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ATTORNEY WORK PRODUCT

TO:
Mark Haedicke
DATE:  July 11, 2001


Lance Schuler


FROM:
Angela D. Davis

DEPARTMENT:  ENA Legal

SUBJECT:
Brooklyn Navy Yard Cogeneration Partners, L.P. (the “Partnership”)

RISK FACTOR:  3

Edison Mission Energy (“EME”) is conducting an auction of its interests in various power generation facilities, including the Brooklyn Navy Yard, a 286 MW qualified facility (“QF”) and exempt wholesale generator located in New York City (the “Project”).  The Partnership owns the Project.  Enron North America Corp. (“ENA”) is interested in purchasing the 5% general and 45% limited Partnership interests owned by Mission Energy of New York, Inc., a subsidiary of EME. 

· QF Status.  QF status should only be an issue if (i) ENA acquires 100% of the Project, (ii) the off balance sheet structure utilized by ENA for the acquisition is construed as ownership by Enron Corp. (“Enron”) and (iii) the Securities and Exchange Commission (“SEC”) does not rule in favor of Enron with respect to its good faith filing made under Section 3(a)(3) and Section 3(a)(5) of the Public Utility Holding Company Act of 1935.  If the SEC denies the good faith filing, ENA would have approximately 18 months to restructure its ownership in the Project.  However, the Project would become subject to the regulatory requirements of (i) the Public Utility Holding Company Act, (ii) the laws of the state of New York governing “steam corporations”, entities required to charge “just and reasonable rates” and (iii) the Federal Power Act, to a greater extent than previously.  See the discussion immediately following with respect to the potential effect on the QF status of reductions in steam sales.

· Reduction in Steam Sales.  The Project sells the majority of its power and steam to Consolidated Edison Company of New York, Inc. (“ConEd”) pursuant to an energy sales agreement (the “ESA”).  The ESA expires in 2036.  In 2017, ConEd has the right to reduce its steam purchases by 500,000 lbs per hour, if in the prior two years, its steam load has fallen below 10,000,000 lbs per hour.  ConEd would then forfeit its right to the steam and an equivalent amount of power which ENA could sell to third parties.  However, ENA views the steam sales as being in the money and views the reduction as a risk.  Forecasts generated by ConEd indicate that such a reduction is unlikely.  It should be noted that in the event that steam sales are reduced below a certain level, the Project’s QF status could be affected.  

· Litigation.  PMNC Joint Venture (“PMNC”) filed suit against the Partnership in 1997 seeking damages in excess of $136,000,000 (the “PMNC Litigation”) for amounts unpaid under the turnkey construction contract for the Project.  Based upon the status of the case to date, ENA has been advised by outside counsel and consultants that in all likelihood any amount recoverable by PMNC would probably not exceed $50,000,000 and would most likely be around $25,000,000.  In connection with a Partnership bond offering, EME indemnified the Partnership with respect to the PMNC Litigation (the “Indemnity”). Under the purchase agreement, EME would also indemnify ENA.  However, the possibility exists that when the PMNC Litigation settles or proceeds to judgment, amounts owed by the Partnership could be in excess of EME’s ability to pay.  If the Partnership fails to satisfy any judgment rendered against it (i) PMNC could obtain and foreclose a judgment lien on the assets of the Partnership and (ii) if a judgment is rendered and is in excess of $10,000,000, then an event of default would occur under the $307,000,000 Industrial Revenue Bonds (the “IRBs”) and the $95,000,000 7.42% Senior Secured Bonds (the “7.42% Bonds” with the IRBs, the “Bonds”) issued in connection with the Project.

· EME Bond Default.  As long as the Indemnity is outstanding, an EME bankruptcy, insolvency or failure to make required payments under the Indemnity constitute events of default on the Bonds.

· Water and Sewer Charge.  A water and sewer charge of approximately $7.6 million is on file for the block of property including the Project.  Purportedly, payment arrangements have been entered into by the Partnership with the City for its pro rata share of this amount, $1,300,000. No verification of the amount or the arrangements has been possible.  ENA will require indemnification from EME with respect to any liability resulting from any portion of this charge.

· Gas Import Tax.  In connection with an ongoing audit, the New York State Department of Taxation claims that the Partnership should have paid a natural gas import tax on the importation of gas.  The Partnership believes it is exempt therefrom.  If the department maintains its current position, the Partnership could be liable for $7,000,000 in unpaid taxes and $3,000,000 in penalties.  ENA will require that EME provide indemnification for any liability resulting therefrom.

· Limitation on Indemnification.  The indemnification to be provided by EME under the purchase agreement is limited to a percentage of the purchase price.  ENA will require that any loss attributable to the PMNC Litigation, certain contract disputes, the sewer and water charge and taxes be excluded from this limitation.  

· EME Credit Quality.  Concern has been expressed regarding EME’s credit quality.  A recent bond offering of EME was not well received by the market and certain projects sponsored by EME in the U.K. are experiencing financial difficulties.  The credit quality of EME is important because (i) EME is indemnifying the Partnership with respect to the PMNC Litigation and (ii) EME will indemnify ENA with respect to the PMNC Litigation, the water and sewer charge, taxes and other amounts under the purchase agreement.  In the event that EME becomes bankrupt prior to the settlement of the PMNC Litigation or any other indemnifiable matter, the Partnership and ENA would have a claim against EME’s bankrupt estate with respect to EME’s indemnification obligations.  However, the amount of such claims could be difficult to ascertain and collect.

· Installation of Boiler and Restructuring
1. ENA plans to install a new boiler and chillers at the Project.  Under the ESA, the argument can be made that ConEd’s consent would not be required for the sale of the resulting additional power to ConEd.  It does not appear that the consent of the holders of the Bonds or B-41 would be required. 

2. ENA intends to restructure certain of the Project agreements, including the ESA.  In the event that the restructuring results in a buyout of the ESA by ConEd, the Partnership would be required to use the proceeds thereof to pay down the Bonds.  Also, the consent of the holders of the Bonds could be required for any restructuring.

· Lease Default.  The Partnership is in default under the property lease for the Project site as a result of an insurance deductible exceeding the amount permitted under the lease.  EME has maintained this particular insurance on behalf of the Partnership.  ENA will require that EME obtain a temporary waiver of (i) this default (ENA is to provide this coverage in the future), and (ii) any default occurring under any other Project or financing document as a result of the lease default.
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