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	To the
	Copy to

	Members of the Risk Committee 

of E.ON Energie AG 

	EEA-CKX, Mr. Bachmeier
EEA-XW, Mr. Boulanger

EEA-U, Mr. Wanzek

	( Datum
	

	November 18th 2009
	

	( Betreff
	

	Sleeve operation in the context of the Sorégies contract and amendment of the Sorégies contract

	( Anrede und Fließtext


Dear Sirs,
E.ON France would like to ask the Risk Committee of E.ON Energie AG (EEA) for the approval of a sleeve operation in the context of the Sorégies contract and an amendment of the Sorégies contract.
Both operations are not legally associated, however the acceptance of the intended amendment of the main contract by Sorégies, by which non-negligible risks for BU France can be mitigated, is based on the support BU France is offering in return by setting up the sleeve structure for Sorégies. A renegotiation of the main contract itself is not possible.

As Sorégies has reserved the right to itself to choose the counterparty with the best offer, the intended transfer cannot be limited to E.ON Energy Trading (EET). However EET was informed about the intended transactions, has agreed with the structure and has been asked for an offer. 
The initial contract and the intended agreements are described on the following pages followed by the analysis of the chances and risks involved, as usually done for long term-contracts within the E.ON group in order to provide a complete set of information, even if the long term contract with Sorégies does not have to be approved itself as it had been set up already when E.ON acquired the 65%-stake in SNET end of June 2008. 
In case of any additional questions please do not hesitate to contact us.

With kind regards
Philipp Ulbrich

1) Fundamental description of the contract: 

- Parties to the contract: 
La SNET, La Société Nationale d’Electricité et de Thermique, Société Anonyme (SA) with a capital of 569,206,335 Euros, located in 2, rue Jacques Daguerre, 92565 Rueil Malmaison Cedex, registered in the RCS, Nanterre, under SIREN 399 361 468 and represented by its president, Luc Poyer, as the seller in the Sorégies contract and the sleeve in the sleeve structure.





and

Sorégies, La Société de Revente d’Electricite et de Gaz, d’Investissement et d’Exploitation en énergie et de Services, Société Anonyme d’Economie Mixte Locale, with a capital of 11,300,000 Euros, located in 78, avenue Jacques Coeur, 86068 Poitiers cedex, registered in the RCS, Poitiers, under SIREN 450 889 225 and represented by its president, Philippe Chartier,
as the buyer in the Sorégies contract and the seller in the sleeve structure.

The final buyer in the sleeve structure has not been named yet by Sorégies. The short list consists of the following counterparties (see risk analysis for further details):

· E.ON Energy Trading (EET),
· EDF Trading Limited (EDFT),
· Gaselys SAS (GAZELYS),
· Goldman Sachs International,
· JP Morgan Securities LTD (JPMS),
· Morgan Stanley Capital Group Inc. (MSCG),
· Elektrizitäts Gesellschaft Laufenburg AG (EGL).
Initial (Main) Contract content:
• Term: 
Estimated dates April 1st 2010– April 1st 2035. The contract will enter in force when EH 7&8 start commercial operation. The contract duration of 25 years is based on the assumed lifetime of the EH 7&8 430 MW-CCGT plants. 
• Physical volume / monetary revenues:

With Economic Generation and valuation based on MTP assumptions the following volumes and revenues have been estimated for the MTP 2010-12-period:
2010: 688 GWh (43.3 M€)




2011: 855 GWh (56.6 M€)




2012: 829 GWh (56.7 M€)
• Type of delivery: 
Option in form of a Virtual Power Plant (VPP), 

i.e. Sorégies can nominate on a day-ahead basis power deliveries of the capacity under the contract (0 or 200 MW). The option is virtual as (a) Sorégies does not have the possibility to decide itself on the operation of the plant, i.e. the make or buy-decision is taken by SNET and (b) the risk of unavailabilities remains with SNET, while Sorégies is only facing an average rate of unavailabilities and efficiencies that have been considered in the calculation of the different fees. 
• Pricing: 
The pricing is based on three different fees, i.e. 

