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Legal Risk Rating = 1.5

I.  Description of Product.  David Hoog of the Global Risk Market Products group has developed a new derivative product to offer to power generators.  The product is a multi-trigger option that would trigger under the following conditions (i) a specified generating unit experiences a defined outage and (ii) the index price is greater than the specified strike price.  This product is designed to hedge a generator’s exposure to volatile summer power prices and there are currently very few alternatives to this product in the market.  There is a marketer that is offering a physical power option product and two insurance companies offering insurance contracts tied to power replacement cost.  David Hoog asked the legal team to draft a stand-alone confirmation and GTC and asked that we not ask for opinions of counsel from counterparties so that his product could compete with the other products on the market that do not require opinions.  To the extent that the product is sold to non-regulated counterparties this request poses no additional risks.  To the extent that we sell this product to municipal or other governmental generator counterparties (the “Regulated Counterparty”) this would be a departure from our standard due diligence requirements.
  
II. 	Legal Risk Description.    There are two legal risks that were analyzed as this product was being developed.  

A.  The first risk analyzed was to determine how likely it would be that the commercial team could end up writing potentially “free” options if sold to a Regulated Counterparty where we did not require an opinion of counsel.  There is some risk that a generator who is a Regulated Counterparty could wait until the end of the term of the transaction (if there is no trigger that causes a payout on the option) to claim that they were never authorized to enter into the transaction and attempt to demand their premium back. 

B.  The second legal risk analyzed was whether the option by virtue of its structure creates a product that could be considered to be an insurance product.  If this is deemed to be an insurance product by a state insurance department then Enron may be given a cease and desist order and possibly fined.  Certain characteristics of the product required us to take a closer look at the transaction to determine if it could be considered an insurance product.  This product differs from a typical financially settled option, which is not insurance, in that there is a triggering event tied to an outage of the generator’s power unit, and a payout calculation that is tied to the number of megawatts the unit does not generate and could be related to the price of power purchased and sold in the generators area.





III. Legal Risk Analysis.

A.  With respect to the first risk, it was determined that the risk of a Regulated Counterparty trying to later void the transaction because it was not an authorized activity is somewhat mitigated with respect to this product for the following reasons:

1. The counterparty is required to make in the documentation certain specific representations as to their authority to enter into the option.
2. This transaction does not pose the same type of risk faced when a Regulated Counterparty is trying to avoid making to us a periodic swap payment it is obligated to make under a swap agreement.  The Regulated Counterparty’s payment obligation in this case is limited to the premium and is known upfront and paid upfront.  Unless there are delayed or multiple premiums, we will never be in the situation of trying to collect payments under the contract.  To the extent we are ever to take exposure under one of these transactions because of delayed or multiple premium payments or because the form of the transaction is something other than an option, then we should require a more thorough due diligence of the Regulated Counterparty, including possibly requiring the delivery of a legal opinion.
3. The cost of recovery of the premium through arbitration or litigation should discourage pursuit of any claim since the size of the premium would usually not exceed 1 million dollars.

In the estimate of David Hoog the risk of being required to return a premium is low enough that EGM is willing to assume the risk of being potentially required to return a premium in order to be more competitive in our documentation requirements.

B.  With respect to the second risk, the LeBoeuf, Lamb, Greene & MacRae law firm issued an opinion to us analyzing the issue and concluded that as structured, to the extent that the option is not designed to compensate the buyer for an actual loss, it is reasonable to conclude that the option should not be viewed as a transaction of insurance under New York Insurance Law. 

In addition, the risk that this product could be deemed to be insurance is mitigated by the following facts:

1. There is only going to be a small pool of potential counterparties in any given state.  Only a limited number of power generators would be eligible for this product, 30 or 40 across the United States, which should mitigate the potential size of any controversy.  
2. There would have to be a complaint to a state insurance department and it would have to make a finding that we were selling an insurance product.  If they were able to make that determination the likely remedy would be a cease and desist order and possibly a fine.  However, according to LeBoeuf Lamb, a fine would likely only be imposed if there is a pattern of violations within the state, and if so, would not likely exceed $100,000.
3. To ensure that each transaction is properly drafted as a derivative and does not compensate for actual loss, each transaction should be reviewed and signed off on by an Enron attorney prior to execution.

IV.  	Conclusion.  It is recommended to go forward with the product on the following conditions that:

1. we are only selling options, and not swaps.
2. if the premium involving a Regulated Counterparty is greater than a certain material threshold (such as, greater than $1 million), so that if it is required to be returned it will be detrimental commercially, we should increase our due diligence to ensure the Regulated Counterparty has authority and capacity to transact before the transaction is entered.  
3. an attorney review and sign off on all multi-trigger options prior to execution to ensure that we are not indemnifying for actual losses.
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