function of funding liquidity and position liquidity.  Margin deposits received and margin deposits required under the Company’s Trading Portfolio have a significant impact on the Company’s funding requirements, and are often determined by changes in commodity prices.  Position liquidity refers to the extent to which a position can be liquidated quickly, and in large volume, without substantially affecting the position’s price.  Key determinants of the liquidity of a position and the cost of liquidation include: (a) the level of third-party interest and market activity in the asset, (b) the time period available to convert the asset to cash, (c) the size (value or volumes) of the asset, and (d) perception of the Company in the marketplace.  Active management of funding requirements and capital availability should minimize funding shortfalls.  See Section 4.4 for the limit structure and reporting guidelines.
The Liquidity Exposure Ratio (“Liquidity Ratio”) is the primary metric of the Company’s liquidity/funding risk to be implemented under a transition period determined by the Risk Management Committee.  The Liquidity Ratio shall be calculated daily over a specified time period by dividing (a) the sum of the Company’s (i) Future Available Cash and (ii) Borrowing Capacity, by (b) the Company’s Potential Future Cash Requirements.  Future Available Cash shall represent the Company’s current cash-flow forecast as determined by the accounting department, considering operating and investing activities.  Borrowing Capacity shall be determined by the treasury department, and shall be calculated as the sum of: (a) commercial paper; (b) uncommitted bank lines and loan sales lines; (c) letter of credit facilities; (d) accounts receivable; (e) shelf registrations for public debt issues; and (f) shelf registrations for public equity issues.  Potential Future Cash Requirements shall be calculated by the Trading Portfolio’s risk systems and shall represent a simulation of margin exposure and collateral requirements for the Trading Portfolio.
Liquidity stress testing shall be performed periodically, as determined by the Chief Risk Officer, to quantify the liquidity/funding risks associated with specific positions.  Such stress testing may include specific asset liquidity stress tests to quantify the risks associated with illiquid positions.  Results of liquidity stress testing will be made available to the CEO and to other parties at the discretion of the Chief Risk Officer.
3.5 [bookmark: __RefHeading___Toc521351915]Returns on Risk Capital
A fundamental premise of this Policy is that no major risk shall be assumed without due consideration for the expected return on that risk, both on an individual transaction basis and in terms of that transaction’s impact on the aggregate risk profile of the Company.  Risk and associated returns shall be assessed consistently in order to facilitate meaningful comparisons between businesses, asset classes and risk types.
Each Enron Business Unit, as a user of Risk Capital, must report periodically to the Chief Risk Officer regarding how its capital has been used and what returns were realized on such capital.  These results may be included in the reports made by the Chief Risk Officer to the Finance Committee at their regularly scheduled meetings.  The following measurement methodologies and metrics are approved for use in determining returns on Risk Capital.
3.5.1 [bookmark: __RefHeading___Toc521351916]Return on Value-at-Risk (“RoVaR”)
Return on Value-at-Risk (“RoVaR”) is defined as aggregate profit and loss, divided by the average daily VaR for the same period.  GRMO shall calculate RoVaR at least quarterly for each Commodity Group that the Enron Business Unit is authorized to trade and for all the Commodity Groups traded by the Enron Business Unit in aggregate. These calculations shall be made in accordance with RAC guidelines, and the results of these calculations shall be provided to the Chief Risk Officer or his designee.
3.5.2 [bookmark: __RefHeading___Toc521351917]Credit Pricing and Return on Credit Risk 
To enable the Company to accurately charge for and allocate a portion of the Risk Capital associated with credit risk, credit reserves shall be established to reflect potential credit losses in the event of counterparty default.  These credit reserves shall be funded on a deal-specific basis at the discretion of the vice-president in charge of the credit risk management function in RAC by applying a probabilistic model that simulates defaults based on counterparty ratings and calculating expected losses over the term to maturity for transactions.  Credit reserves will be assessed across the Portfolios and tested for adequacy on a monthly basis.
Return on credit risk represents the extent to which returns from a given class of credit risk exceed the market price for that credit risk.  Commodity transactions should be priced to account for the customers’ credit rating, thereby adequately compensating the Company for assuming this credit risk. 
3.5.3 [bookmark: __RefHeading___Toc521351918]Return on Capital-at-Risk (“RoCaR”)
Return on Capital-at-Risk (“RoCaR”) represents the aggregate of expected returns against aggregate Risk Capital.  This metric shall be applied as appopriate to facilitate the comparison of different types of transactions across the company using a common framework.  RoCaR shall be considered in the Transaction Approval Process for non-standard transactions discussed in Section 5 of this Policy.
4 [bookmark: __RefHeading___Toc521351919]Preservation of Capital
The Company shall preserve and safeguard capital from the impacts of market, credit, operational and liquidity/funding risks in accordance with its risk appetite.  To preserve capital, measurement techniques and associated reporting standards shall be applied for each primary risk factor.  A limit structure shall be applied for market, credit and liquidity/funding risks.
4.1 [bookmark: __RefHeading___Toc521351920]Capital Associated with Market Risk
The Company’s capital is constantly exposed to the risk of loss that arises from movements in market prices, commodity volumes and other factors.  Market risk shall be captured and managed on a daily basis for transactions and positions within the Trading Portfolio, the Merchant Portfolio, the Capital Portfolio and the Regulated Portfolio, and on a periodic basis for the Other Assets and Contracts Portfolio as determined by the Chief Risk Officer.
4.1.1 [bookmark: __RefHeading___Toc521351921]Limit Structure for Market Risks
Primary control of market risk is established through limits approved by the Board, the CEO, the Risk Management Committee, and the Office of the Chairman of the appropriate Enron Business Unit.  The risk appetite of the Company is established by senior management and ratified by the Board.  It is the responsibility of senior management to engage in risk-taking activities in accordance with the Company’s risk appetite within approved risk/return boundaries required by investors, lenders and credit rating agencies.   These limits are used to promote the appropriate level of awareness by both the Company’s senior management and Enron Business Unit personnel to ensure that risks are known, communicated and appropriately evaluated in light of the Company’s business and risk management objectives and strategies.  
Criteria considered in establishing risk limits shall include, among other factors, relevant market analysis, market liquidity, prior track record, business strategy, trader experience, appropriate implementation of a trader level limit structure, risk management infrastructure, and qualitative operational risk assessment.  
The Company’s market risk limits and sub-limits shall be applied on a daily basis as described in the following sections, based on the close-of-business positions at the following levels for each Portfolio, with each level being subordinate to the ones above it: 
1. Portfolio level
xvii. Market concentration level
xviii. Business unit level 
xix. Commodity Group level
xx. Trader/desk level
4.1.1.1 [bookmark: __RefHeading___Toc521351922]Portfolio Market Risk Limits (“Portfolio Limits”)
The Board shall approve an aggregate VaR Limit for the Trading Portfolio and for the Regulated Portfolio (“Portfolio Limits”).  The Board shall also approve an ETL Advisory Limit (“ETL Limit”) for the Trading Portfolio.  The Trading Portfolio limits are specified in Appendix A, and this limit applies to the Company’s entire Trading Portfolio, including certain activities in the pipeline and domestic utility business units.   The Regulated Portfolio limits covering different positions within the pipeline and domestic utility business units are also specified in Appendix A.  The other Portfolios in Section 2 of this Policy do not have limits at the Portfolio level, although they may provide a VaR measurement at this level.  They may, however, have limits applied to positions within their Portfolio, as noted in the following sections.
4.1.1.2 [bookmark: __RefHeading___Toc521351923]Market Risk Concentration Limits (“Concentration Limits”)
For certain Portfolios, the Board shall approve individual VaR limits subordinate to Portfolio VaR Limits representing the maximum risk appetite for specific markets or activities (“Concentration Limits”).  These Concentration Limits aggregate risk into categories of positions under a methodology approved by the Risk Management Committee.  Concentration Limits enable the Board to limit the Company’s exposure to certain markets and activities, while providing management with the flexibility to establish and modify Enron Business Unit Limits and Commodity Group Limits as business strategies and markets change.   
The Risk Management Committee shall ensure the Enron Business Unit Limits described in Section 4.1.1.3 of this Policy and Commodity Group Limits described in Section 4.1.1.4 of this Policy are allocated in a manner that provides for compliance with these Concentration Limits.  Specific monitoring and reporting requirements in accordance with Section 4.1.2.2.2 of this Policy shall ensure these Commodity Groups are aggregated across the Company to facilitate the monitoring of compliance with Concentration Limits.  
The Board shall approve Concentration Limits within the Trading Portfolio as specified in Appendix A, for the following categories: (a) Americas Natural Gas; (b) Americas Electricity; (c) European Natural Gas and Electricity; (d) Products; (e) Financials; and (f) Emerging Businesses. 
The Board shall approve a Concentration Limit on transactions captured within the Capital Portfolio related to Enron stock (see Appendix  A).  Other positions within the Capital Portfolio are subject to risk measurement, but are not subject to this limit.
4.1.1.3 [bookmark: __RefHeading___Toc521351924]Enron Business Unit Market Risk Limits (“Enron Business Unit Limits”)
The Risk Management Committee and the Chief Executive Officer shall determine an overall limit for each Enron Business Unit (“Enron Business Unit Limits”) holding a position in the Trading Portfolio or the Regulated Portfolio. These limits shall be expressed as amounts of aggregate VaR for the Commodity Groups approved for trading within that Enron Business Unit.  The Enron Business Unit Limits are subordinate to Concentration Limits and Portfolio Limits.  As a result, the risk taken within all of the Enron Business Units cannot in aggregate conflict with the appetite for risk in any individual Concentration Limit or Portfolio Limit approved by the Board.  These limits shall be reviewed periodically by the Risk Management Committee and can be modified by the Risk Management Committee and the CEO at any time at their discretion.  
4.1.1.4 [bookmark: __RefHeading___Toc521351925]Commodity Group Market Risk Limits (“Commodity Group Limits”)
The Risk Management Committee must approve the individual Commodity Groups that will be traded within each Enron Business Unit, as well as the products that are authorized for trading within a specific Commodity Group (such products are hereinafter referred to as “Authorized Products”).   See Appendix A for a listing of existing, approved Commodity Groups as of the date of the most recent amendment to this Policy.  
The Chief Risk Officer or his designee shall determine whether a new product that an Enron Business Unit is proposing to trade is a standard product easily combined with the other products in the same Commodity Group or a unique product to the Company that needs to be placed in a new Commodity Group.  The Risk Management Committee together with the CEO may establish a new Commodity Group for a new product.  
The Risk Management Committee together with the CEO shall grant limits for individual Commodity Groups (“Commodity Group Limits”) applicable for each Enron Business Unit with positions in the Trading Portfolio or in the Regulated Portfolio.  Commodity Group Limits represent the limits for a Commodity Group within a specific Enron Business Unit, and shall be expressed as some combination of: (a) a maximum Net Open Position; (b) a maximum Maturity/Gap Position; (c) a maximum VaR; (d) a maximum EVaR and/or ETL; or (e) other metric recommended by the Risk Management Committee.   RAC shall notify the appropriate individuals within the Enron Business Units and GRMO of any change in limits at least one day prior to the opening of trading for which the new limits are effective.
Commodity Group Limits may be granted for the same Commodity Group to more than one Enron Business Unit, and accordingly, such limits shall be set at a level that ensures compliance with the Board approved Concentration Limits.  Although more than one Enron Business Unit may be authorized to trade a single Commodity Group, only one Head Trader shall be designated for each Commodity Group across the Company, except for the pipeline and domestic utility business units who shall designate their own Head Traders.  Such Head Trader and his staff are the only individuals authorized to trade with third parties on behalf of the Company.  All other transactions in this Commodity Group across the Trading Portfolio, with the exception of the pipeline and domestic utility business units, must be executed with such Head Trader’s desks.  
4.1.1.5 [bookmark: __RefHeading___Toc521351926]Trader/Desk Level Sub-Limits (“Trader/Desk Sub-Limits”)
The Enron Business Units with Commodity Group Limits may utilize a limit structure established by the Office of the Chairman of the Enron Business Unit at the trader and/or desk level (“Trader/desk Sub-Limits”).  These sub-limits shall be subordinate to the Commodity Group Limits assigned to that Enron Business Unit.  Trader/desk Sub-Limits facilitate monitoring and control of exposure to specific geographical regions and other components of market exposure as deemed necessary by the Office of the Chairman of the Enron Business Unit.  The effective utilization of these limits as risk management tools by Head Traders shall be considered in determining operational risk and in allocating Risk Capital through the establishment of Enron Business Unit Limits and Commodity Group Limits.  
These Trader/Desk Sub-Limits are not subject to the formal Limit Violation and Loss Notification requirements described in Section 4.1.2.3 of this Policy, nor are they required to be specifically reported in the reports described in Sections 4.1.2.2.1 or 4.1.2.2.2 of this Policy.
4.1.1.6 [bookmark: __RefHeading___Toc521351927]Market Risk Limit Structure for Other Portfolios
The Merchant Portfolio and the Other Assets and Contracts Portfolio are not subject to market risk limits, as those positions have been subject to individual review via the Transaction Approval Process and other ongoing management procedures.  However, each Enron Business Unit shall provide RAC with all necessary information to quantify and monitor the market risk inherent in those transactions that are part of the Merchant Portfolio and the Other Assets and Contracts Portfolio, as directed by the Risk Management Committee.  RAC shall perform certain analyses and reports on these Portfolios as further described in Section 6.8 of this Policy.
4.1.1.7 [bookmark: __RefHeading___Toc521351928]Exchange Limits
Each Enron Business Unit may be subject to limits and other requirements imposed by exchanges, including the New York Mercantile Exchange, the Chicago Board of Trade, the International Petroleum Exchange and the London Metals Exchange.  All Enron Business Units shall comply with any such limits, as may be modified from time to time, and shall provide a periodic summary of compliance with such limits to the Company’s legal department and to the Chief Risk Officer or his designee.
4.1.2 [bookmark: __RefHeading___Toc521351929]Administration and Reporting of Market Risks
4.1.2.1 [bookmark: __RefHeading___Toc521351930]Limit Changes and Policy Modifications
The Board must approve any modifications of Portfolio Limits or Concentration Limits, as well as any changes, amendments, supplements or updates to this Policy.   The Risk Management Committee is authorized to interpret and clarify this Policy in compliance with the Policy’s stated objectives between meetings of the Board of Directors.
The Office of the Chairman of an Enron Business Unit may request an allocation of additional Risk Capital by submitting a memo to the Risk Management Committee justifying the allocation.  All grants of additional Risk Capital must be made within the Portfolio Limits and Concentration Limits established by the Board.  The Risk Management Committee and the CEO may, at their discretion, reallocate Enron Business Unit Limits and Commodity Group Limits in order to increase the limit of the requesting Enron Business Unit and, concurrently, remain in compliance with the Portfolio Limits and Concentration Limits.  The new limits shall be effective no earlier than the trading day following the date of the request and must be ratified by the CEO.  
4.1.2.2 [bookmark: __RefHeading___Toc521351931]Position Reporting
Another key objective of the Company’s enterprise-wide risk management framework is to provide employees and managers with a comprehensive understanding of how the Company is positioned compared to various markets and exposures.  This objective can only be achieved if the risks inherent in all of the Company’s Portfolios are measured and reported in a meaningful fashion that facilitates the implementation of corporate risk mitigation strategies and supports informed decision making.  The following reporting requirements (which may be modified by RAC on an ongoing basis to ensure best practices are applied throughout the Company) must be followed by all employees of the Company involved in risk management activities.  
Reporting is the responsibility of GRMO or another middle office function for each Enron Business Unit. Moreover, each Authorized Trader who is responsible for complying with a specific limit must review the position reports for which they are responsible, prior to commencement of the next day’s trading to ensure that their trading strategy for the upcoming day’s activity is in compliance with their limits.  Reporting of market risks shall generally be reported on a mark-to-market basis, regardless of the type of accounting actually applied to the transactions.
Certain federal and state regulatory requirements prohibit the Company’s pipeline and domestic utility businesses from sharing certain information with affiliated non-regulated businesses.  Consequently, reporting of such information for these specific Enron Business Units shall not be provided to other Enron Business Units. Any employee who has questions about marketing affiliate issues should immediately contact the vice-president for regulatory and legislative affairs or an equivalent officer at the appropriate Enron Business Unit.
4.1.2.2.1 Enron Business Units Daily Position Report
GRMO 	shall prepare, distribute and make available data from the Trading Portfolio and the Merchant Portfolio creating a daily report (the “Enron Business Units Daily Position Report”).  The Enron Business Units Daily Position Report shall compare Portfolio Limits, Enron Business Unit Limits, and Commodity Group Limits for that Enron Business Unit to corresponding actual results, as well any other risk parameters required by RAC.  
The amounts by which the mark-to-market value of a Commodity Group can change for unit changes in all market parameters over the term structure and on a net aggregate basis shall be disclosed either in the Enron Business Units Daily Position Report or its supporting schedules.  For positions with option or non-linear risks, the concentration of sensitivities (Delta, Gamma, Vega, Theta, Rho and Eta) shall also be disclosed in the report or in its supporting schedules.  The supporting schedules shall also detail any change in the valuation of reserves.
4.1.2.2.2 Enron Concentration Limit Daily Position Report
In order to monitor each Concentration Limit, and to aggregate the Company’s consolidated results of the Trading Portfolio on a Commodity Group basis, GRMO shall issue a daily report (the “Enron Concentration Limit Daily Position Report”) that includes all positions within the Trading Portfolio consolidated across the Company by Commodity Group.  The Capital Portfolio’s Concentration Limit shall also be included in this report.  
4.1.2.2.3 Regulated Portfolio Reporting
Each Enron Business Unit that manages positions included in the Regulated Portfolio must prepare, distribute and make available to RAC, under a transition plan governed by the Risk Management Committee, a daily report that compares limits to actual results, as well as any other risk parameters required by RAC.  This Portfolio shall be reported on a mark-to-market basis, regardless of the type of accounting actually applied to the transactions.  
4.1.2.2.4 Other Assets and Contracts Portfolio Reporting
Each Enron Business Unit that manages positions included in the Other Assets and Contracts Portfolio must prepare, distribute and make available to RAC, a monthly report that discloses Earnings-at-Risk and any other risk parameters as required by the Risk Management Committee.  The preparation of this information for positions included in the Other Assets and Contracts Portfolio is new for most Enron Business Units and accordingly, the Risk Management Committee shall approve an extended transition plan addressing when each Enron Business Unit must begin providing this information. 
The Risk Management Committee shall consider the impact of the separate Portfolio reporting when considering the risk of individual Portfolios.  An underlying position in the Other Assets and Contracts Portfolio may be hedged with a transaction in the Trading Portfolio, or vice versa.  Consequently, a risk aggregation methodology shall be considered by RAC as the development of risk measurement and reporting for the Other Assets and Contracts Portfolio advances.