· a proportional fee reflecting the variable costs of the contract which is calculated as follows:

PPj = CE + (Rdégradation * Cs) * Ppgazj-1 * [1 + Fsurcoût * (Rdéfaillance+Récarts)]
with:
CE: 

proportional costs (other than gas) (CE0 = 0.5 €/MWh, annually indexed) 
Rdégradation: depreciation of the efficiency over the lifetime.
Cs: 

specific consumption. 1.7286 MWhgas LCV/MWhel
Ppgazj-1: 
gas price used in the contract (by default, PEG nord day ahead price) in €/MWhgas
Fsurcoût: 
additional costs for imbalances (=150%).

Rdéfaillance: 
% of unplanned unavailabilities (=3%)
Récarts: 

% of imbalances due to technical limitations (=2.06%)

· a fixed monthly fee for the fixed costs of the plant, e.g. costs of personnel and O&M-costs which is calculated as a sum of the following elements:
·  
PFE (fixed costs), annually indexed (PFE0 = 1/12 * (RPFIn * 13 931 608 €)

· 
Gas Capacity Fee : pass-through of SNET costs (GCF0 = RPFIn * 285 009€; annually indexed)
· 
Start costs (€/starts) = RPFIn * (1057 MWh * Ppgazj-1 + B) (B0 = 12471 €; annually indexed)

with:
RPFIn : 
Sorégies share of year n = 200MW/net capacity of EH 7&8 for year n

· Two upfront payments representing a premium for the initial value of the contract and the investments necessary for the erection of the plant. These have been determined as one amounting to 25 m€, due one month after the signature of the contract (effectively made as of October 15th 2008 in an amount 25.98 m€ including accrued interest for the period between January 1st 2008 and the payment). A second one, accounting for 128 m€, will be cashed-in with the commercial commissioning of EH 7&8. A credit line facility was put in place between Sorégies and a bank pool to finance the major part of the upfront payment of 128 m€.
• nomination / deviations: 
Sorégies will nominate the power deliveries on a day-ahead basis each day D-1 until 9:30 a.m. in a binding nomination on an hourly basis for the period from day D until next working day (usually only one day but in case of weekends Fr-Su or holidays). The capacity has to be nominated at 0 MW or in full (200 MW) but not partly. The electricity will be delivered into the balancing circle of Sorégies. 

As the nominated power will be transferred into the balancing circle of Sorégies all risks of higher / lower consumption remain with Sorégies. 
• payment terms:
Conventional, like in Standard EFET-contracts, i.e. payment at the latest of the 20th day following the month of delivery and the 5th day after reception of the invoice.
• anticipated termination:
Besides the due date of the contract, the contract can be early terminated in case of force majeure or in case of non performance of obligations by one of the parties. In this second case, damages might have to be paid to the non-defaulting party. In addition, if the defaulting party is SNET, Sorégies can ask for the reimbursement of its upfront payments on a pro rata temporis-basis.
• prorogation:
Besides the termination foreseen by the contract and subject to an agreement between the parties regarding the necessary investments in order to increase the lifetime of the plant, the contract can be extended.
Intended deal structure, contract amendment and background

A. Background

· Parallel to the signature of the VPP-contract a purchase option for acquiring 10% of the shares of Sorégies with 20% of the voting rights at an exercise price of 22 m€ was assigned to SNET. At the end of June 2009, SNET renounced to exercise this option. Subsequently Sorégies announced to face difficulties in finding the additional financing needed to cover the second upfront payment due to a lack of cash inflows, because the existing credit line was calculated on the hypothesis of an exercise of the option by SNET. In consequence, a risk of a cash flow reduction of at least 22 m€ for SNET emerged. As Sorégies informed SNET that even the overall financing structure could be questioned by the banks, an ad hoc-KonTraG-reporting was made on July 11th 2009 regarding the risk to not receive the full upfront payment.

