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Dear Dr, LeMaistrs:

As requested by Enron, Towers Perrin has prepared this letter addressing potential
strategies Enron may want to consider in dealing with 2001 bonus allocations and
possible ways to retain key employees during the period before the merger with
Dynegy is completed. We have also outiined our understanding of how Enron's
Compensation Committee is impactad by the announced merger.

Spacial Merger-Reiated Doecision-Making Considerations

Before discussing specific compensation strategiss, we want to remind the
Cormpensation Committee about the extra importance of its decisions in light of the
Company’s “in-play” status and other pending litigation. We bslieve it is critical that
the Compensation Committee understand how the announced merger needs to
impact is decision-meking. This input reflacts our extensive experience as
compensation consuftants and advisors to Enron and its board, but should not be
taken as legal advice. TOWERS PERRIN DOES NOT ENGAGE IN THE PRACTICE OF
LAW, 50 THE COMPANY SHOULD SEEK LEGAL COUNSEL'S OPINION ON THESE

ISSUES.

Also note that lawyers and courts do not always interpret these matters in sxactly the
same way, What we're outlining here reflacts what we have seen ag mainstraam
intarpratations of law firms with which we deal.

Under most circumstances, Compensation Committee actions ara govemned by the
Business Judgment Rule. Under this ruls, Compensation Committes {and fuil Board)
decisions are not to be second-guessad if good processas have been used in making
dacisions, aven if the impact of the decisions tum out to be unfavorable. A helpful
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condition for damonstrating sound business judgment is the uss of reputable
professional experts (such as compensation consultants in the case of making
compensation decisions).

However, once a company is "in play” a higher standard of decision-making may
apply. Many legal experts believe the burden of procf that the decisions taken by a
Board of Directors are reasonabls shifts to a higher standard. This standard, in
assance, is that decisions made must be directly in the shareholders’ ifitarast.
Consequently, actions taken by a Compensation Committes during this period are
scrutinized much more closely and documentation of the reasons for decisions taken
is critical. At such a time, company should not be making significant increases in pay
or other program changes unless it can substantiate a compelling business rationale
for doing so. Otherwise, charges of Corporate Waste or other breach of fiduciary
duty could be levied.

Enron Compensation issues

Enron faces a variety of critical compensation issues in light of the announced
merger with Dynegy. in our opinion, it is critical that these decisions be made
recognizing the following facts:

8 Enron’s financial performance for the year {as measured by racurring net income)}
is likely to be good. Howaever, its stock price has dropped dramatically.

# Enron's greatast value is in its core trading, other commaercial and pipsline
busginesses. With respect to the trading and other commarcial businessas, the
value imbedded in the business resides largely in the intellactual capital of the
employees. Therefora, it is critical that key psopls associated with thass
businessas ba retained in order for the Company pre- and post-marger to have
valus to sharsholdars. This is particularty true of kay commaercial peopla who, in
our opinion, can find other job opportunities with equivalent pay opportunitias

instantly. .

Ta deal with thesa concerns, Towars Parrin has developed some suggestsd
parameters for Enron to consider in making 2001 compensation decisions. We will
address possibls 2002 compensation structure issues at a later data.
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.S_ug"ge;t-ad 2001 Compensation Decision Parameters

Given the announced merger, Enron’s financial performance, Enron’s stock price

- parformance, and the fact that Enron’s commaercial talent has highty portable skitls,

Towers Perrin suggests that Enron make its 2001 compensation decisions within the

following parameters:

® Equity Compensation - In most companies, immadiate vesting of:&_u;{y-
compensation takes place upon a change-in-control. In Enron’s case, the squity
plans only accelerate vesting in the event of a hostile tskeovaer. (it is our
understanding that the Dynegy merger does not rapresent a hostile takeover.}

This lack of vesting complicatas mattars for Dynegy following the merger.
Spacifically, Dynegy’s stock ovarhang (i.e., the percentage of sharas resarved for
stock-based pay) is about 10% while Enron's overhang is about 15%. With no
acceleration of vasting {which is typically couplad with a requirement that options
he axarcised or cancelled within 3 months of the change-in-control), Dynegy will
inharit Enron’s overhang. What is more, this overhang may exist for years since
Enron’s stock options are deeply underwater. (Howaevaer, this overhang problem
may deciine if thera ars significant employee terminations.) '

In addition, since most companies accalerata vesting of equity incantives in the
avent of a8 change-in-control, there is little precadence for making any new aquity
grants to the acquired company’s employees once a8 merger is announced.

