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RISK RATING - 2

Description of Transaction
The AUMA is negotiating the form of natural gas supply agreement (the “Agreement”) for and on behalf of all its participating member munis (approximately 150).  The Agreement is based on Enron Direct Canada Corp.’s (“EDC’s”) standard form retail contract.  Each muni will execute the Agreement thereby establishing a contract between EDC and each muni (the AUMA is not a party to the Agreement).  It is currently expected that the munis will be signing up for a 5 year deal, the commodity price will be approximately $5/GJ, and the aggregate annual volume will be between 2.5 million and 4 million GJ’s.

Identified Risk
In Alberta, provincial legislation provides that a muni has the capacity to execute and be bound by contract as well as the ability to sue and be sued on the contract.  However, there may be local provisions that restrict the capacity of a particular muni.  Consequently, if a muni were to enter a contract without substantially complying with its local restrictions, it might at some future point raise the ultra vires defence; i.e. argue that when the muni contracted, it did so beyond its local restrictions.  If a muni were to successfully argue the ultra vires defence, the Agreement, as it pertains to that muni, would be void as of the date of execution.

Approaches
1. Certain evidence – Enron Direct could be quite certain that there are no local restrictions if it could obtain either: (a) a certified copy of a resolution of the governing body of the muni stating that the muni has read the Agreement and that it has the requisite authority to be bound by the terms of the Agreement, or (b) a legal opinion from the muni’s lawyer wherein the lawyer states that the muni is not subject to local restrictions and therefore has the proper authority to enter into the Agreement (I will refer to these collectively as “certain evidence”).

We discussed this approach both internally and with the AUMA; however, for the following reasons we decided that it was not feasible to obtain certain evidence: (i) timing – to do so would be very time consuming (probably several weeks), and (ii) the AUMA is opposed to having munis provide certain evidence, arguing as well that none of our competitors require certain evidence.

2. Approval form – The AUMA is prepared to have each muni sign what they call an “approval form”.  The approval form will be signed by the employees/agents of the muni (the mayor, aldermen, etc.) and will simply state that the muni authorizes a designated representative(s) to “execute a 5 year gas deal with a ceiling price of ‘x’” (i.e. the requisite members of the muni would not have reviewed the specific terms of the Agreement).

Because the muni is not reviewing the specific terms of the Agreement and is not providing us with certain evidence of its authority to contract, we cannot be certain that there are no local restrictions.

3. Reps and Warranties in Agreement – In the Agreement, each muni represents and warrants that it has sufficient authority to enter into the Agreement and perform its obligations under the Agreement, and that the person(s) executing are the duly authorized representatives of the muni.  However, there may be local restrictions (e.g. by-laws) that restrict the capacity of the muni to enter into the Agreement.  

Notwithstanding that the muni has so represented and warranted, if the local restrictions stipulated otherwise, it is arguable we could not rely on the rep and warranty in the Agreement as the Agreement may be void (i.e. it was never an enforceable contract).

4. Legal research – At the outset we eliminated the possibility of an “appropriations issue” in Alberta; that is, there is no law in Alberta stating that a contract obligating a muni to make future payments for funds which are not yet appropriated constitutes a debt and is thereby constitutionally void.

Subsequently, we researched the case law to ascertain the extent to which munis have successfully argued the ultra vires doctrine to avoid contractual obligations.  As noted below, the ultra vires defence has been used by muni’s in limited circumstances.

Mitigants
1. Approval form – Although it speaks only to who is authorized to execute the Agreement and not local restrictions or capacity to transact, the approval form is some form of evidence, as are the contractual representations and warranties.

2. Research – As noted, appropriations are not an issue.

Munis have, in limited circumstances, employed the ultra vires doctrine to attempt to avoid contractual obligations.  Even in those situations, the courts have employed one of two limitations on the muni’s ultra vires defence:

(a) Estoppel – because of the muni’s conduct in representing its authority and because the contract fell within the muni’s general contracting powers, the muni was prevented by estoppel from relying on the ultra vires defence; the contract was held not to be ultra vires and the counterparty was entitled to rely on the reps and warranties in the contract that the muni had the authority to contract.  (The outcome is to hold the muni to a contract which is otherwise outside its capacity.)

(b) Unjust enrichment – although the muni was allowed to rely on the ultra vires defence, it was required to compensate the counterparty for the goods provided or services performed.  This will not result in an ideal form of remedy in that (i) the measure of damages for gas delivered may be a “reasonable” amount set by the court that could be less than the contracted amount, and (ii) it does not provide a measure of damages for the loss position (if any) for the balance of the term.  (This may be the more likely outcome as it is consistent with the ultra vires doctrine and the muni’s lack of capacity.)

Conclusion

Generally, we would characterize the individual risk as a small risk of a smaller problem if any one of the munis defaults, but a small risk of a larger problem if they were to act in concert to avoid the Agreement and simultaneously default.
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