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Approval Amount Requested:
The Liquids Group of EGM seeks approval to enter into a series of transactions with GAF Refining, L.L.C. (GAF) relating to their Coffeyville refinery. EGM will enter into a financial swap on the refinery’s crack spread to stabilize its operating margin, supply crude oil to the refinery, purchase gasoline and diesel made at the refinery and provide a working capital debt facility.

These details of these transactions follow: 

1) Refinery crack spread hedge
- Long 45,000 BPD Group 3 regular gasoline vs. WTI @ $5.21 per barrel (avg over 10 yr term)
- Long 38,000 BPD Group 3 low sulfur diesel vs. WTI@ $4.33 per barrel  (avg over 10 yr term)
- 10 year term

	Year
	Gasoline Crack
	LS Diesel Crack

	4Q01
	$3.50
	$5.38

	2002
	$4.65
	$4.45

	2003
	$4.75
	$4.35

	2004
	$5.10
	$4.15

	2005
	$5.30
	$4.15

	2006
	$5.50
	$4.00

	2007
	$5.60
	$4.15

	2008
	$5.60
	$4.20

	2009
	$5.80
	$4.25

	2010
	$5.75
	$4.25

	2011
	$5.75
	$4.25


2) Crude oil feed-stock supply to the refinery
- short 75,000 BPD physical crude
- 10 year term

3) Refined products purchase from Coffeyville
- long 85,000 BPD gasoline and distillate
- 8 year term 

4) Working capital financing via a $40  million (est. amount) loan.
Approval of these transactions will also require increasing ENE VAR and position limits 

_________detail_______________________

Deal Description:

Farmland Industries has agreed to sell its Coffeyville Refinery to GAF in a management buyout.  GAF is an entity owned by a former Farmland senior refining strategist, an entrepreneur and three private investors. Farmland Industries is the largest farmer-owned cooperative in N. America with assets in refineries, fertilizer plants, transportation and other industries. Upon completion of this transaction, Farmland will have exited from refining.

The Coffeyville refinery, located in Coffeyville, Kansas, while in operation since 1906, has been expanded and upgraded to its current 95,000 BPD configuration by Farmland in a series of projects over the last twenty years. Further investments totaling $100 million are now required in order to meet coming EPA Tier 2 standards for low sulfur fuel. 
The Coffeyville acquisition will be funded by a 
Morgan Stanley bridge financing of $125 million and the ENA working capital loan of $40 million. It is anticipated that Morgan Stanley will subsequently arrange the issuance of 8 year 144A Notes ($125-250 million) on behalf of GAF to refinance the $125 million bridge loan, fund Tier 2 upgrades, and provide cash for general corporate purposes. Access to this capital market is enhanced through the margin stabilization provided by ENA with its hedging products. 

In addition to establishing desirable crack and crude short positions in a strategic market (Group 3/PADD II), this transaction creates the following strategic benefits for EGM’s crude and products business:  1) establishes a physical presence in Group 3 products market, a highly volatile and liquid market;  2) creates an opportunity to extend EOL activity into Group 3 basis trades and potentially wholesale rack activity;  3) makes EGM an “end-user” in crude oil markets creating an avenue for commercial discussions with key oil producers such as PdVSA, Pemex, Aramco and others;  4) creates a physical supply presence in the Cushing physical crude markets adding to EGM’s market information flow and generating flexible storage opportunities.

. 

PROBABLY    WILL TAKE THIS SECTION OUT (DEPENDING ON RESOLUTION OF WC FACILITY)

	RETURN SUMMARY (000s)  - *

                                       PV @ Cap. Price     IRR
Cash Outflows                   )

Ongoing Cash flows          

Terminal Value                   
	                                             Current Pricing

Risk Free                                        4.69%

Equity Premium                             3.37%

Transaction Specific                       %


	Total NPV
	$
	IRR
	
	RAC CAPITAL PRICE:
	%


TRANSACTION UPSIDES/OPTIONALITY

During the term of the agreement, EGM will have significant positions which it can range trade to capture incremental spread when market conditions allow.  Additionally, there has been no value included in the economics for any spread made on resale of the physical products.  It is estimated this could be $1.5 – 2.0 million per year on an accrual basis.

GAF is also contemplating a $300 million (+/-) capex program (Max Capex case) which would expand the process capabilities of the refinery to match the current crude charge expanding the product yields to +/- 130,000 bbls/day.  Approval of this will require super-majority vote of the BOD and subject to renegotiation of the swap pricing and/or physical off-take pricing for the incremental volumes.  At this time, there is not sufficient detailed engineering to support the economics of such a large capital program.  EGM will work with GAF, post closing, to verify and determine both the operational and economical feasibility of the Max Capex case.  It is envisioned that EGM will have a right of first offer (option) to supply any additional crude and lift additional products.  If EGM declines to exercise its option, GAF could contract with a third party.  For purposes of this transaction, we are focused solely on the Min Capex case and will defer any additional capital spending (Max Capex) for further review, due diligence, etc…  No value for the Max Capex case has been included in the project economics represented by this transaction.