Given thess issuss, Towsers Perrin recommends that Enron generalty not make
additional equity grants to its amployees. The one exception to this rule is in the
casa of empioyess who have equity award guarantees within their employment
agreements. In this case, Enron may want to buy-out the squity award portion of
the contract with deferred cash payouts over the naxt year. Howevaer, unless
contract employees agree to a buyout, wa balieve Enron must honor its contracts.

B 2001 Annual Incentivas — Enron’s annual incentive pian is funded with up to
24 5% of recurring after-tax net income. This funding level was established based
on markat 75 percentile norms of 16% of EBIT for anergy trading and marketing
organizations, converted to a percentage of after-tax net income using an
assurmed tax rate of 35%. Enron then allocates hanuses to individuals based on
targeting market 75" percentile bonus awards for comparable positions, adjustad
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- for performance.

Towers Perrin understands that Enron expects to have a 2001 bonus pool of
about $280 million for 2001 performance. (Note: We balisve this figure is based
on racurring net income laveis and does not reflect rastatements of earnings or
write-downs. The Committee clearly should consider the impact of these one-
time avents on the size of the bonus peol.) While we undsrstand that the merger
agresmant with Dynegy aliows Enron’s Compansation Committas‘to-maks 2001
bonus (and other pay} decisions, we recommend that the following parametars
be considerad in the bonus allocation process:

-~ The CEQ and other kay corparate officers named in the proxy and/or directly
involved in the ongoing SEC investigation should racsive no bonus for the
year, This recommendation is basad on the dramatic deciine in Enron’s share
price and the fact that quastions exist regarding the actions {or inactions) of
thesa officars that fed to the markat decline.

—— Kay commercial {e.g., trading) and pipaline empioyees who have contributed
to Enron’s profitability and who are key to its ongoing success should be
receiving bonuses fully commensurate with their market vaiue and
parformance.

- - Certain officers {including those who may have recantly become proxy-named
axaecutives) who hava been, and continue to be, critical to the past and future
success of the core pipeline and commarcial business should recaive bonuses
hasad on their market value and performancs, but adjusted in the case of
newly-named proxy officers to reflect the time spent in commercial roles.

—— Other key staff support people (e.g., [T, Accounting, Risk Control) who played
a critical rola in Enron’s 2001 success and who ars critical 1o maintaining the
current systems required to run the company should receive competitive
bonuses, adjusted to reflact their parformancs. :

in considering the timing of benus payouts, Enron should nota that most comparntas
pay the fuil bonus with no mandatory deferrals based upon audited financial results
{e.g., late February or early March of the year following the performance period). The
one notable exception to this practice exists within energy trading and marketing
unite. Approximately 60% of the major anergy trading and marketing groups defer a
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 portion of trader/originator bonuses in excess of some threshold amount ovar a 2.

year period. A conservative model for this defarral would be to defer 50% of any
bonus over $1 million over two years, with one-haif of this amount payabie one year
after tha initial payout and the remainder payable two years after the initial payout.
This deferral feature is intended to halp ratain key trading talent. We recommend
that Enron consider deferring a portion of its 2001 commaercial smployee bonuses for
at least a one to two year period to aid in retaining key talent, which should aid in
employee retention. Howaevar, we racognize that the Company will need to handla
this issue with great care, sinca it has not deferred thess bonus payouts in the past
and since its best commoercial employees have tremendous markat opportunities.

Finally, to help Enron in making bonus allocations to key commaercial talent, please
note that while the data contained in Towers Perrin's 2001 Energy Trading and
Marksting Survey provides a good starting point for determining competitive bonus
lsvels, market practice varies widely based on perfarmance. Specifically, the survay
shows statistics based on the average pay rates reported by a company for all
employees in a given position. Therefore, intra-company pay differences among
employees in a given job are not shown.