· The calculation of the strike price of the option can be subject to different interpretations, as the contract does not clearly state which metrics should be used to incorporate the gas price- the High Calorific Value (HCV) or the Low Calorific Value (LCV). While SNET assumed the application of the LCV, Sorégies has based its business model on the HCV. The value of the project significantly differs whether the HCV or the LCV is used (see below). The risk for SNET is to be compensated only by a lower proportional fee which is not covering the fuel costs of the 200 MW-share in the plants completely. As the HCV-based reference price PEG nord is cited in the contract, the risk that this price would have to be applied following a dispute or a litigation, was seen as highly probable. Therefore this risk has already been assumed in the MTP 2010-12. However in KonTraG-Q3 reporting the risk that the Sorégies-contract could be subject of a disagreement and BU France could face the obligation to pay a compensation to Sorégies has been mentioned.
· In order to solve both issues (financing for Sorégies & definition of the gas price) EFR worked out with Sorégies a solution in which Sorégies would accept the consistent transfer of the gas sourcing costs and sell to a trading counterpart its option for a 3 to 5 years–period for covering its additional financing needs, by an upfront payment. Sorégies has already received first indicative offers from Morgan Stanley, EGL and EET. Currently the tender has started with a call for offers on November 16th 2009.
· Sorégies asked BU France to step in and provide a sleeve for the option in return for the contract amendment. SNET will receive in addition the right to exercise the options within the weekends. Besides this BU France will not ask for any additional compensation in order not to squeeze Sorégies economics but to ensure the sustainability of the relationship. The alternative would be to face the risk of a non-payment of the investment fee in full and the application of a lower gas price compensation.
The choice on the legal structure of the operation has been made by Sorégies. The alternative preferred by BU France was a direct agreement between Sorégies and a counterparty. This structure was applied in the first step and allowed Sorégies to receive first indicative offers directly. In the light of the limited profile of Sorégies in the commodity markets the sleeve structure was applied to ensure a smooth setup of the deal. However the choice of the counterparty is remaining with Sorégies. Thus EET can be positioned as preferred solution for BU France. In case that other counterparties offer higher prices for the option in the tender process, it is likely that Sorégies will not choose EET. 

B. Intended operation
It is intended to set up the sleeve structure and the contract amendments in the following way. These operations do however not question the main contract itself, i.e. no renegotiation of the main contract beyond the clarification of the ambiguous gas pricing and indexations is possible. By this the relevant risks for BU France can e mitigated, while a questioning of the main contract could on the contrary lead to a situation in which the described risks could become effective. 
Sleeve structure: 
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· Relations between the call option and the main contract:
· Fixed and proportional fees are the same in both contracts. The upfront payment will depend on the outcome of the negotiations driven by Sorégies. The upfront payment should amount to at least 22 m€.
· The call option will be exercised in the same hours and capacities as the main contract, i.e. net exchanged power volume between Sorégies and LA SNET will be nil. Thus also the fixed and proportional fee will be zero.
· Relations between the call option and the back to back call option:
· Both contracts have the same total power and exercise period, with the exception that the call option can includes the weekends, while the back to back option does not. This leaves the contractual capacities on these days with SNET. It allows to cash in an extra margin and to use the flexibility in order to program maintenance works. This can be seen as the fee SNET is receiving for enabling the sleeve. 
· Proportional prices have the same structure and parameters
· The potential third parties (see list above) are currently in negotiations with SNET. The calendar looks as follows:
· November 16th 2009: Term sheets were sent out to potential counterparties.

· November 24th 2009: Due date of offers to be handed by the counterparties.