4.1.2.3 [bookmark: __RefHeading___Toc521351932]Limit Violation and Loss Notification Requirements
Any instances when (a) actual results are in excess of corresponding limits (hereinafter referred to as “Limit Violations”), (b) losses are in excess of corresponding stop-loss advisory limits (hereinafter referred to as “Loss Notifications”), or (c) when ETL exceeds the ETL Limit (hereinafter referred to as “ETL Notifications”) must be reported to the designated parties as described in the following sections.
The Authorized Trader responsible for compliance with the limits is responsible for providing a thorough written explanation of any Limit Violations, Loss Notifications, and ETL Notifications, as well as a plan for complying with the limit structure.  Unless specifically authorized by the Risk Management Committee, the Head Trader must modify his risk-taking activities as quickly as possible to comply with the limits specified.
Based upon stress test results or other indicators of exposure, the Chief Risk Officer may require a full review by RAC of any position or group of positions.  RAC also may determine that certain management notifications regarding trading results are required, in addition to those described herein.  A summary of any review, along with corresponding recommendations from RAC, may be presented to the Risk Management Committee to facilitate their Risk Capital allocation to Enron Business Units, and other evaluation of individual Enron Business Units’ risk-taking activities.
All Portfolio Daily Loss Notifications and a summary of Portfolio Limit Violations and Concentration Limit Violations, along with an analysis of Enron’s market risks, shall be reported by the Chief Risk Officer to the Audit and Compliance Committee of the Board of Directors (“Audit Committe”) and/or the Finance Committee of the Board of Directors (“Finance Committee”) at regularly scheduled Audit Committee and Finance Committee meetings.
4.1.2.3.1 Portfolio Limit Monitoring and Reporting
If any of the following situations occurs in regards to any Portfolio, such situation shall be reported immediately to the Chief Risk Officer, the President of Enron Corp. (the “President”), the CEO and others at their discretion: (a) the aggregate VaR exceeds the corresponding Portfolio Limit causing a Limit Violation,  (b) the net sum total of Daily Profit or Loss for each of the Commodity Groups assigned to that Portfolio exceeds the corresponding Portfolio Limit triggering a Loss Notification (c) the net sum total of Cumulative 5-Day Profit or Loss for each of the Commodity Groups assigned to that Portfolio exceeds 225% of the corresponding Portfolio Limit triggering a Loss Notification; or (d) the ETL exceeds the ETL Limit for that Portfolio causing an ETL Notification.  The occurrence of a situation under either (a) or (b) above shall also be reported immediately to the Chairman of the Board of Enron Corp. and the Chairman of the Finance Committee.  
4.1.2.3.2 Concentration Limit Monitoring and Reporting
If any of the following situations occurs in regard to any Concentration Limit, such situation shall be reported immediately to the Chief Risk Officer, the President, the CEO and others at their discretion: (a) the aggregate VaR for the Commodity Groups assigned to that Concentration Limit exceeds the corresponding Concentration Limit causing a Limit Violation; (b) the net sum total of Daily Profit or Loss for each of the Commodity Groups assigned to a specific Concentration Limit exceeds the corresponding Concentration Limit; or (c) net sum total of Cumulative 5-Day Profit or Loss for each of the Commodity Groups assigned to a specific Concentration Limit exceeds 225% of the corresponding Concentration Limit. 
4.1.2.3.3 Enron Business Unit Limit Monitoring and Reporting
If any of the following situations occurs in regard to any Enron Business Unit, such situation shall be reported immediately to the Chief Risk Officer, the President, the CEO and others at their discretion:  (a) the aggregate VaR for Trading Portfolio positions within that Enron Business Unit exceeds the corresponding Enron Business Unit Limit causing a Limit Violation; (b) the net sum total of Daily Profit or Loss for each transaction that is subject to the Enron Business Unit Limits exceeds the corresponding Enron Business Unit Limit; or (c) the net sum total of Cumulative 5-Day Profit or Loss for each transaction that is subject to the Enron Business Unit Limit exceeds 225% of the corresponding Enron Business Unit Limit.
4.1.2.3.4 Commodity Group Limit Monitoring and Reporting
If one of the following occurs in regard to any Commodity Group authorized to be traded within an Enron Business Unit, such situation shall be reported immediately to the Chief Risk Officer, the President, the CEO and others at their discretion:  (a) any Net Open Position, Maturity/Gap Position or VaR for the positions within the Enron Business Unit exceeds the corresponding limit for that Commodity Group within that Enron Business Unit causing a Limit Violation, (b) the Daily Profit or Loss for that Commodity Group in that Enron Business Unit is a loss that exceeds the corresponding VaR, or (c) the Cumulative 5-Day Profit or Loss is a loss for that Commodity Group within that Enron Business Unit that exceeds 225% of the corresponding VaR limit.
4.1.2.3.5 Trader/Desk Sub-limit Monitoring and Reporting
GRMO shall provide limit monitoring and reporting to the Head Traders as appropriate for any Trader/desk level limits established by the Office of the Chairman of the Enron Business Unit.  The formal documentation of loss notifications and limit violations for Trader/desk level limits is not required under this Policy.
4.2 [bookmark: __RefHeading___Toc521351933]Capital Associated with Credit Risk

