RAC Deal Approval Sheet
                                                                                                          Deal Name:  Multi Trigger Options 


 ENRON RISK ASSESSMENT AND CONTROL

 DEAL APPROVAL SHEET

	DEAL NAME:  Deseret Contingent Call Option (1)
Counterparty:  Deseret Generation & Transmission (DGT)

Business Unit:  EWS/EGM/Global Risk Markets (GRM)
Business Unit Originator:  David Hoog
Public
Private

Merchant
Strategic   Trading
Conforming
Nonconforming
	Date DASH Completed:  4/05/01
RAC Underwriter:  Chip Schneider
Investment Type:  N/A

Capital Funding Source(s):  NONE

Expected Closing Date:  4/06/01
Expected Funding Date:  NONE

Board Approval: Pending  Received  Denied  N/A


RAC Recommendation: Proceed with Transaction    Returns below Capital Price   Do not Proceed

APPROVAL AMOUNT REQUESTED

Net Contingent Capital Commitment

$100,000,000
P95





$    1,682,000
  
PORTFOLIO EXPOSURE SUMMARY
This Transaction Maximum Exposure

$100,000,000
       Existing Maximum Exposure        

$  60,000,000
            Aggregate Maximum Exposure

$160,000,000


DEAL DESCRIPTION

The financial products currently available in the market to manage power price risk are very expensive and have limited applications. The market demand for such products is significant resulting from extreme summer price volatility in the power markets and the lack of cost-effective hedging products available to mitigate this exposure. Global Risk Markets (GRM), a group within Enron Global Markets, has developed a risk management product to address this demand. The Outage Option enables customers to hedge against losses that would occur if an event (such as a mechanical breakdown of an asset) occurs and commodity prices are high. By combining events and commodities, GRM has designed a cost-effective risk management tool with broad customer appeal.

The Outage Option is designed to provide the buyer with protection against the joint event of a spike in power prices and forced outage or derate of any of the named generating units.  Previous transactions had not included derate events, [?but the additional exposure from derate events is minimal relative to full unit outages.?]  This additional exposure has been analyzed and is included in the pricing and portfolio tracking models.  The buyer of the Outage Option for 2001 in this transaction is Deseret Generation and Transmission (DGT). The DGT Cooperative is a member-owned, regional electrical cooperative providing power to over 38,000 member/owners in six member systems throughout Utah, Wyoming, Colorado, Nevada and Arizona. DGT sells power on a long and short-term basis to utilities in California as well as those in the Rocky Mountain Region. 

The transaction has two components (see attached transaction diagram):
1. For 2001, GRM will sell an Outage Option for up to 150MW to DGT through ENA’s West Power Desk, callable on the event of force outage or derate at Bonanza or Hunter. The Outage Option is being purchased to cover a forced outage up to 150 MW on the Bonanza generation unit and up to 50 MW on the Hunter generation unit, and is subject to a maximum of 150 MW.

2. For 2002, GRM will sell an Outage Option for 25MW at to ENA’s West Power Desk. ENA will purchase unit contingent power from DGT and sell firm power on the market. The contingent call will be used as a hedge for payment of firm LD’s in the event that an outage or derate event occurs at Bonanza.







	Unit
	Fuel
	Net Dependable Capacity (MW)
	Amount 

Covered (MW)

	Bonanza
	Coal
	460
	150

	Hunter II
	Coal
	1305
	50


Bonanza is a 460MW coal-fired unit that began operating in 1985. It is ranked among the cleanest and most environmentally safe coal-fired power plants in the world [according to who?].  [?Only half of the power plant is actually used for producing power. The other half is for cleaning the emissions from the expired coal.?]  DGT also owns 25% of Utah Power’s Hunter II plant, a 1,305MW coal-fired unit that has been in operation for 20 years.


3. 
4. 