· This will be followed by a choice of the counterparty based on their offers which has not been scheduled yet.
The tender process is subject to internal approval.
Amendment of the contract:

Main changes due to the third amendment (“Avenant No 3”) of the contract can be described as follows: 

· 
Sorégies refused SNET’s proposal about gas price formula offered in August 2009 (STS light). In this case, the contract foresees that the gas price applied will be indexed on “PEG Nord” index. Thus the amendment describes the calculation of the proportional price within PEG Nord conditions (i.e. HCV) and confirms that all calculations about the proportional price will be done in High Calorific Value (HCV). In consequence, the specific consumption metrics are aligned to ensure that the fuel costs of the CCGTs are fully covered by the strike price. This eliminates the aforementioned deviation between real costs and the compensation for SNET.
· 
The amendment specifies how to define the start date of the contract and the start of the capacity deliveries to Sorégies. These are corresponding to the expected start date of commercial operation of Emile Huchet 7&8 CCGTs. The payment of the upfront fee (128 m€) is bound to this start date. 

· 
The amendment clarifies that Sorégies can via SNET buy or sell EUAs attached to the contractual rights and obligations regarding the 200 MW capacity, already before the start date of the capacity deliveries to Sorégies.

· 
Due to the cancellation of some public indexes used to calculate some of the prices foreseen by the contract, new indexations proposed by INSEE – the French national statistics institute - have been defined and will be introduced to the contract by the amendment.
(2) Economic effects: 

- Appraisal:
• Lifetime Value: 
The lifetime value differs between 4.3 and 7.4 billion € depending on the long term price assumptions applied.


(The lifetime value represents the sum of undiscounted revenues from selling the power produced by EH 7&8). 
• Impact on MTP Margin:
The MTP margin will not be changed by the contract itself as it has already been taken into consideration when the MTP 2010-12 was established. However the intended amendment of the gas price pass-through will increase the MTP-margin as a higher variable fee will be achieved. The impact has been calculated based on the MTP-price assumptions with the following results: 

2010:
+4.3 m€
2011:
+5.2 m€

2012:
+4.8 m€
The sleeve structure itself might also have an impact on the MTP-margin as the weekends will not be sleeved through to the final buyer. However this represents only a volume of approx. 50 GWh per year with a margin of approx. 110 k€ per year
• Impact on DCF:
The economic value of the intended amendments can best be illustrated by calculating the intrinsic value of the Emile Huchet project also considering the revenues from the Sorégies-contract before and after the amendments (after tax with wacc of 6.9%):
	all values in € Mio
	LTM – 
Climate concern
	Poyry 
(central)

	DCF after contract amendment
	-32.3
	+75.0

	Impact of contract amendment
	+37.1
	+46.0

	DCF before contract amendment
	-69.4
	+29.0


F
For the liquid period the market price assumptions as of October 23rd 2009 have been used. Beyond this period the LTM scenario “climate concern” 2008 has been applied, as the prices of the updated LTM have not been received officially yet. The more recent Poyry scenario has been published in September 2009. It shows significantly higher spreads. Under this assumption also an increase in economic generaton can be assumed. Therefore the effect of the change in the gas price due to the amendment has a higher impact. 
Under both price hypothesis’ the change of the gas price within the Sorégies contract from LCV to HCV has a significant impact on the value (37 resp. 46 m€). 
- Chances & Risks Analysis:
• Price / Volume risk:
Taking into consideration that no firm delivery but an option based on physical capacities has been sold and will be the object of the sleeve structure no isolated price or volume risks can be considered. Regarding the overall mark to market risk of the capacity a distinction between Sorégies and the third party as the final buyer has to be applied:
a) Mark to market risk vis-à-vis Sorégies (main contract and call option) 
Regarding the initial contract SNET will remain in the position to choose how to exercise the make or buy decision, i.e. if the power price on the market is less than the price determined by the contract SNET will source from the market. If it is higher SNET will run the EH 7&8-plants whose variable costs are covered by the proportional payment. This reflects the hedging of the market price risks of the physical capacities by the initial contract. Above this also situations could occur in which Sorégies is not calling the option even it has a positive spread; in theses cases SNET could chose to run the capacities in order to achieve additional margins. As this would not be a rational decision by Sorégies it cannot be anticipated.  
The intended sleeve mechanism obliges SNET to exercise the call option in the same hours with the same capacities as Sorégies exercises its option under the main contract; that means that the net physical flow between the two contracts will be always nil. As spot-related market prices and technical parameters of the EH 7&8-plants are applied no additional mark to market-risks exists due to the contract.
b) Mark to market risk vis-à-vis the third party (back to back call option)