The capital required to support credit risk shall be quantified, administered and reported as noted in the following sections of this Policy.  RAC develops and administers credit policies, assesses credit quality, approves counterparty credit risk, establishes appropriate limits and monitors counterparty credit exposures for each Portfolio.  The Merchant Portfolio is subject to the Transaction Approval Process and ongoing portfolio analysis performed by RAC, and any credit exposures are identified through those processes.  The Regulated Portfolio has its own unique credit procedures to comply with regulatory requirements.  Credit exposures across all Portfolios shall be aggregated and reviewed by RAC on a regular basis, under a transition period to be governed by the Risk Management Committee.
RAC may utilize credit mitigation techniques to effectively manage credit risk and to protect the Company in the event of counterparty defaults.  Accordingly, RAC may transfer credit risk by executing credit linked structured deals or credit derivative trades as well as by securing insurance or monetizing transactions.  Alternatively, RAC may attempt to reduce or mitigate counterparty exposure by: (a) collecting collateral in the form of cash, letters of credit or cash equivalents, (b) mitigating credit risk through bank guarantees, and (c) accepting other security as negotiated and agreed with a counterparty.
4.2.1 [bookmark: __RefHeading___Toc521351934]Limit Structure/Guidelines for Credit Risk Assessment
Assessing counterparty creditworthiness is an integral part of determining the Company’s credit risk.  RAC has developed various guidelines and standards described in the following sections for internal ratings, credit limits, tenor limits and counterparty reassessments to assist in limiting and monitoring credit exposure.  RAC personnel conduct all assessments of counterparty creditworthiness.
Following an initial assessment of a counterparty’s creditworthiness, RAC personnel monitor changes in the counterparty’s financial condition, including qualitative factors that would affect the initial assessment.  The timing of the review cycle is a function of the risk level of the products involved, the credit quality and activity of the counterparty and the counterparty’s credit history with the Company.  As a result, the reassessment of an active counterparty is a matter of analyst discretion, but, at a minimum, counterparties with an exposure over $50 million should be reassessed semi-annually.  In addition, non-investment grade counterparties should be reassessed annually, while investment grade counterparties should be reassessed bi-annually.  The same review process and approval levels indicated below shall apply to a counterparty’s reassessment.
4.2.1.1 [bookmark: __RefHeading___Toc521351935]Internal Ratings
As part of the counterparty approval and assessment process, RAC shall assign each counterparty a credit risk rating (an “E-Rating”) on a scale of 1 to 12 (see Appendix B).  The primary objective of establishing counterparty E-Ratings is to provide a framework for approving credit risk and for monitoring the quality of the Company’s portfolio of credit risk.  Consistent application of the E-Rating framework shall ensure the consistency of credit risk assessments across counterparties.  In determining E-Ratings, RAC shall review quantitative and qualitative counterparty information. Such information includes, but is not limited to:
1. Published credit rating (e.g., Standard & Poors, Moody’s and other rating agencies)
xxii. Financial statements
xxiii. Financial ratio analysis
xxiv. Management expertise
xxv. Rank within industry
xxvi. Reputation
xxvii. Strategic direction
xxviii. Trading activities and controls
xxix. Sovereign risk
If public credit ratings are available, RAC shall utilize the public ratings as a benchmark when establishing an E-Rating.  Additional quantitative data may be analyzed with a financial scoring model that calculates a risk grade for a counterparty against a representative peer group based on profitability, liquidity, debt service and leverage.  RAC shall utilize the Financial Analysis Management System (FAMAS), or another financial scoring model as approved by the vice-president in charge of the credit risk management function in RAC, in conjunction with LA Encore that combines judgmental and factual data about a borrower to analyze creditworthiness.  These key quantitative results impact the final E-Rating assigned to a counterparty.  However, the quality of the creditworthiness assessment is often contingent upon the availability of financial or public information.
Qualitative data shall be obtained from external sources such as reference materials, interviews with counterparty management, analyst commentary and other sources providing tangible insight.  The strength and vision of the counterparty’s management are critical subjective factors in assessing the viability of the counterparty’s business.  This information compliments RAC’s knowledge of the counterparty gained through quantitative analysis.
4.2.1.2 [bookmark: __RefHeading___Toc521351936]Credit Limits
In assessing counterparty creditworthiness, RAC shall establish one global Credit Limit for each active counterparty.  These limits provide a framework for monitoring exposure against limits and managing the Company’s concentration of exposure to a particular counterparty or group of counterparties.  Credit limits are approved and governed by the Credit Risk Procedures reflected in Appendix C and are subject to review and adjustment at the discretion of the vice-president in charge of the credit risk management function in RAC.
Both quantitative and qualitative information can provide input to RAC’s decision on limits.  The Company’s risk appetite for a particular counterparty is impacted by counterparty’s credit profile, the volume of business the Company expects to transact with the counterparty and the counterparty’s relative size in relationship to other participants in the applicable industry.  Various other Credit Limits may be established for a counterparty based on the level and type of trading activities conducted by the Company and that counterparty.  These limits may be reflected as contractual thresholds or established for internal guidance purposes.  Guidance Credit Limits are used so that RAC can accurately monitor and manage the overall credit risk for a counterparty, while contractual limits are used to manage risk within specific transactions.  Counterparty Credit Limits are captured and maintained in RAC to facilitate effective monitoring and reporting and should be filed in a counterparty’s credit file.
4.2.1.3 [bookmark: __RefHeading___Toc521351937]Tenor Limits
In addition to establishing a global Credit Limit for each counterparty, RAC shall set one global Tenor Limit (i.e., maximum term to maturity) for active counterparties.  Tenor limits provide acceptable risk for long-term transactions in which credit risk increases with maturity due to: (a) greater probability of a counterparty default; (b) higher volatility or change in market prices that leads to increased credit exposure; and (c) larger volumes on average for longer-term deals. RAC also retains the flexibility to restrict the tenor of specific products as appropriate.  
RAC approval authority is outlined in the table set forth in Appendix C, and is subject to review and adjustment at the discretion of the vice-president in charge of the credit risk management function in RAC.
4.2.2 [bookmark: __RefHeading___Toc521351938]Administration and Reporting for Credit Risks
A number of resources and monitoring tools are utilized to assist RAC in the credit management process, including the Credit Aggregation System (“CAS”) and counterparty credit files.  Other internal or external analytical tools are also available to assist with counterparty credit assessment.  To the extent a counterparty’s exposure exceeds its pre-assigned limit, the excess should be reported to the Chief Risk Officer or his designee.
RAC shall prepare various reports to quantify and report significant credit risks created by the Company’s trading activities and to summarize critical credit risk indicators.  These reports shall be provided to the Chief Risk Officer upon request so that he can determine the form and manner in which such reports will be made available to senior management and the Board.   These reports may include, but are not limited to, credit reserves, top 25 counterparty exposures, E-Rating exposures, industry exposures, counterparty concentrations and non-performing or distressed assets.  In addition to counterparty credit exposures, RAC is responsible for periodically reporting exceptions to contractual requirements to the Chief Risk Officer.   The Chief Risk Officer shall review and approve the level of the Company’s credit reserves monthly.
4.2.2.1 [bookmark: __RefHeading___Toc521351939]Documentation Approval
Various forms of agreements such as master contracts or confirmations support counterparty relationships and specific transactions.  In order to limit the Company’s credit risk exposure, RAC shall approve the credit provisions included in such documents and actively participate in the negotiation of the documents.  Agreements such as Master Firm Purchase/Sale Agreements, International Swap Dealers Association (ISDA) Master Agreements and other master contracts shall contain credit provisions authorized by RAC.    Some of the major provisions impacting credit risk include: (a) netting provisions, (b) provisions relating to the perfection of collateral and security interests, (c) Material Adverse Change (“MAC”) clauses, (d) cross default provisions, (e) set-off clauses, (f) provisions relating to the right to access and receive data, (g) provisions relating to the right to audit, and (h) provisions relating to exposure threshold(s).
4.2.2.2 [bookmark: __RefHeading___Toc521351940]Credit Aggregation System (“CAS”)
CAS enables RAC to record Credit Limits and monitor end of day credit exposure.  CAS aggregates counterparty exposure globally and displays active transactions from business unit source and back office accounting systems.  CAS also allows RAC to maintain information on credit enhancements, contractual agreements, netting rights and any other relevant counterparty information, as well as enabling RAC to prepare reports on exposures by size, exposures by Enron entity, exposures by product, collateral requirements and credit watch list participants.  Exception reports can also be generated.  Approved E-Ratings, Credit Limits and Tenor Limits are captured and maintained in CAS.  Counterparty collateral and guarantees are also captured and maintained in CAS to ensure monitoring and compliance.
4.2.2.3 [bookmark: __RefHeading___Toc521351941]Counterparty Credit Files
Credit files shall be created and maintained, as necessary, for each counterparty with a trading relationship governed by this Policy.  Credit files provide the primary support for credit approval and credit risk decisions.  To this end, files shall support the assessment of counterparties’ creditworthiness, including assessed E-Ratings, Credit Limits, and Tenor Limits, and shall contain sufficient information to explain the current status of a counterparties’ credit relationship with the Company.  Credit files also may include applicable financial statements, correspondence, rating agency reports, research, executed agreements and guarantees, corporate resolutions and any other information as deemed appropriate.  These files are confidential in nature and are controlled by RAC.
4.3 [bookmark: __RefHeading___Toc521351942]Capital Associated with Operational Risk
Operational risk losses may include the costs to fix an operational problem, payments to third parties, write downs, latent losses and contingent losses.  The Company shall maintain a rigorous control environment to manage and limit exposure to operational risk.  This protects the Company from additional market, credit and liquidity exposures arising from operational failures.
4.3.1 [bookmark: __RefHeading___Toc521351943]Guidelines for Operational Risk
Operational risk is not subject to limits under this Policy.  RAC, Enron Assurance Services, and Information Technology Compliance departments shall provide an independent focus on the operational risk management and shall work closely with each Enron Business Unit and GRMO to identify, assess, categorize, quantify and mitigate exposure to operational risk.  The collection of internal loss data will allow a transition, over time, to more sophisticated measurement methodologies.  Until internal loss information is available, the assessment of operating risk will be based on a qualitative judgment of the adequacy of the control environment and limited quantitative analysis. This assessment of operational risk  shall be considered in the Risk Capital allocation process when the Risk Management Committee establishes Enron Business Unit Limits and when RAC establishes Credit Reserves.  A list of the primary operational risk considerations is included in Appendix G of this Policy.  
4.3.1.1 [bookmark: __RefHeading___Toc521351944]Segregation of Duties.  
Enron Business Units shall keep segregated from the business groups or individuals entering into transactions each of the following activities: recording and aggregation of transactions; preparation, issuance and verification of Enron Corp. or third‑party documentation; reporting of positions and Commodity Group information; review of the reasonableness of prices and models, periodic validation of prices from independent market sources; monitoring of limits; physical and/or financial settlement of transactions; reconciliation of accounts; and preparation of financial statements.
4.3.1.2 [bookmark: __RefHeading___Toc521351945]Fundamental Operating Standards
The organizational structure for the origination, administration, review and approval of risk exposures is designed to provide a clear segregation of responsibility and accountability among risk-taking and middle-office risk management personnel.  Enron Business Units shall comply with the Company’s Fundamental Operating Standards contained in Appendix F; as such standards may be updated from time to time.  GRMO is responsible for effective implementation of the risk management framework and adherence to this Policy.  The independent risk management function, RAC, is responsible for oversight of the risk management activities throughout the Company to ensure compliance with the Policy.
4.3.1.3 [bookmark: __RefHeading___Toc521351946]Code of Ethics
All employees of the Company shall transact business with the highest integrity and in accordance with the ethical values set forth by the Company.  In particular, each employee shall comply with the Company’s Code of Ethics that includes the Company’s policies on the following matters:
1. Principles of Human Rights
xxxi. Securities Trades by Company Personnel
xxxii. Business Ethics
xxxiii. Confidential Information and Trade Secrets
xxxiv. Safety
xxxv. Use of Communication Services and Equipment
xxxvi. Internet Security
xxxvii. Governmental Affairs and Political Contributions
xxxviii. Consulting Fees, Commissions, and Other Payments
xxxix. Compliance with the Foreign Corrupt Practices Act
xl. Compliance with Antitrust Laws
xli. Compliance with Environmental Laws
xlii. Conflicts of Interests, Investments, and Outside Business Interests of Officers and Employees
xliii. Responsibility for Reporting
xliv. Compliance; Administration
These policies may be amended, altered or terminated by the Company at any time.
4.3.1.4 [bookmark: __RefHeading___Toc521351947]Information Systems Support and Business Continuity Planning
The Company shall have adequate information systems in place to support risk management activities.  The Company shall review thoroughly all material risks associated with business disruption in each Enron Business Unit’s field of endeavor and establish prudent guidelines to ensure business continuity in case of operational failure of critical systems.
4.3.1.5 [bookmark: __RefHeading___Toc521351948]Deal Oversight
Every position, active contract, investment, asset and liability, contingent or otherwise, shall be assigned to a designated employee who is responsible for the ongoing management of said position, contract, investment, asset or liability.  The Offices of the Chairman for the Enron Business Units shall ensure that each position, contract, investment, asset or liability must be actively managed, and the designated employee’s supervisor (and then their supervisor and so on) is next in line and automatically assumes responsibility for the management of that position in the absence of the designated employee.   The Risk Management Committee shall periodically review the Company for positions that may need management attention to ensure that reorganizations, transfers, and employee turnover do not interfere with the active management of all of the Company’s positions, contracts, investments, assets and liabilities.
4.3.2 [bookmark: __RefHeading___Toc521351949]Administration and Reporting for Operational Risks
As discussed in Section 3.3, a framework to better evaluate the Company’s exposure to operational risk will be developed.  This framework will include reporting requirements that address exposures to and actual losses from operational risk. 
All Enron Business Units are required to perform self-assessments of operational risk quarterly or as otherwise required by RAC.  Enron Assurance Services, Information Technology Compliance and RAC shall review the scope of each self-assessment.  The Risk Management Committee shall consider this self-assessment and other indicators of operational risk when allocating capital to the Enron Business Unit Limits. 
4.4 [bookmark: __RefHeading___Toc521351950]Capital Associated with Liquidity/Funding Risk
Liquidity/funding risk arises from the potential that funding requirements will exceed funding availability for a given time period.  Funding requirements may vary over time as a result of: (a) exchange margin requirements, collateral obligations and collateral receivables primarily related to Trading Portfolio activities; (b) new investments; (c) the payment of interest and dividends; and (d) the maturing of debt and other obligations.  Funding availability may vary over time as a result of: (a) available cash; (b) access to capital markets; (c) available collateral; and (d) the time required to convert positions to cash or liquid assets.
The Company shall use the Liquidity Ratio, liquidity stress testing and other methods as specified by the Chief Risk Officer to measure liquidity/funding risk.
4.4.1 [bookmark: __RefHeading___Toc521351951]Limit Structure for Liquidity/Funding Risk
The CEO shall approve an advisory limit for liquidity/funding risk (“Liquidity Ratio Advisory Limit”) to be implemented under a transition period approved by the Risk Management Committee.  This shall be based on the Liquidity Ratio discussed in Section 3.4 of this Policy.  The Liquidity Ratio shall be calculated using two different assumptions to calculate Potential Future Cash Requirements, the denominator of the calculation: (a) a 50% confidence level, and (b) a 99% confidence level.
4.4.2 [bookmark: __RefHeading___Toc521351952]Administration/Reporting for Liquidity/Funding Risk
The Liquidity Ratio shall be calculated on a daily basis and reported by GRMO to the CEO, the Chief Risk Officer, and the Treasury department designee.  If the Liquidity Ratio is (a) less than 3.0 using a 50% confidence level to calculate Potential Future Cash Requirements or (b) less than 1.5 using a 99% confidence level to calculate Potential Future Cash Requirements, the Chief Risk Officer shall notify the CEO and others at his discretion.  The CEO shall direct senior management to take certain actions to mitigate the Company’s liquidity/funding risk.