While Towers Perrin has not conducted a formal survey of individual incumbent pay
lavels among energy trading and marksting units, we know from our consulting
experisnce that many individuais who are not corporate officers received annual
banuses in excess of $1 million in 2001 for 2000 performanca. We also wars told by
one company that they paid a bonus of about $10 million to their leading trader, and
that a smail number of traders raceived bonusas of $5 million to $9 million. Wa are
not providing this information to recommend any specific pay actions for Enron, but
to simply give you the information you need to compate in today’s commarcisal

market.
Cther Retention Issues

Given that most of Enron's businesses are based largely on the intellectusl capital of
its paople, retention of key talent is critical in order to snsure that shareholder value
is maximized in the merged entity. Since the merger will impact bath Enron and
Dynegy employaes (and since Dynagy has infused significant capital Into Enron), we
balieve that any significant retsntion stratagies should be discussed jointly betweaen

Enron and Dynegy.
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Nevertheless, Towers Perrin believes Enron faces some immaediate and significant
retention issues as a resuft of having no current positive spread in its stock options
the fact that many of its best employees are questioning whether they will be paid ;or
their contributions in 2001 or 2002, and the Company’s history of relying heavily on
stock-basad pay. We believe Enron and Dynegy need to mave quickly to address the
ratention of key employees that will be needed during the mergar transition periad
and beyond.

The traditionat tools used to retain employeas ara restricted stock grants, contracts
and/or change-in-control agresments, and stay bonusss. Enron has slready used
restrictad stock to provide 50% of the expected value of long-term incentives in
racent years. Howaever, whila thig stock has some retention valus, this value has
been vastly diminished as a resuit of Enron’s stock price decline. Enron also has
hundreds of employment agreements that provide severance pay and contain non-
compets clauses, which should halp with retention, as well.

However, we believe thess devices alons will not likely hold ail of the amployeas
Enron needs to continue cperating and to provide value to shareholders in the newly
mergad company. To effectively retain key amployees, we balieve Enron and

Dynagy need to work together guickly to:

m Identify critical functions and people that need to be retained until the merger is
closed and after closing;

® Determina {based on current pay and market opportunitias) the magnitude of the
handcuffs required to lock in key staff, considering the velue of axisting
employmaent contracts and unvested restricted stock; and

m Consider estabiishing a stay bonus plan for critical employses who do not have
sufficient retantion hooks through axisting devices.

in evaluating the nesd for a stay bonus plan, Enron should note that the 2 Annual
Retention Bonus Survey conducted by WorldatWork showed that 45% of 550
companies adoptad retention bonus programs in the last year and that eligibility was
axtanded to key employeas in technical, professional, and management positions.
Whila the data from this survey show s wide range of practices in tarms of the size of
awards, Towers Perrin believes that awards would need to be in the following ranges
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to have meaning to Enron employzes {given historical pay practices and market
conditions}.

Potentisl Stay
Employee Group/Lavel us as Base Pa
Exacutives/Kay Commercial 100% to 200%
Key Technicai 50% to 100% —— =
Key Staff Support 20% to 40%

These payout ranges assume tha retention period is one year, so the numbers would
need to ba reduced for a shorter retention period on a pro-rata basis. Also, the value
of any employment contracts should be netted out sgainst the value of stay bonuses.
Finally, Towers Perrin believes that a properly designed 2002 annual bonus program
may mitigate the need for stay bonuses to some degree. We plan to work with Enren
on this igsue in the coming weeks.

* * * * *

Or. LeMaistre, | hope this letter is helpful. However, Towers Parrin re-emphasizes the
need to coordinats retention pay issues with Dynegy’s Top Management and Board.
In the overall scheme of the merger, Dynegy's pians for the core business of Enron
will have a major impact on the number of key empioyess they will want to retain.
Please call me with any questions. '

Sincerely,

CEE:mhm

cc:  Mary K. Joyce - Enron
John Ellerman - Towers Perrin/Dallas
Pauls Todd - Towers Perrin/Stamford

S:\!WWM
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