As also in this contract the same spot related market prices and technical parameters of the physical EH 7&8-plants are applied no mark to market–risks exists. With the back to back call option the initial hedging mechanism of the main contract becomes valid again. 
• Delay risk:
As the main contract is only starting with the commercial commissioning of the plant, the delay risks are with Sorégies. The start date of the call option and the back to back option are fixed and the same (April 1st 2010). Thus the risk of delays in the commissioning is passed through to Sorégies.
• Interruption Risk:
As the contract is designed as option with a daily exercise no additional risk of interruptions compared to standard deliveries does exist. The risk of unavailabilities of the EH 7&8 plants does however have to be mentioned as it is remaining with SNET. The expected unavailabilities (planned and unplanned) have been taken into account into the calculation of the fees. In more detail: The planned unavailabilities will, as a number of days per year (from 0 to 45 days), given to Sorégies on a 6-month notice, during which the capacity delivery is nil. The unplanned unavailabilities are taken into account as 5.06 % including technical imbalances. The same ratios do apply to the call option and the back to back call option.
• Counterparty Risk:
See the analysis of the business relationship below.
• Impact on PaR/CE:
In the calculation of the Profit at Risk (P@R) a non existing of the hedge would increase the P@R as follows:


2010:
+0.5 m€


2011:
+3.4 m€ 


2012:
+3.6 m€

However it can be retained that in the overall view the P@R will not change as one hedge will simply replaced by another.

For the impacts on the Commodity EBIT of the intended deal structure and the contract amendment please see the impacts on the MTP as described above.
• Impact on hedging:
As the approved hedging strategy for E.ON´s French generation portfolio is considering already the VPP the unhedged volumes would only increase if the Sorégies contract or the final buyer would fail.
The fact that the weekends will not be sleeved through will increase the open position. Due to the mid to peak-merit position of the EH 7&8-plants in the merit order this impact can be considered as minor (only approx. 50 GWh p.y.).
• Legal risks:
In case of bankruptcy of Sorégies, the risk exists that the upfront payments would have to be reimbursed to Sorégies. The bank or the liquidator could ask for it during an insolvency procedure and it will be difficult in this situation for SNET to avoid the restitution in the absence of any compensation for Sorégies for these payments, as the physical capacities of EH 7&8 partly financed by Sorégies remain with SNET.


Additionally, as Sorégies is a local firm, owned by a municipalities, in case of bankruptcy, SNET could face the politically driven accusations to have concluded an unbalanced agreement with a small company which, due to this contract, was not able to meet its commitments. This argument could be brought forward whether or not the contract is favourable for Sorégies, as it was at least the assessment of Sorégies and its banks regarding the business case on the basis of which Sorégies arranged the financing of the upfront payments.
• Other risks:
Amongst other risks the cash risk has to be highlighted as the expected positive Free Cash Flow of BU France over the MTP-period of approx. 230 m€ (Operating Cash Flow less Cash Flow from investing activities) is largely influenced by the expected prepayment amounting to 128 m€. In addition a failure of the initial contract could also trigger a repayment of the 25 m€ received. This would however not lead to a comparable loss as both payments are accounted as accruals and will be considered as returns only along the lifetime of the contract.
(3) Analysis of the business relationship 