5 [bookmark: __RefHeading___Toc521351953]Requests for Allocation of Risk Capital
All Company transactions shall be characterized as either standard or non-standard transactions.  Standard transactions are: (a) routine transactions executed in the ordinary course of business that can be easily valued on a daily basis; (b) authorized under the market risk Portfolio Limits; and (c) executed in accordance with the credit risk procedures contained in this Policy.  Non-standard transactions include those that are unusual or require a capital investment at the outset of the transaction or during its term.  Non-standard transactions may be complex and require ad hoc consideration and specific approval as specified by the Transaction Approval Process attached hereto in Appendix D.  
RAC employs different procedures and guidelines for the analysis of deals classified as standard transactions than are applied for deals classified as non-standard transactions.  Any issues regarding the characterization of a transaction as standard or non-standard should be directed to RAC and addressed prior to or upon commencement of negotiations.  RAC determines whether a transaction is standard or non-standard, and this assessment is qualitative.  Prior to execution, each transaction shall be analyzed sufficiently to enable the different types of risk to be identified and measured.
5.1 [bookmark: __RefHeading___Toc521351954]Portfolio Risk Capital
Market risk limits assigned to each level of the Company’s limit structure represent allocations of Risk Capital. As such, the Enron Business Unit that proposes the addition of a new Commodity Group or new product shall perform a cost/benefit analysis.  This analysis shall be reviewed by RAC and by each of the relevant risk management functions.  This analysis shall include not only the business strategy and summary of specific risks inherent in this business activity, but also an assessment of the incremental costs and stresses upon the risk management infrastructure necessary to adequately control risk in compliance with this Policy, with recognition given to additional strain placed on the existing risk management environment by the new activity and the impact of a new activity on operational risk.  RAC shall present its recommendations to the Risk Management Committee for final approval.  A similar analysis of the returns on Risk Capital for individual Commodity Groups and Portfolios shall be prepared on an ongoing basis to support the continued evaluation of the Risk Capital allocation process, as described in Section 3.5 of this Policy.
Approval of credit risk exposure and operational risk exposure also represents allocation of Risk Capital.  However, credit risk limits are not assigned on a portfolio basis; instead individual transactions are subject to credit review as specified in Sections 4.2 and 5.2 of this Policy.
5.2 [bookmark: __RefHeading___Toc521351955]Transaction Specific Risk Capital
5.2.1 [bookmark: __RefHeading___Toc521351956]Approval Process for Standard Transactions
Standard transactions generally include those documented on approved confirmations, valued in core systems and established in business units within the Company.  RAC approves the execution of standard transactions either directly with commercial personnel or through EnronOnline (“EOL”), the Company’s global Internet-based transaction system.  All counterparties must be pre-approved by RAC for EOL trading.  EOL incorporates controls within the system to review Credit Limits and Tenor Limits as well as product approvals prior to allowing counterparties to execute transactions.  For deals executed outside of EOL, commercial personnel are responsible for (a) obtaining approval from RAC prior to executing transactions that expose the Company to credit risk and (b) understanding the current credit terms for executing transactions with a counterparty.  RAC is available over the telephone for verification of credit trading terms or for specific transaction approval.
The transaction approval process may vary by Enron Business Unit depending on the quality of counterparties as well as the liquidity and volatility of products.  In some circumstances, RAC may maintain watch lists to highlight counterparties that require approval prior to trade execution as well as to specify counterparties with which deals may not be executed.  RAC will make these reports available on a company-wide basis on RAC’s intranet web site and in hardcopy format.  If a counterparty is referenced on a watch list or has not transacted with the Company for six months, then commercial personnel must contact RAC for specific transaction approval prior to trade execution.  Generally, counterparties are listed on these reports for one or more of the following reasons: (a) the counterparty’s credit is near or in excess of its global Credit Limits; (b) the counterparty is subject to credit enhancement requirements; and/or (c) the counterparty is not creditworthy to transact without RAC’s direct involvement and evaluation.
Upon receiving a request to approve a standard transaction, RAC should evaluate the incremental credit exposure of the proposed deal with the counterparties’ credit exposure to determine if the risk will be within the established global Credit Limits.  If the aggregated exposure is within Credit Limits, the transaction may be approved.  RAC will also consider offsetting positions when determining the credit risk involved with the proposed transaction.  When a transaction requires credit enhancement, commercial personnel or RAC should disclose the requirements to the counterparty prior to executing the transaction.
5.2.2 [bookmark: __RefHeading___Toc521351957]Approval Process for Non-Standard Transactions
In certain circumstances, the Company enters into non-standard transactions.  Criteria for identifying these types of deals include: 
1. capital expenditures required at the inception or during the term of the proposed transactions
xlvi. embedded funding in the deal structure using current price curves, 
xlvii. drafted or non-standard documentation, 
xlviii. customized valuation (i.e. not valued by core systems), 
xlix. outside credit and market risk limits, 
l. expenditures in a business that is not pre-approved, and 
li. expenditures that are outside a pre-approved capital budget.
Non-standard transactions have an approval process similar to non-budgeted capital expenditures.  In order to determine the proper approval level of senior management, non-standard structured transactions must comply with the Transaction Approval Process attached hereto as Appendix D.  RAC will determine the risk adjusted capital amount for the transaction by evaluating the credit and market risks as well as the upfront and implied capital requirements for the transaction. Transactions involving Financial Guarantees or Performance Guarantees shall be subject either to the Guarantee Approval Process in Appendix E. 