RISK MATRIX

	 DESCRIPTION
	MITIGATION/COMMENTS

	Market Price Risk

· The crack spread position cannot be significantly hedged beyond the initial 1-2 years of its 8 year term.

· MTM exposure (VAR) of the crack spread swap is $40.5 million. Combined with the existing portfolio, VAR will increase by $24.6 million.

· MTM exposure rolls off very slowly with time (VAR decreases only $4 million per year going forward).

· It will be difficult to significantly offset this position in its entirety. 
	· Current liquidity for crude/products extends out 18 months to 2 years which will provide some ability to hedge short-term exposure.
· This analysis does NOT include any defensive/range trading measures which the traders will monitor on an ongoing basis.
· ??? should we reference that the lack of long-dated positions also avoids the requirement for big unwind costs???
· The absence of a liquid market beyond 2 years also implies a theoretical limit on volatility and V@R which means the conventional approach may be overstating the risk in this position.  As the crack spread is supported in the long run by incremental refining costs, this provides some degree of  downside protection.

	Sponsor Issues

· Two of the principals involved in the transaction have multiple personal lawsuits and tax liens in their backgrounds.

· Little real equity is being contributed to the project by its sponsors.
	· GAF will be bankruptcy remote, thereby isolating it from its equity sponsors.  Neither of these principals will be on the board or involved in day to day operations or decisions.
· Interests of Enron and the debt holders will be represented on the GAF BOD by independent directors.

· EGM will have “visitation rights” at all board meetings.
· Supermajority voting provisions will be required for:

· Distribution of cash/dividends

· Incurrence of debt (threshold)

· Selection of auditors

· Change in accounting principals

· Operating budgets

· Capital expenditures (threshold)

· Execution of contracts (threshold)

· Environmental/regulatory policies

· Appointment of officers/directors

· Compensation/bonuses

· Transactions between subsidiaries or affiliates

· Petition for bankruptcy

· Transfer/sale/disposition of any assets

· EGM will participate in Monthly Management Committee meetings

· Restrictive and negative covenants on stock, collateral, cash flows, etc…
· The third principal, who will be Pres/CEO of GAF, does have an extensive refining background - over 35 years with Texaco and Farmland (at the target refinery) and has managed projects of this size and larger.  External sources confirmed his prior work history, operational background and character to be excellent.
· Primary existing refinery personnel will be retained and augmented by reputable third-party contract operators/personnel (PhillipsServices). 


	Financing Risks

· Morgan Stanley may not be successful in issuing 144A securities for GAF.

· 
	· The Morgan bridge loan will convert to a term facility should the 144A issuance not be successful.

	Capital Expenditures 

· $190 million funded from refinery cashflow.

· $90 million for Tier 2 (EPA) compliance

· $100 million for ongoing (sustaining) capex ($10 MM/yr)

· Detailed engineering for the Tier 2 upgrades has not been completed by Famland/GAF.
- Capital expenditures could be underestimated.
- Timing of improvements could be optimistic.

· The project has limited ability to fund higher capital requirements.

· Current personnel’s ability to oversee a construction project of this magnitude.
	· Completed engineering will be necessary before bids can be obtained.

· UOP has provided independent assessment of the process equipment, capital costs, operating costs, etc… required.

· Purvin & Gertz has provided fundamental market analysis as well as industry comparisons on UOP’s recommendations.

· EGM hired Stancil & Co., a well qualified consultant, to review and recast estimates.  However, preparing detailed engineering is beyond the scope of their assignment.  Stancil’s views are basically in agreement with the capex assumptions, operational timelines and product yields provided by UOP and P&G.  However, there is always a possibility of cost overruns in any project of this magnitude and this can not be defined tighter without detailed engineering.
· EPC management will be contracted to reputable independent 3rd parties.

· Reference comments above in Sponsor Issues re: Pres/CEO experience with both operations and project management & construction.

	Credit Risk Crack Spread Swap

· Credit exposure on crude sales (product sales do NOT have GAF credit risk) and crack spread swap.

· Credit reserve is calculated to be [$40 million].
	· Netting agreements will be required.

· EGM has first position in the cash waterfall ahead of any debt service.

· EGM will be pari passu with the debt holders on the Coffeyville refinery, the gathering system and the Philipsburg deasphalting plant. EGM will also have sole rights to all crude and products inventories.
· GAF will also establish a Swap Payment Reserve Account equal to approximately 6 months vs. the “mark” which should cover any  deductible period under the B.I.

	Credit Risk – Revolving Credit

· Oil and products in the pipelines and refinery would provide collateral, but could not readily be accessed without shutting down the refinery.