· Sorégies:
The business relationship between SNET and Sorégies started in 2003 with an electricity supply contract amounting to 1 TWh for one year. Since then various deals have been made with Sorégies mainly regarding deliveries of electricity without any significant issues. Currently SNET supplies Sorégies with grid losses. Sorégies also has transferred to SNET some clients when SNET was able to take additional profits due to different compensation scheme applicable for power producers. This shows the close and trustful relationship that has been established.
Sorégies accounts for approx. 180 m€ of sales (all figure as of annual accounts 2008) which can be separated between electricity (149 m€) and gas (8 m€) sales & distribution as well as other services (23 m€). The EBIT was recorded at 6.5 m€ with a net income of 4.7 m€. The equity is approx. of 11.5 m€ (25.4 m€ on a consolidated basis) at year end 2008. The number of customers amounted to approx. 135,000 (electricity) and 6,300 (gas). Sorégies had approx. 320 employees in 2008. 
The credit rating of Sorégies issued by COFACE is 12/20 with three of three possible @@@ for the short term debt rating. The score has remained stable in the last three years while the short term rating has increased. No legal measures regarding the credibility of Sorégies are recorded. Thus the overall credibility can be regarded as good. 
The credit risk vis-à-vis Sorégies corresponds to three months of exposure due to the EFET-like payment terms, i.e. Sorégies has to pay to SNET one month after delivery which equals to two months of exposure and can take advantage of the cancellation clause in the contract which accounts for one additional month of exposure. In the light of the MTP 2010-12 the highest exposure is estimated at approx. 245 GWh equivalent to a turnover of approx. 14.3 m€. However the financial flows and thus the netted exposure will be nil due to the mirroring of the monthly fixed and proportional fee by the call option. In addition the 22 m€ of upfront payment that are passed through to Sorégies have to be taken into consideration, i.e. the exposure sums up to approx. 36 m€.

This credit risk will in principle covered by the two upfront payments of 154 m€ as the contract states that in case of termination caused by Sorégies SNET does not have to pay back the prepayments. In case of bankruptcy of Sorégies, even if the contract does not assume a repayment in that case, the risk could exist to reimburse at least part of the upfront fees (see above). However it is likely that in this case SNET might be in a position to be indemnified for at least all unpaid invoices.
· Final buyers: 
All the external final buyers are already counterparties of E.ON entities and thus followed up by the group internal counterparty risk management. The current limits for BU France and their usage show as follows:
	Counterparty name
	 
	Counterparty limit
	Time limit
	Limit usage

	 
	 
	in € Mio.
	
	in % as of Nov 10th

	
	
	
	
	

	E.ON Energy Trading (EET)
	
	unlimited
	
	

	EDF Trading Limited (EDFT)

	
	50
	31.12.10
	-7%

	Gazelys SAS (GAZELYS)

	
	12
	31.12.10
	0%

	Goldman Sachs
	
	18
	31.12.10
	-49%

	JP Morgan Securities LTD JPMS)
	
	20
	31.12.10
	-42%

	Morgan Stanley Capital Group Inc. (MSCG)
	
	18
	31.12.10
	54%

	Elektrizitäts Gesellschaft Laufenburg AG (EGL)
	
	10
	31.12.10
	-3%


The credit risk vis-à-vis the third party can be estimated correspondingly to the call option also at approx. 14.3 m€. This amount will be covered by the upfront payment received from the third party of approx. 22 m€, whose prepayment character will however cease over lifetime. In case of failure a netting of the remaining fixed fee is likely to be applicable. Therefore in the first step no additional exposure is expected from the back to back call option. However an additional counterparty limit of approx. 5 m€ might be reserved in order to prudently cover the counterpart risk for at least the first year of deliveries. Depending on the counterparty chosen and its limit utilisation additional limits for the following years could then be reserved in a second step. 
	1/13
	Bitte keinen weiteren Text der Fußzeile hinzufügen


	8/13
	Bitte keinen weiteren Text der Fußzeile hinzufügen