6 [bookmark: __RefHeading___Toc521351958]Roles and Responsibilities
Corporate governance is a primary consideration of this Policy.  Without established reporting relationships and defined responsibilities, established systems, methods and rules are of little value.  The primary governing bodies that participate in the Company’s risk management process are described in this Section.
6.1 [bookmark: __RefHeading___Toc521351959]Board of Directors of Enron Corp. (“Board”)
The Board is accountable to the shareholders of the Company and assumes overall responsibility for the management of the Company.  By establishing the risk management guidelines used by the Company, including the Transaction Approval Process and this Policy, the Board ensures the Company’s risk-taking activities are consistent with its strategies and that Risk Capital is properly allocated and preserved.  The Board delegates the day-to-day execution of its risk management responsibilities to Enron’s senior management.
The Board’s risk management responsibilities include, among others things:
1. The establishment of an overall framework for the evaluation, management and control of risk in capital allocation and capital preservation decisions through the approval of risk management policies and processes, including this Policy and the Transaction Approval Process
liii. The establishment of specific Portfolio Limits and Concentration Limits, as deemed necessary, to ensure that the Company’s risk-taking activities are consistent with the risk appetite of the Board
liv. The evaluation and approval of specific transactions in accordance with the Transaction Approval Process
lv. The review and approval of recommendations of its working committees
The Board holds regularly scheduled meetings throughout the calendar year.  The Board may also hold special meetings to address and resolve issues requiring consideration and/or approval that cannot be deferred until the next scheduled meeting.  
The Board has delegated much of its responsibility for risk management, including the implementation of this Policy, to the CEO.  
6.1.1 [bookmark: __RefHeading___Toc521351960]Finance Committee of the Board of Directors (“Finance Committee”)
The Finance Committee is responsible for monitoring the Company’s finance activities.  The Finance Committee’s risk management responsibilities include, among other things:
1. The review, monitoring and development of recommendations to the Board concerning the Company’s risk management policies and processes, including this Policy and the Transaction Approval Process
lvii. The evaluation of risks incurred by the Company to ensure these risks are appropriate and consistent with the Company’s overall business strategies and the risk appetite of the Board
The Finance Committee may, at its discretion, make recommendations relating to risk management activities to the Board.
The Chief Risk Officer is responsible for presenting a summary of the Company’s market and credit risks to the Finance Committee at each of its regularly scheduled meetings.  This ensures that the Finance Committee and the Board understand the risks inherent in the Company’s activities.  The summary presented by the Chief Risk Officer shall include a review of any significant changes to this Policy, as well as a summary of senior management’s recommendations regarding specific Risk Capital allocation issues.  The Chief Risk Officer also reports periodically to the Finance Committee on the returns achieved by the Company relative to expectations.  Certain reports on Loss Notifications and Limit Violations will be sent to the Chairman of the Finance Committee in between meetings as required by Section 4.1.2.3 of this Policy.
6.1.2 [bookmark: __RefHeading___Toc521351961]Audit and Compliance Committee of the Board of Directors (“Audit Committee”)
The Audit Committee operates under a written charter adopted by the Board and is responsible for overseeing the Company’s financial reporting, internal controls and compliance processes.  Risk management responsibilities of the Audit Committee include reviewing the Company’s administration of and compliance with the parameters established by this Policy.
The Chief Risk Officer shall present summaries of market risk limit notification and limit violation activities of the Company and any significant changes to this Policy at each regularly scheduled meeting of the Audit Committee.
6.2 [bookmark: __RefHeading___Toc521351962]Chief Executive Officer of Enron Corp. (“CEO”)
The CEO is responsible for the overall management of the Company, including the execution and implementation of and compliance with the Board’s policies and directives.  The CEO’s risk management responsibilities include, among other things:
1. The establishment of an overall framework for the Company’s implementation of the risk management policies and processes established by the Board, including compliance with the Board approved Portfolio Limits and Concentration Limits
lix. The establishment, together with the Risk Management Committee, of specific Enron Business Unit Limits and Commodity Group Limits to ensure that the Company’s risk-taking activities are consistent with the risk appetite of the Board
lx. The review and approval of transactions as prescribed by the Transaction Approval Process
The CEO has delegated much of his risk management responsibilities to a variety of corporate and Enron Business Unit functions, as described in this Policy.
6.3 [bookmark: __RefHeading___Toc521351963]Chief Risk Officer of Enron Corp. (“Chief Risk Officer”)
The Chief Risk Officer reports to the CEO, with dotted line reporting responsibility to the Board.  This responsibility is most commonly discharged through reports made to the Audit Committee and the Finance Committee. The Chief Risk Officer’s management responsibilities include, among other things:
1. The implementation and oversight of the risk management policies and processes of the Company
lxii. The determination of whether a new product is a standard product that can be combined with an existing Commodity Group or whether a new Commodity Group must be established
The Chief Risk Officer fulfills some of his responsibilities through the prudent delegation of certain responsibilities to RAC as described in Section 6.8 of this Policy.
6.4 [bookmark: __RefHeading___Toc521351964]Risk Management Committee
The Risk Management Committee reports to the CEO, and its membership includes the Chief Risk Officer and such other individuals as determined by the CEO.  The Risk Management Committee’s risk management responsibilities include, among other things:
1. The establishment and review of systems and controls to measure risk and monitor compliance as required by this Policy
lxiv. The establishment, together with the CEO, of specific Enron Business Unit Limits and Commodity Group Limits, which in aggregate do not conflict with the Board approved Portfolio Limits and Concentration Limits
lxv. The approval of individual Commodity Groups that may be traded within each Enron Business, as well as the products that are authorized for trading within a specific Commodity Group
lxvi. The approval, together with the CEO, of a new Commodity Group
lxvii. The designation of a commodity leader that is responsible for the management of Enron’s aggregate exposure for that commodity across all business units within the Portfolio
The Risk Management Committee meets on an ad-hoc basis, as appropriate, to ensure its involvement in the Company’s dynamic business activities.  Representatives from RAC, GRMO and the various Enron Business Units may be periodically called upon to make reports to the Risk Management Committee regarding specific risk management issues.
The Risk Management Committee fulfills its risk management responsibilities through direct oversight and prudent delegation of its responsibilities to both corporate and business unit personnel.  Authority for the approval of Credit Limits is delegated to RAC.
6.5 [bookmark: __RefHeading___Toc521351965]Enron Business Units
Each Enron Business Unit is responsible for compliance with the Policy as described herein.
6.5.1 [bookmark: __RefHeading___Toc521351966]Office of the Chairman of an Enron Business Unit
Either the CEO or the Chief Operating Officer of each Enron Business Unit is responsible for the implementation of and compliance with this Policy within their respective business unit.  Each Enron Business Unit CEO or Office of the Chairman’s risk management responsibilities include, among others things:
1. The establishment of a framework within the business unit for the implementation of the risk management policies and procedures established by the Board and any additional requirements established by the CEO, Risk Management Committee, the Chief Risk Officer or RAC
lxix. The management of business unit positions to ensure that all required Limits are observed and any required Limit Violation and Loss Notifications, together with any required documentation, are provided to the appropriate parties as required under this Policy
lxx. The designation and management of Head Traders (see Section 6.5.2 below) for each Commodity Group in the Trading Portfolio
lxxi. The designation of key commercial managers for each asset, liability, and active contract to ensure the Company’s Risk Capital is optimized in compliance with this Policy
lxxii. The management and review of the activities and responsibilities of traders, originators and transaction structuring personnel, including verification that this Policy is reviewed and implemented by their business unit
lxxiii. The provision of guidance to Traders regarding position management upon notification of a Limit Violation or a Loss Notification
lxxiv. The review of their respective Enron Business Unit to ensure compliance with this Policy are satisfied
6.5.2 [bookmark: __RefHeading___Toc521351967]Authorized Traders and Commercial Personnel
Only those employees specifically approved by the Office of the Chairman of an Enron Business Unit or its designee, as reported to RAC, will be authorized to enter into Transactions on behalf of the Company.  RAC shall maintain a record of these Authorized Traders.  The Office of the Chairman of each Enron Business Unit or its designee is responsible for immediately reporting any change in its Authorized Traders to RAC, even if such changes are due to the termination or reassignment of an existing trader or the hiring of a new trader.
Traders have first contact with potential counterparties and, accordingly, represent the Company’s first line of defense against transactions with unauthorized market risk exposure and unacceptable credit exposure.  Head Traders are those traders who are responsible for a specific Commodity Group or Concentration Limit under this Policy.
Authorized Traders’ risk management responsibilities include, among other things:
1. The review and compliance with this Policy, including the management of their trading activities in a manner that is consistent with the Company’s overall business strategies and the risk appetite applicable to positions they manage
lxxvi. The accurate recording of positions in the Company’s risk books and financial and accounting systems
lxxvii. The reporting, as required under this Policy, of any Limit Violation or Loss Notification or other exceptions to the limit structure
lxxviii. The identification of material risks inherent in their trading activities and the timely communication of information regarding market developments, trends and counterparty credit events to RAC
lxxix. The documentation of required counterparty information for credit analysis and review purposes
lxxx. The verification that all required approvals are obtained from RAC and Legal, as well as any approvals required under the Transaction Approval Process, if applicable, prior to entering into a transaction
lxxxi. The proactive reduction of risk exposures as limits are being approached or in anticipation of planned transactions that would increase risk exposures beyond established risk tolerances
lxxxii. The determination, together with the Company’s Controller and the Finance Department, of the appropriate accounting impact of trading, risk management and hedging strategies involving the use of instruments as defined in SFAS 133
lxxxiii. The development of procedures, together with the Company’s Controller and Finance Department for testing the ongoing effectiveness of derivative hedges to ensure compliance with SFAS 133 requirements
6.6 [bookmark: __RefHeading___Toc521351968]Global Risk Management Operations (“GRMO”)
Global Risk Management Operations (“GRMO”) plays a key role in the implementation of each Enron Business Unit’s risk management processes.  Accordingly, GRMO has a dual reporting role at the executive level to both the Chief Accounting Officer of Enron Corp. and to commercial management.  For certain businesses or activities, a middle office function other than GRMO may perform a similar role and have equivalent responsibilities to those described for GRMO in this Section.  For purposes of this Policy, any discussion of GRMO’s role and responsibilities is intended to apply to the middle office functions of those businesses or activities that do not employ GRMO.
GRMO’s risk management responsibilities include, among others things:
1. Capturing all risk positions with sufficient detail to allow accurate analysis and reporting of market and credit risks
lxxxv. Reporting of all risk positions and exposures in compliance with this Policy
lxxxvi. Performing various valuation and risk analyses, discussing the results of such analyses with appropriate trading personnel and reviewing findings with RAC
lxxxvii. Participating in new product development and approval to ensure that operational risks are addressed and infrastructure needs are met prior to the commencement of any new business activity
lxxxviii. Preparing and circulating market risk limit exception reports on a timely basis, with explanations for exceptions provided by the appropriate traders
lxxxix. Assisting RAC in the investigation of any trading anomalies and
xc. Participating in operational risk assessments of trading offices
6.7 [bookmark: __RefHeading___Toc521351969]Legal
Enron’s Legal function is responsible for ensuring that the documentation supporting the transactions executed by Authorized Traders and other employees considers and protects Enron from risk exposure.  All documents that contain a commitment binding the Company must be reviewed and initialed by a member of the Company’s Legal department prior to execution.  The Legal function’s risk management responsibilities include, among others things:
1. The administration of the Company’s Code of Ethics that is incorporated by reference into this Policy
xcii. The management and resolution of all legal issues related to the business of the Company 
xciii. The drafting, review and approval of all master agreements, confirmations, guarantees and other documents that Enron Business Units must sign to execute transactions
xciv. The monitoring of the Company and each Enron Business Unit to ensure each conforms to all laws, regulations and Company policy
6.8 [bookmark: __RefHeading___Toc521351970]Risk Assessment and Control (“RAC”)
RAC reports directly to the Chief Risk Officer, and includes the market risk management function, the credit Risk management function, the operational risk assessment function, and the various strategic risk management initiatives of the Company’s enterprise-wide risk management policy.  RAC also includes management of the Transaction Approval Process designed to provide special review of market and credit risks as well as operational exposures for specified transactions in accordance with this Policy. The credit risk management function has dual responsibilities to (a) support the commercial personnel on daily basis in relation to credit risk issues, and (b) to act independently in identifying, reporting and monitoring credit risk exposures and ensuring that senior management is kept informed of these exposures.