For the Outage Option to pay out both triggers must be hit.  
In 2001, the first trigger is hit by an event of forced outage of 150MW or derate greater than 10% of the NDC at Bonanza or 50MW or derate greater than 10% of the NDC at Hunter, and the second trigger is hit when strike price of $75/MWh is in the money on the Dow Jones Palo Verde Non-Firm On-Peak Index (as reported in The Wall Street Journal).  The P95 loss is estimated to be $1.03 million and the aggregate payout for the option will be capped at $75 million. This is a financially-settled transaction. The term of the transaction is from April 1, 2001 to December 31, 2001. 
In 2002, the first trigger is hit by an event of forced outage or derate greater than 10% of NDC of 25W Bonanza, and the second trigger is hit when strike price of $125/MWh is in the money on the Dow Jones Palo Verde Non-Firm On-Peak Index (as reported in The Wall Street Journal).  The P95 loss is estimated to be $650,000 and the aggregate payout for the option will be capped at $25.0 million. This is a financially-settled transaction.  The term of the transaction is from January 1, 2002 to September 30, 2002, excluding the months of April and May.
             DGT Transaction Parameters
        Determination Period I: 2001          Determination Period II: 2002
	Determination Periods
	4/1/01-12/31/01
	1/1/02-9/30/02 (excluding April & May)

	Strike
	$75MWh
	$125MWh

	Region (Index)
	Dow Jones Palo Verde Non-Firm On-Peak Index
	Dow Jones Palo Verde Non-Firm On-Peak Index  

	Quantity of Coverage (MW)
	Up to 150 MW
	Up to 25 MW

	Payout Limit
	$75MM aggregate
	$25MM aggregate

	Capacity Deductible
	0 MW
	0 MW

	Premium
	$1,075,000
	$600,000

	Participation (Co-insurance)
	0%
	0%

	Coverage Limit on Outage Duration
	1000 peak hours per outage
	1700 peak hours per outage

	Settlement
	Financial
	Financial

	P95 Loss
	$ 1.031MM
	$651,000

	P99 Loss
	$ 2.518MM
	$ 1.063MM

	Expected Loss
	$192,000
	$268,000


TRANSACTION SOURCES AND USES OF FUNDS
N/A, Contingent Capital

RETURN SUMMARY
Premium

$  1,675,000
Expected Loss

$   (460,000)
Gross Profit

$  1,215,000
Expected Hedging Cost
$   (300,000)

Net Margin  

$     915,000
P95


$(1,682,000)
P99 


$(3,581,000)

CASH FLOW SUMMARY

EGM will receive a premium payment of $1,675,000 from ENA West Desk on 4/19/01.

TRANSACTION UPSIDES/OPTIONALITY 
This transaction is the third in a series expected to comprise a portfolio.  Derivatives will be used to manage expected loss amounts and reinsurance will be used to reduce the P99 loss.  The portfolio should also enable Enron to price future transactions at P95, rather than P99, resulting in lower premiums to the customers and a better ability to compete in the market. 

HEDGING STRATEGY
Enron will hedge this risk in two ways.  1) Once a portfolio of transactions is created, Enron will retain the lower layer risk and cover the higher layer with an excess insurance policy from insurance companies offering coverage for these types of risks.  Reinsurance could be obtained from insurers such as SwissRe or Ace. 2) After building a portfolio of similar transactions, the “expected” short position can be hedged with daily call options at a comparable strike.  
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RISK MATRIX 
	 DESCRIPTION
	MITIGATION/COMMENTS

	Risk Retention
	Risk will be allocated to various markets. Derivatives will be purchased to reduce expected losses. ENA will retain a portion of the risk and manage it through the power desk.  The extreme exposure in P99 (tail risk) will be syndicated in the reinsurance markets. We believe that there is reinsurance liquidity for this product, on a portfolio basis, as there is excess capital in the market and given that high quality insurers, such as Ace and SwissRe, have demonstrated comfort in underwriting these types of risk.  Based on recent discussions in the reinsurance market and the experience of the GRM origination team, GRM believes the premium paid to Enron will cover the cost of  hedging
.

	Operator Risk
	We have reviewed and analyzed reported operating data provided by DGT. DGT is not the operator of Hunter.  Based on historical analysis and simulations in the model, we believe that the risk of outage occurring for a period longer than three days is minimal.

	Option Liquidity

	Enron is a market maker in power options and has the ability to manage a portfolio of these types of transactions. Generally, however, liquidity in power options is not good due to the lack of common pooling points.

	Reinsurance Liquidity
	There is significant demand in the reinsurance market for these types of transactions on a portfolio basis. Recent discussions with insurers familiar with this risk have shown interest in underwriting cover for this type of structure. There is a timing risk associated with the period between closing this transaction and syndicating the P99 risk in the reinsurance markets.  We expect to complete syndication of the portfolio by May 31, 2001. 