	· Reference master netting agreement with physical/financial contracts.

	Environmental Risks

· The Coffeyville site has been used for refinery operations since 1906. Groundwater contamination and pollution are known to exist on site.

· Negotiations are ongoing with the EPA to determine what cleanup measures should be taken. The costs are not certain.

· While EGM is not an owner or operator and therefore NOT liable for any remediation, any significant costs that negatively impact the refinery economics may impact the GAF’s ability to perform under the swap and/or physical contracts with EGM.
· Timing of EPA Tier II Specs Compliance – facility will be required to meet new specs for gasoline and diesel in Jan., 2004.

	· Farmland is responsible for existing conditions.  Current groundwater monitoring activities indicate the “plumes” have NOT migrated in the last 8 years.
· Existing agreement between Farmland and GAF provides for Farmland to cover 100% of remediation costs for events prior to transfer date as well as an amortizing scale for specific items currently in remediation process with the EPA.
· GAF will provide Environmental Insurance coverage which will cover liabilities in excess of $30MM.
· Independent consultants, Stancil &Co., believe that if licensing of the technology and permitting process starts in Oct 01, detailed engineering in Jan 02, and equipment purchased in Jun 02, these deadlines can be met.
· GAF does have the option for requesting “Small Refiner Status” which would delay the requirement for gasoline until 2006 and diesel until 2010.

	Single Asset Concentration Issues
·  Only one refinery will be operated by GAF. 
	· Any cash flow from gathering assets as well as Philipsburg refinery are “callable” if GAF doesn’t maintain certain minimums (working capital, D/E, et al ratios).
· EGM is assuming market risk.  GAF will maintain both B.I. and Property Damage insurance to cover operational risk. 

	Refinery Yields

· There is a risk the refinery cannot produce enough physical barrels of products (yield) to cover its financial obligations under the swap.
	· Swap Payment Reserve Account will cover +/- 6 months swap exposure (marked to curve)
· The swap volumes have been “optimized” to match the best estimate of physical refinery yields according to the reports/studies from UOP, P&G and Stancil.
·  If the positions have not been hedged, EGM could agree to blend & extend the swap to better match the operational capabilities.

	
	


KEY SUCCESS FACTORS 
	
	NA
	Poor
	Excellent

	Core Business
	
	                                   X – 1

	Strategic Fit
	
	                                  X - 1

	Upside Potential
	
	                                                                X

	Management
	
	                                                          X - 2

	Risk Mitigation
	
	         X

	
	
	


1- with respect to how this investment would support the liquids trading/marketing operations of EWS and not relating to the base business of refining

2 - Quality of Management:  since the “questionable” principals will not be on the board or on any 

    management committees, my evaluation is based on the Pres/CEO, CFO and other 

    officers/employees of GAF.

MILESTONES

OTHER RAC COMMENTS
	APPROVALS
	
	Name
	
	Signature
	
	Date

	Business Unit Originator
	
	Randy O’Connor
	
	
	
	

	Business Unit Management
	
	Randy Maffett
	
	
	
	

	EGM Management
	
	Mike McConnell/Jeff Shankman
	
	
	
	

	EWS Legal
	
	Mark Haedicke
	
	
	
	

	RAC Management
	
	Rick Buy/Dave Gorte
	
	
	
	

	Enron Global Finance
	
	Andy Fastow/Ben Glisan
	
	
	
	

	ENE  OOC
	
	Mark Frevert/Greg Whalley
	
	
	
	

	ENE  Chairman
	
	Ken Lay
	
	
	
	

	
	
	
	
	
	
	


Global Finance Summary (addendum to DASH)

1. Transaction Summary


	
	Amount ($000s)

	Total Deal/Project Capital Commitment
	

	Less: Financing
	

	Less: Syndications
	

	Net Enron Investment
	$   0


2. Investment terms and pricing:

Market, Above Market or Below Market

Describe (if necessary):




3. Financing terms and pricing:

Market, Above Market or Below Market

Describe (if necessary):




4. Legal or practical liquidity restrictions:
Unrestricted, Legally Restricted or Practically Restricted


Describe (if necessary):




5. Any recourse to Enron (other than investment):

Recourse or No Recourse

Describe (if any):




6a. Business unit intent to syndicate:

None, Partial or All

Describe (if necessary):



6b. Intended Enron hold period:



6c. Likely Syndication Market:


	
	Industry/Strategic Partner
	
	Direct Private Equity

	
	Capital Markets
	
	JEDI 1

	
	JEDI 2
	
	EnSerCo

	
	LJM 1 or 2
	
	Condor

	
	Other:
	
	Margaux


6d. Is this a JEDI 2 “Qualified Investment”?

Yes or No
	Function
	Signature
	Name
	Date

	Global Finance Representative
	
	
	

	Global Finance Legal
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