References to RAC shall be interpreted as the appropriate individual and/or group within RAC depending on the issue being addressed.  The Chief Risk Officer’s risk management responsibilities delegated to RAC include, among others things:

1. Understanding the overall risks incurred by the Company and overseeing risk management practices to ensure that they are consistent with Company policy and strategy; engaging management in discussions regarding events or developments in macroeconomic, legal, regulatory and technological structural shifts that could expose the Company to potential losses 
xcvi. Overseeing the development, approval and administration of policies, methodologies, and practices for measuring, monitoring and managing the risk exposures of the Company; reviewing proposed modifications to existing risk measurement methodologies, and developing new risk measurement tools for market risk, credit risk, liquidity risk and operational risk, in coordination with the Company’s research function
xcvii. Centrally managing the Company’s market and credit exposure governed by this Policy, aggregating risks across the Company and reviewing the risk profile of the overall portfolio, 
xcviii. Establishing credit reserves against potential credit losses as appropriate
xcix. Reviewing and recommending for approval to the Chief Risk Officer counterparty credit lines and market risk limits, following analyses of credit and market risks
c. Identifying exposures and recommending credit risk mitigation strategies, and hedging strategies for positions that fall outside the direct responsibility of an Enron Business Unit
ci. Reviewing and approving Benchmark Position methodology, reviewing curve validation results, stress test results, and any other significant analyses prepared by GRMO; evaluating the effectiveness of the VaR process via Back Testing, and refining VaR model requirements
cii. Overseeing a model vetting process to ensure market and credit risks are accurately quantified
ciii. Providing operational risk assessment guidelines, addressing whether Enron Business Unit employees are appropriately trained to understand and comply with the Company’s established risk management processes
civ. Addressing whether the Company’s infrastructure supports the credit, market, operational and liquidity risk management needs of the Company to support, measure, monitor and manage exposures
cv. Assessing the returns achieved by Enron Business Units in the various Portfolios relative to expectations and to the level of risk incurred
cvi. Reporting to the Finance Committee and Audit Committee at regularly scheduled Board meetings, as well as providing special analyses and reports to the CEO and to the Chairman of the Finance Committee
cvii. Performing due diligence for the Merchant Portfolio to determine if a potential investment counterparty has appropriate accounting systems, controls and infrastructure for appropriated stewardship of Enron’s capital
cviii. Monitoring deal milestones, compliance requirements and performance for Merchant Portfolio investments to determine if the investment is performing according to the approved Deal Approval Sheet (DASH) and appropriate legal documentation
cix. Addressing special valuation issues or specifying limitations on the use of certain derivatives; performing or reviewing special analyses on the Company’s overall risks, using specialized stress tests and scenario tests
cx. Reviewing and approving counterparties and trading positions transactions prior to execution in order to identify, measure and price the associated credit risk, and for significant changes in credit quality and risk issues, such as exceptional gains and losses 
cxi. Reviewing requests for new Commodity Groups and new products within existing Commodity Groups, identifying issues and recommending limit structure
cxii. Perform due diligence on issuers of counterparties’ letters of credit and guarantees to ensure they meet minimum credit standards
cxiii. Coordinating review and execution of all counterparty documents with the Company’s Legal function
cxiv. Maintaining current and complete credit files, and actively monitoring counterparty credit events and industry/market trends for potentially adverse effects on the counterparty’s credit profile, using internal and external information sources
6.9 [bookmark: __RefHeading___Toc521351971]Treasury/Global Finance
Treasury/Global Finance supports this Policy by managing funding/liquidity risk as addressed in Sections 3.4 and 4.4 of this Policy.  These responsibilities include obtaining or coordinating the preparation of cash flow projections, considering both business-as-usual scenarios and planning for liquidity constraints.
6.10 [bookmark: __RefHeading___Toc521351972]Internal Audit (“Enron Assurance Services”)
Enron Assurance Services operates under a written charter adopted by the Audit Committee and maintains its independent and objective stature by its functional reporting responsibilities to the Audit Committee.   The objective of Enron Assurance Services is to improve the Company’s operations by bringing an independent, systematic and disciplined approach to evaluate and enhance the effectiveness of risk management, control and governance processes.
Working in concert with the Company’s independent auditors and other various control and monitoring functions across the Company, (i.e., RAC, information technology compliance, security, legal, ethics, environmental, and quality management) Enron Assurance Services directs a broad, comprehensive program of assurance and consulting activities within the Company.  This includes establishing scopes, selecting subjects, setting frequencies, allocating resources and utilizing a variety of techniques required to accomplish internal control/risk management objectives.
6.11 [bookmark: __RefHeading___Toc521351973]IT Compliance
The objective of IT Compliance is to monitor and improve information technology risks and controls across the Company.  IT compliance serves as the primary auditor of the Company’s information technology systems and works in concert with the Company’s independent auditors.  
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7.1 [bookmark: __RefHeading___Toc521351975]Brokerage Accounts Administration