	Credit Risk:   
· 
· Deseret
· Insurance company
	Since premiums are paid prior to commencement of coverage, there is little or no credit risk. ENA West Power Desk will have credit exposure to DGT, as it is receiving unit-contingent physical power in 2002, and this is managed in accordance with its normal credit risk management procedures. The Desk expects to receive a Letter of Credit or other similar instrument to covers its exposure to DGT.
Mitigated by S&P ratings (A+ or better) and term of transaction. Limited to term of transaction.

	Transaction Risks:

· Transmission

· Dispatch

· Environmental/Regulatory

· Planned Outages
	Excluded from coverage in this product.
Excluded from coverage in this product.

Excluded from coverage in this product.

Excluded from coverage in this product.

	Moral Hazard
	Strike Price is high relative to cost of generation, therefore Deseret incurs significant losses from outages. Payout to Deseret is capped at $75 million in Determination Period I and $25 million in Determination Period II. In addition, Deseret does not operate the Hunter plant [who does?  Whose risk are we really taking?].

	Modeling and Simulation Methodology
	Modeled by research using techniques consistent with how ENE models power risk elsewhere at the firm.

	Legal Risk
	This transaction should not be viewed as an insurance product because the payout is not tied to an indemnity of an actual loss, however, there is some minor risk that an insurance department could conclude that the arrangement operates functionally as insurance and that the option constitutes an insurance contract.  If the transaction were structured where EGM/ENA would pay the premium, the legal risks would be greater. The legal risks are minimal where EGM/ENA receives the premium. 

	Governing Law
	Texas 


KEY SUCCESS FACTORS

	
	NA
	Poor
	                            Excellent

	Core Business
	
	
	                     X

	Strategic Fit
	
	
	 X

	Upside Potential
	
	
	X               

	Management
	X
	
	

	Risk Mitigation
	
	
	X


· Core Business – The product leverages Enron’s knowledge of power markets and risk structuring
· Strategic Fit – The product is aligned with Global Risk Markets’ strategy of leveraging insurance capital to create superior risk management tools.  The insurance market is more efficient than the derivatives market at clearing certain risks as is the case with power price/outage risk.
· Upside Potential – Multi trigger products can be offered to other types of customers (IOU’s, industrials, power marketers), in other coverage areas, and applied to other commodities.  On a transaction-by-transaction basis, the upside is fixed by the premium.
· Management – The product will be managed and syndicated by GRM.  GRM will create a book managing these positions and intends to work with the power desk to hedge its expected losses.
· Risk Mitigation – See table above.


OTHER RAC COMMENTS: 
The underwriting of the multi-trigger product is a natural extension of Enron’s risk management capabilities in electricity and gas.  Enron should have a competitive advantage over insurance companies in quantifying the risk inherent in this transaction.  EGM’s present weakness is a lack of volume and portfolio, at this stage, to adequately diversify risk.
Portfolio remains unhedged.  
Given that this is the third transaction, RAC’s concern at this stage is largely related to GRM’s inability to mitigate risk through portfolio hedging and reinsurance.  Syndication of tail exposure in the re-insurance market will be a key factor in managing P99 exposure.
Maximum loss under this derivative contract is $100 million ($75 million for Determination Period I and $25 million for Determination Period II).  The Maximum Loss exposure in the EGM portfolio, now consisting of three transactions, is $160 million.

RAC has not had an opportunity to conduct a detailed review of the economic model  used for pricing of this transaction.
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A formal request for VAR limits has been submitted for approval
MILESTONES: 

1. Formalization of Market Risk Management Tracking Procedures and RM Policy
04/13/01
2. Develop framework for characterizing hedges and insurance as “positions”

earlier of 4/13/01 or forth transaction
3. Create scalable portfolio tracking system




earlier of 4/13/01 or forth transaction
4. Notification of deal status






04/13/01

5. Status of Portfolio 







04/30/01, 06/29/01

6. Reinsurance obtained to cover tail risk 





06/29/01

	APPROVALS
	
	Name
	
	Signature
	
	Date

	GRM Origination
	
	David Hoog/Joana Bekerman
	
	
	
	

	GRM Management
	
	Per Sekse
	
	
	
	

	EGM Executive
	
	Mike McConnell/Jeff Shankman
	
	
	
	

	EGM Legal
	
	Mark Haedicke
	
	
	
	

	EWS Executive
	
	Mark Frevert
	
	
	
	

	RAC Management
	
	Rick Buy/David Gorte
	
	
	
	

	ENE Global Finance
	
	Andrew Fastow/Ben Glisan
	
	
	
	

	ENE Executive
	
	Jeffrey Skilling
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