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	Dispute with Sorégies on exercise price of 200 MW drawing right contract


	

	( Anrede und Fließtext


There is an important discrepancy between Sorégies and Snet interpretation on the drawing rights Contract. The exercise price formula has a different meaning from Snet point of view than from Sorégies's one. From Snet´s position, the acceptation of Sorégies interpretation entails to subsidize the fuel costs up to 10%. Whether the Snet interpretation is the right one, Sorégies argues degradation on its Business Plan that could lead to loose its credit facility. Complementary, the first legal opinion recommends avoiding an appeal to court.
1. Introduction to Sorégies and the VPP contract
Sorégies is a French distributor of electricity located in the Vienne department. It distributes electricity to around 130 000 clients, with an annual turnover of approx. 180 M€ and an annual EBIT of approx. 6.5 M€ (figures as of 2008).
On December 18th 2007 Snet (Endesa France) and Sorégies signed a contract which allows Sorégies to draw 200 MW for 25 years, beginning with the commercial commissioning of Emile Huchet 7&8 CCGT plants. The contract is designed as a physical delivery Virtual Power Plant (VPP) arrangement with costs related to the constructed CCGT plants. The payments, in the contract, are allocated into three elements:
(i) Investment fee related to the forecasted investment for the Emile Huchet 7&8 CCGT plants, plus a premium reflecting the additional value of the project.
(ii) Operating fee linked to standard operational fixed cost (in particular salaries; maintenance operating expenditures and local taxes).
(iii) Strike price, i.e. a proxy of the variable costs of the power production which is based on costs of fuel and emission certificates considering a standard efficiency of the plant and including some other variable costs. 
According to the contract, the first payment of the investment fee (approx. 26.0 M€) was effected on October 15th 2008. The second tranche of the investment fee of approx. 128.3 M€ has to be paid on the dates of commercial commissioning of the plants, presumably mid of February and mid of March 2010. This event does also determine the start of the energy delivery.  

At date of the signature of the contract, i.e. December 18th 2007, Snet (Endesa France) agreed with Sorégies also on an option to buy 10% of Sorégies equity at a maximum price of 22 M€. This option had to be executed by Snet before December 31st 2008.  An extension was allowed to Snet until June 30th 2009.  As aligned with E.ON Energie AG Snet did not exercise the option
.

2. The Dispute

2.1. HCV vs LCV (High Calorific Value vs Low Calorific Value)
The dispute has its origin in the interpretation of the strike formula and is deriving from an ambiguity in the contract as the gas unities are expressed in form of “MWh gaz” without any explanation whether the gas is measured in HCV (High Calorific Value) or LCV (Low Calorific Value).

Both interpretations are possible. On the one hand the heat rate used for the strike calculation is also expressed as “MWh gaz/MWh electricity” without any further explanation. However, the appendix 10 of the contract determines the heat rate to be used as 1.7286 MWh gas/MWh. This constant is reflecting the LCV basis, but which is not explicitly noted in the wording.
On the other hand the gas price used in the strike formula is referring to “PEG Nord”.  As “PEG Nord” is expressed as HCV on Powernext (see contract specifications on www.powernext.fr).

Sorégies is asking for a direct application of “PEG Nord” reference to calculate the strike. The interpretation of Snet is that the gas price has to be translated into LCV in order to assure the coherence with constructor heat rate. If it is not done, Snet will subsidize Sorégies’s fuel costs up to 10% through the exercise price.
2.2 Facts sequence in Sorégies issue
· The contract was signed on December 18th 2007.
· The first payment investment fee payment (the premium for additional value) was performed by Sorégies on October 15th 2008.
· In May 2009 Snet

 , at operative level, realized the ambiguity and informed verbally Sorégies, without any major reaction from Sorégies.
· At the end of July 2009 Snet sent to Sorégies the heat rate data as expressed by the constructor, i.e. LCV.  

· In August 2009 Snet transfered the EET supply offer including the correction of HCV/LCV

 to Sorégies. Following this Sorégies realised the possible impact on its business plan and asked for an immediate meeting to clarify the situation.
· On September 2nd a first meeting with Sorégies on the dispute took place
 to understand both counterparties positioning.
 
· A second meeting with Sorégies was held on September 16th. The agenda focused on the Emile Huchst 7&8 project value.