Certain Enron Business Units shall be authorized periodically to open trading accounts with clearing brokers to facilitate the conduct of their business.  All requests to open or renew a trading account with a broker shall be reviewed and approved by the Chief Risk Officer or his designee(s).  The Company shall also notify brokers of the names of Company personnel authorized to trade futures, options or other contracts.  The Company shall update these authorizations periodically.
Brokerage account agreements must be reviewed by the Legal department of the Company prior to execution, and at least one officer of an Enron Business Unit and one officer of RAC are required to open an account as required by corporate resolution.  Brokers must be in compliance with all rules and regulations of the Securities and Exchange Commission requirements.  The Company shall maintain a comprehensive file of all open brokerage accounts that lists the purpose for which each account was opened and the names of Authorized Traders.  Changes in Authorized Trader lists shall be communicated to the appropriate brokers as necessary.  All brokerage accounts shall be reviewed periodically to determine whether they are still active, and shall be closed if no longer needed.
7.2 [bookmark: __RefHeading___Toc521351976]Employee Trading
No employee of the Company may engage in the trading of any position for the benefit of any party other than the Company, whether for their own account or for the account of any third party, where such position relates to any security, commodity, contract or derivative thereof within any Commodity Group listed in Appendix A.  The only exception to this restriction is that employees who are not involved with the Commodity Groups listed under the heading “Financials” in Appendix A, may trade for their own account those items with which they are not involved.
Periodically, certain employees, their family members and anybody that is financially dependent on those employees, may also be restricted from trading specific securities and derivatives thereof.   In addition to these trading restrictions, if any employee should at any time possess non-public information about any public company, that employee, the employee’s family members and anybody that is financially dependent on that employee, shall be restricted from trading in that issue, and that employee may not disclose the non-public material information to anyone that does not have a business need to know.  
Employees must seek dispensation from the Risk Management Committee for any exception to these requirements.  In no case should employees’ personal trading conflict with the Company’s trading initiatives. Employee with questions regarding employee trading and investing should contact the Company’s Compliance department.
7.3 [bookmark: __RefHeading___Toc521351977]Employee Review and Compliance with Policy
As determined by the Chief Risk Officer or his designee(s), Company employees participating in any activity or transaction within the coverage of this Policy shall sign a statement approved by the Chief Risk Officer (see Appendix H for sample employee compliance statement) that such employee (a) has read this Policy; (b) understands this Policy; and (c) has complied and will comply with this Policy, especially in the area of employee trading restrictions.
Each Enron Business Unit and its employees should comply with this Policy.  Willful or deliberate non-compliance or falsification of risk metrics or profits and losses referred to by this Policy will be regarded as gross misconduct.
7.4 [bookmark: __RefHeading___Toc521351978]Transition Plan for Policy Compliance
The Board delegates to the Risk Management Committee the authority to approve exceptions to Policy requirements during a transition period.  RAC shall work with the Enron Business Units to develop a transition plan to implement the Policy guidance and requirements described herein.
7.5 [bookmark: __RefHeading___Toc521351979]Supersedes Prior Policies
This Policy supersedes and replaces all previous policies of Enron Corp. approved by the Board concerning risk management or trading.  This Risk Management Policy was approved by the Board on August 14, 2001, and shall be amended by the Board as necessary, the dates of such amendments to be reflected on the first page hereof.
Enron Business Units may execute their own risk management policies and procedures that are subordinate or in addition to the requirements in this Policy.
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Affiliate shall mean any entity in which the Company has an ownership interest less than 80%. 

Audit Committee shall mean the Audit and Compliance Committee of Enron Corp.

Authorized Traders shall mean those traders approved by the Office of the Chairman of an Enron Business Unit or its designee to enter into Transactions on behalf of the Company.

Back Testing refers to the process of systematically comparing outputs from a model to actual observed outcomes the model is designed to forecast. In the context of VaR, this means that daily actual trading profits and losses should be compared to the calculated VaR. Since the standard approved VaR methodology assumes a 95% confidence interval, it follows that, on average, a loss would occur that exceeds VaR, once in every twenty trading days. The occurrence of such observations at a greater or lower frequency than that implied by the 95% confidence interval may indicate that the results of the model understate or overstate risk. 

Basis Risk is the risk of losses occurring from imperfectly matching a hedge and the instrument being hedged.  Alternatively, it is the risk that the geographic basis or cash vs. futures spread will widen or narrow between the time at which the hedge position is implemented and liquidated.

Benchmark Position shall mean the position within a Commodity Group into which all other positions within the same Commodity Group can be converted using price volatility and correlation based conversion factors.  Such conversion factors shall be established and authorized by RAC, and any significant changes in the factors or methodology shall be reviewed and approved by RAC.

Board shall mean the Board of Directors of Enron Corp.

Chairman shall mean the Chairman of the Board of Directors of Enron Corp.

Chief Executive Officer shall mean the Chief Executive Officer of Enron Corp.

Chief Risk Officer shall mean the Chief Risk Officer of Enron Corp.

Commodity Group shall mean a collection of positions having sufficient relationship and correlation as approved by Risk Management Committee that allow for aggregation into a Benchmark Position.

Commodity Group Daily Position Report shall mean a report including the following: (a) Enron Business Unit Limits and corresponding actual results, (b) Commodity Group Limits and corresponding actual results; (c) Commodity Group results aggregated across the Company within the Trading Portfolio used to support the reporting of Concentration Limits, and (d) Trader/Desk Limits and corresponding actual results.

Commodity Group Limits shall mean those market risk limits assigned as described in Section 4.1.1.4 of this Policy.

Company shall mean Enron Corp. and its subsidiaries.

Concentration Limits shall mean the maximum risk appetite for specific markets or activities approved by the Board and aggregated into specified Commodity Groups of categories of positions, as described in Section 4.1.1.2 of this Policy.  These Concentration Limits are listed in Appendix ___.

Conforming shall mean routine, non-budgeted capital expenditures within the general business line of the Company in a political jurisdiction in which the Company holds other investments.

Credit Aggregation System provides Credit Risk Management with the capability to record limits and monitor end of day credit exposures.  The credit risk aggregation system aggregates counterparty exposure globally and displays active transactions from business unit source and back office accounting systems.

Credit Risk Management Function shall mean the proactive management of credit exposures and safeguarding company assets from the risk of credit loss.  Credit Risk Management develops and administers credit policies, assesses credit quality, approves counterparty credit risk, establishes appropriate limits and monitors counterparty and portfolio credit exposures.

Credit Reserves are funded through taking deal specific reserves based on probabilistic models that simulated defaults.

Cross-Commodity Transaction shall mean a transaction in a certain product for which the Head Trader of that Commodity Group does not have standard approval (i.e., Coal trading desk might hold a North American Natural Gas position as a hedge, or as a speculative position).  The suitability and approval of Cross-Commodity Transactions shall be addressed as described in Section 4.1.1.4 of this Policy.

Cumulative 5-Day Profit and Loss shall mean the net sum of daily profit and loss for the five consecutive business days, without giving effect to the impact of change in valuation reserves.  Upon a specified Cumulative 5-Day Loss, Loss Notifications are triggered in accordance with Section 4.1.2.3 of this Policy. Upon occurrence of a Daily Loss or a Cumulative 5-Day Loss, the Cumulative 5-day Loss calculation is reset.  This measurement shall be calculated from (a) the profit or loss reported on the Company’s daily position reports, and (b) the valuation reserve activity reported in a separate schedule.  No other adjustments to the calculation shall be considered in determining whether a Loss Notification is required, regardless of whether or not the profit and loss results include catch-up or other type of unusual entries.

Daily Profit and Loss shall mean a one-day loss without giving effect to the impact of change in valuation reserves.   Upon a specified Daily Loss, Loss Notifications are triggered in accordance with Section 4.1.2.3 of this Policy.  The Daily Loss will be calculated using the mark‑to‑market method on a net present value basis, exclusive of non-trading type of originations and exclusive of prudence. This measurement shall be calculated from (a) the profit or loss reported on the Company’s daily position reports, and (b) the valuation reserve activity reported in a separate schedule.  No other adjustments to the calculation shall be considered in determining whether a Loss Notification is required, regardless of whether or not the profit and loss results include catch-up or other type of unusual entries.

Daily Loss Notification shall mean the notification stemming from a daily loss for a commodity group that has specific Concentration Limits in excess of that concentration limit. 

Deal Approval Sheet (DASH) is the document used in the official approval of the deal. It encompasses RAC’s final analysis of the risks and mitigants in the deal as well as the expected value and range of values. Other documents during this process include Guarantee Approval Sheet (GASH), Modeling Assumption Sheet (MASH) and Revaluation Approval Sheet (RASH).

Delta shall mean the change in the price of an option due to a change in the price of the underlying asset.

Divestiture shall mean the disposal of an asset.

Eta shall mean the change in the price of an option as correlations change.

Earnings-at-Risk is a forecast of the worst possible earnings at a 95 percent confidence interval over and extended period of time, usually a fiscal quarter or a fiscal year and is described in Section 3.1.5 of this Policy.  

Enron Business Unit(s) shall mean Enron Corp. and any entity controlled, directly or indirectly, by Enron Corp., (including internal groups created for the purposes of trading, or aligned according to the commodities set out in the Appendices), or any entity directly or indirectly under common control of Enron Corp.  For this purpose, the criteria for establishing "control" of any entity include but are not limited to, ownership of more than fifty percent (50%) of the voting power of such entity. 

E-Rating shall mean the Enron Credit Rating as referenced in Appendix B of this Policy.

Expected Tail Loss (“ETL”) shall represent the average daily losses in excess of Extreme VaR, based on historical results.

Extreme Value-at-Risk (“EVaR”) shall mean the measurement of the maximum expected daily loss given a high confidence level and a leptokurtic distribution, based on historical results.

Extreme Value Theory (“EVT”) examines the characteristics of extreme events, whose impact on the portfolio cannot be determined using the standard VaR metric, and is described in Section 3.1.2 of this Policy.

Fair Value shall mean a marked-to-market valuation as determined by either publicly traded securities or model driven calculations assuming normal market conditions.

FAMAS shall mean Financial Analysis Management System, a financial scoring model.

Finance Committee shall mean the Finance Committee of the Board of Directors of Enron Corp.

Financial Guarantee shall mean a guarantee issued by Enron Corp. that (a) guarantees obligations (i) for the repayment of money borrowed which are or should be shown on a balance sheet as debt in accordance with Generally Accepted Accounting Principles (“GAAP”), or (ii) as lessee under leases which, in accordance with GAAP, are capital leases, and (b) constitutes "Debt" under the definition of "Debt" in the principal credit agreement of Enron Corp. (such definition attached as Exhibit “A”); provided, that a "Financial Guarantee" shall not include any letter of indemnity or other support arrangement (including, without limitation, a sponsor or parent support or performance agreement).  For purposes of this policy, any letter of credit issued for the account of Enron Corp. and obligations related thereto, including, but not limited to, obligations arising under any master letter of credit agreement for any such letter of credit, shall be treated as debt.

Fundamental Operating Standards shall mean the standards as referenced in Appendix F of this policy.

Gamma shall mean the change in delta of an option given a change in the underlying price of the asset.

GRMO shall mean the Global Risk Management Operations of Enron Corp.

Head Trader is the person on the trading desk designated to allocate capital to traders, approve trading strategies and monitor trading activity, positions and profit and loss.

Index Risk is the risk of change in a portfolio value as a result of a market change in the price of a physical commodity, or differential between physical and financial contract, at a specified location.

LA Encore combines judgmental and factual data about a borrower to analyze creditworthiness.  It generates assessments of a company's financial condition, which reflect the risk in the borrower's industry, the competence of management and the company's projected financial condition. 

Letter of Credit shall mean any letter of credit issued for the account of Enron Corp. and obligations related thereto, including but not limited to obligations arising under any master letter of credit agreement for any such letter of credit.

Leptokurtic distribution is a fat-tailed distribution characterized by kurtosis greater than three.

Liquidity Risk-Asset shall mean the risk that positions have to be purchased or sold at less than the fair value due to wide bid/offer spreads, lack of transparency and large movements in price after any sizeable deal.  Some derivative transactions may be illiquid due to customized counter party-to-counter party features. 

Liquidity/Funding Risk shall mean the risk of the increased cost or inability to raise funds.  It arises due to the unpredictable nature of margin inflows and outflows.  Assessment of liquidity risk should take into account cash and borrowing capacity, along with forecast of potential margin exposure.

Liquidity Ratio shall be calculated as the sum of the Company’s Future Available Cash and Borrowing Capacity divided by the Company’s Potential Future Cash Requirements where:
· Future Available Cash and Borrowing Capacity shall be determined by consideration for the repricing/maturity profile over the specified time horizon.  Sources of Borrowing Capacity include: (a) commercial paper; (b) uncommitted bank lines and loan sales lines; (c) letter of credit facilities; (d) accounts receivable; (e) shelf registrations for public debt issues; and (f) shelf registrations for public equity issues.
· Potential Future Cash Requirements shall be determined by simulating the Company’s current positions and market prices for the Trading Portfolio over the specified time horizon.  Collateral provisions with existing counterparties shall also be considered in the calculation of Potential Future Cash Requirements.

Liquidity Ratio Advisory Limit  shall mean …     

Limit Violation shall mean an occurrence where a Net Open Position, Maturity/Gap Position, or VaR measurement exceeds the corresponding limit, consequently triggering certain reporting as described in Section 4.1.2.3 of this Policy.

Loss Notification shall mean an occurrence where a Daily Loss or Cumulative 5-Day Loss measurement exceeds a specified percentage of the corresponding VaR limit, consequently triggering certain reporting as described in Section 4.1.2.3 of this Policy.

Material Adverse Change (“MAC”) shall mean a change in the business conditions, financial conditions, or operations of a party that prohibits the party from performing its obligations under a contract.

Maturity/Gap Position (“M/G P”) shall mean the largest rolling 12-month net open position within a specified reference period.  It is a measure designed to capture time spreads in the portfolio.

Mark-to-Market Daily Position Report shall mean a daily report including the Concentration Limits, Enron Business Unit Limits, and Commodity Group level sub-limits compared to the corresponding actual results, as well any other risk parameters as may be required by RAC.  This mark-to-market reporting shall include all trading activity reported on a mark-to-market basis, regardless of the type of accounting actually applied to the transactions.

Monte Carlo Simulation is a technique for analyzing a model by using a computer to generate random outcomes assuming a distribution.

Net Open Position shall mean the discounted aggregate of the open positions in a Commodity Group on a Benchmark Position equivalent basis.
· Net Open Position for interest rate exposure is measured and limited by sensitivity analysis measured through a partial duration hedge metric. Selected points are identified on the yield curve, and position exposures are allocated to time buckets for each of these points along the yield curve.   Sensitivity is calculated by increasing the yield associated with one time bucket by one basis point while holding all other points along the curve constant.  This process is applied to each time bucket separately across the entire term structure.
· Net Open Position for foreign currency positions in the Trading Portfolio is translated into an equivalent U.S. Dollar position using the closing spot rate.  The equivalent U.S. Dollar position is summed to provide the net foreign currency open position.

Non-Conforming shall mean capital expenditures outside the general business line of Enron, either in a new business activity, a new political jurisdiction, or an investment that RAC does not recommend the Company execute.

Office of the Chairman means the Chief Executive Officer of Enron Corp., the President of Enron Corp. or the Vice Chairman of Enron Corp.

Operational Risk Rating shall mean the rating assigned to an Enron Business Unit or to a specific transaction for purposes of establishing the applicable return on risk capital.
 
Performance Guarantee shall mean any guarantee not constituting a Financial Guarantee, any letter of indemnity or any other support arrangement (including, without limitation, any sponsor or parent support or performance agreement).  For example, a guarantee of a swap agreement, swap confirmation, or master swap agreement is a Performance Guarantee.

Prepaid or Embedded Debt Financing shall mean the maximum exposure to the Company as a result of a prepaid physical or derivative trading/risk management transaction, a tilted swap or other transaction where debt financing of a counterparty is embedded in a trading/risk management transaction. 

Portfolio shall mean the specific aggregation of positions as defined in Section 2 of this Policy.

Portfolio Limits shall mean the limits assigned to aggregate positions for the specified Portfolio as described in Section 4.1.1.1 of this Policy.

Price Risk shall mean the risk of loss due to a change in the market price of a physical commodity or financial instrument.

Principal Credit Agreement of Enron Corp. shall be the U.S. $1,750,000,000 364-Day Revolving Credit Agreement dated as of May 14, 2001, as such Revolving Credit Agreement now exists or may be amended from time to time, among Enron Corp., as Borrower, the Banks named therein, and The Chase Manhattan Bank, N.A. and Citibank N.A., as Co-Administrative Agents.

RAC Recommendation shall mean RAC’s recommendation on a Transaction, which will be one of the following: (a) proceed; (b) returns below capital price; or (c) do not proceed.

Rho shall mean the change in the price of an option due to changes in interest rates.

Risk Assessment and Control (“RAC”) shall mean the Risk Assessment and Control group of the Company.

Risk Capital represents the amount of capital at risk due to market factors, credit quality and operational events as more clearly described in Section 1.2 of this Policy.

Risk Adjusted Capital shall mean the aggregation of exposure in a transaction that results from:  (a) capital expenditure; (b) commodity position; (c) credit; or (d) guarantees, with such exposures translated into an equivalent amount of capital as determined by RAC.

Risk Metrics shall mean the mathematical calculations used to assess risk and define exposure.

Subsidiary shall mean:  (a) any subsidiary directly or indirectly 80%-owned to 100%-owned by Enron Corp., (b) any direct or indirect subsidiary of Enron Corp. if the other owners of such subsidiary hold stock in such subsidiary for the purpose of meeting legal requirements of the jurisdiction in which such subsidiary is incorporated, and (c) Enron Equity Corp., Enron Capital & Trade Resources International Corp. or any of its direct or indirect subsidiaries or any other direct or indirect subsidiary of Enron Equity Corp. or Enron Capital & Trade Resources International Corp. not 100%-owned by Enron Equity Corp. or Enron Capital & Trade Resources International Corp. if the other owners of such subsidiary collectively hold a minority ownership interest in such subsidiary that entitles them primarily only to a return of capital contributions or to share in the profits, losses, distributions, or dividends of such subsidiary and does not entitle them to participate in the operation, management or control of its business.  For purposes of this policy, the right to vote by itself shall not be deemed to entitle an owner to such participation.  

Theta shall mean the change in the value of an option for a one-day decay holding all other parameters constant.

Trade Guarantee shall mean guarantees issued in the normal course of business by Enron Corp. to support the obligations of Enron Corp. Subsidiaries or Affiliates with respect the purchase and/or sale of physical commodities or financial transactions related to trade activities.

Transaction shall mean shall mean risk-adjusted capital, divestiture or embedded debt financing with the exposure reflected net to Enron, including funding vehicle exposure.

Transaction Approval Process provides for (i) a process of review and approval of Capital Expenditures, and (ii) a process for prior transactions involving Capital Expenditures to be reviewed for performance and results (see Appendix D).

Transaction Review and Analysis (TRA) provides an overview of the deal, industry, and country; lays out issues and concerns with the deal and the model.

Unaffiliated Third Party shall mean any entity in which Enron Corp. has no ownership interest.

Underwriting provides independent evaluation of Enron’s capital transactions in order to identify financial and contractual risks, determine appropriate costs of capital, provide consultation for mitigating risks, and assist in the syndication process.

Value-at-Risk (“VaR”) shall mean the potential exposure related to a Commodity Group or Position representing the potential change in value resulting from changes including: market prices, interest rates, currency rates, counter party credit condition, liquidity, funding and settlement risk, among others.  VaR shall be calculated using the RAC approved VaR methodology at the 95% confidence interval using a 1-day time horizon.  Any recalibration or modification of the VaR methodology or parameters that take into account observed or anticipated changes in market factors or developments in VaR technologies must be approved by the RAC.

Vega shall mean the change in the price of an option given a 1% change in implied volatility.

Volumetric Risk shall mean the risk of loss due to a change in expected volumes.
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