2.3.
Evaluation of the dispute
The possible impact of the dispute for E.ON France can be estimated in form of three scenarios: (i) The Sorégies interpretation is adopted, (ii) Snet’s interpretation is accepted or (iii) both parties agree on a termination of the contract without consideration of any penalties. The impact measured compared to the EBIT-calculation in the MTP 2010-2012 has been estimated as follows:
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For MTP calculation, BU France has considered the less favourable case for Snet, i.e. Sorégies´ interpretation

. Therefore, in case Snet´s  interpretation would be adopted, an upside of 11.5 M€ could be expected for the MTP period. The contract termination will increase the gain up to 30 M€
, if no penalty payment would occur. However, in this case, BU France will need an additional financing of 154 M€ to cover the lack of Sorégies’ upfront payment.
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In terms

 of Net Present Value (NPV) over 25 years calculated with a 6% discount rate and applying E.ON´s LTM price assumptions the overall project profitability reaches 25.4 M€. The view on the NPV is different for SNET and for Sorégies due to a premium paid by Sorégies in the investment fee (see distribution if Snet´s interpretation is applied). In consequence, in the case that Sorégies interpretation is applied, SNET’s NPV is reduces from 44,1 M€ to 16,5 M€.  In case of a termination of the contract without any penalties all the value would be with Snet.
2.2. Sorégies’ Position
Sorégies does not accept the interpretation of Snet about the necessity to adapt the “PEG Nord” price, as the increase of strike price would reduce significantly their gross margin. In consequence, the agreed investment premium would not be justified anymore.

Sorégies argues that the investment premium was calculated on the basis of the forecasted investment (471 M€ mentioned in the contract without capitalized interest / 504 M€ including capitalized interest) plus a net present value (100 M€). The additional last value was justified in an “audit”
 by Snet presenting its business plan. Sorégies reminds that also in this business plan the PEG Nord reference was used without any amendments. In addition Sorégies considers that it will not obtain the financing for the pending upfront payment (128 M€) in case of substantial modifications of the expected gross margin, as for example by changing  the PEG Nord-price reference.
2.3. EFR’s Position  

The Contract is based on costs pass through principle. While the operating fee reflect the operational fixed costs, the Strike needs to be designed as a sound proxy for the variable costs. With respect to this principle, the gas price has to be expressed under the LCV reference. EFR is convinced that also on this basis the project is profitable for Sorégies and would like to find an agreement
.

3. Legal Diagnostic
From a factual perspective, we can acknowledge a material error in the signed contract between SNET and Sorégies which impacts with the price (article 4.1 of the contract) directly an essential element of the agreement.

From a legal perspective, it is not possible to anticipate this kind of situation. For that reason, the outcome of that is not entirely deriving from the contract. Nevertheless, an analysis of the contractual conditions gives a first guidance: 

· “condition résolutoire clause”(art. 5.2) shall permit to SNET to terminate the contract without paying damages to Sorégies.

· A “termination clause” (5.12) allows each party to terminate the contract in case of Force Majeure or in case of non performance of obligations. 

· An “adaptation clause” (5.14) permits in case of changes in the general economic balance of the contract due to an modification in the art 4.1 and 4.2 harmful to one of the parties, that this party can ask to discuss and adapt in good faith the contract. During the discussions the agreement is not suspended.

The “condition résolutoire” does not apply in this case due to the fact that SNET had already obtained the technical position
 of the tax authority. SNET is not allowed to terminate the contract. Also the “Termination clause” does not apply in this case: this is neither a FM nor a non performance of the respective obligations of the parties

The “Adaptation clause” is the only mechanism which can be utilized to open the discussions with Sorégies. Nevertheless, this clause does not strictly apply to this issue. According to how the text is interpreted
, we
 can’t consider that we are a situation of a “change” in the application of the art 4.1.

Two options shall be considered
: 

· Start the discussions with Sorégies on the basis of the article 5.14. Advantage: Soregies and SNET have to discuss in good faith and try to adapt the contract. Disadvantage: The legal basis of the request is not entirely sure.

· Start the discussions on the basis of a material error which change the economy of the contract. Advantage: No possible contestation on the legal basis of the request. Disadvantage: Sorégies is not obliged to take our request into account.

· In case of disagreement after these discussions, the dispute could be settled by the Court. Two worst cases need be considered:

· The Court allows the termination of the contract and SNET has to indemnify Sorégies: The maximum amount to be paid shall be the reimbursement of amounts already paid by Sorégies plus the profit which should have been made by Sorégies until the initial termination of the contract.

· The Court orders the continuation of the performance of the initial agreement. Even if the French Civil Code does not allow to settle a contractual issue with a commitment “to do” something, it seems
 that the jurisprudence uses to contradict this rule.

To conclude, in both cases, discussion could take place at the construction of the agreement or at execution level, there is not guarantee on the result of the dispute in front of the court. For this reason, the legal recommendation is to try to reach an agreement with Sorégies.
4. Next Immediate Steps


1) To develop before Sep 18th a strategy to be discussed with EFR board members.

2) To present the strategy to Dr. Paskert on Sep 22nd .on BU France Jour fixe
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