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EESI proposes to enter into a Second Amendment to a Commodity Management Agreement ("CMA") that was originally entered into between EESI and Rexam Beverage Can Company on August 31, 2000.  EESI and Rexam have been involved in numerous contract disputes with respect to the CMA since the inception of the CMA, and the Second Amendment documents the parties' proposed settlement of those disputes and a significant restructuring of the CMA, most significantly with respect to the pricing structure.  This memorandum discusses the significant legal risks associated with entering into the Second Amendment and effecting this restructuring compared to EESI's terminating the CMA and exercising its remedies thereunder.

Summary

EESI provides bill management and commodity management services to twenty-one Rexam facilities.  The following illustrates the amounts currently at issue: 

	Existing Positions
	Value (approx.)

	Receivable attributable to CA billing disputes
	$8.7 million

	Aggregate gains

(EESI "in the money" positions)
	$7.0 million

	Aggregate losses

(EESI ("out of the money" positions)
	($9.4 million)


The pricing disputes regarding the California facilities center primarily around the lack of a reliable index for the calculation of the California pricing.  The index-based price in the CMA utilizes an index that is no longer available, and there is no provision in the agreement for an alternate index.  As a result, Rexam has paid EESI invoices based upon the utility tariff instead of the index-based rate that EESI used for calculating invoices, with the difference resulting in the accrual of the large receivable.  While the pricing issues are the primary dispute, there are several additional disputes between the parties regarding the accuracy of invoices as well as complaints regarding the level of Enron service under the agreement.

The CMA provides for one-way payments upon termination without netting of gains and losses, meaning that Rexam is obligated to pay EESI for EESI's "in the money" positions (gains), but EESI has no obligation to pay Rexam, or net against EESI's gains, any of EESI's "out of the money" positions (losses).  Accordingly, the CMA provides that EESI can take its aggregate losses to zero and requires that Rexam pay to EESI the amount of EESI's gains.

1. Risk of foregoing an opportunity to terminate unfavorable contract.  The existing CMA contains contractual provisions that are favorable to EESI, given EESI's current mark to market position under the CMA and assuming that Rexam is a defaulting party under the CMA.  The language of the CMA clearly provides for pricing on the California facilities at an index-based rate, as opposed to the tariff-based rate that Rexam has been paying.  More importantly, the default and liquidated damages provisions clearly provide for one-way payments with no netting of the non-defaulting party's gains or losses.  Based solely on the language of the CMA, EESI would most likely prevail in any action to collect the outstanding receivable and collect its gains without being required to net or pay its losses.  However, there are risks associated with EESI's termination of the CMA and exercising remedies (discussed below) that should be considered.  

2. Risk of potential counterclaims by Rexam.  A claim or counterclaim by Rexam against EESI is possible, including a claim against EESI for breach of contract or some other commercial tort by EESI in connection with the original transaction and EESI's performance of the CMA.  Rexam and EESI have had several disputes under the agreement, including disputes regarding invoicing, for several months, and it is conceivable that Rexam could construct a cause of action against EESI.   Even if such claims had no merit, they could complicate EESI's efforts to collect the receivable and termination payment. 

3. Risk of difficulty in calculating liquidated damages.  The provisions in the contract that are used to determine the amount that EESI would ultimately receive in respect of its gains are not entirely favorable to EESI (for instance, EESI would be required to obtain "bona fide firm offers" from third parties for replacement contracts, and may not utilize its own curves or those of its affiliates in calculating damages).  In the event that EESI is unable to obtain the information required by the agreement in calculating its liquidated damages, the amount of the gains that EESI could ultimately recover would be decided in the dispute resolution process.

4. Risk of costs and expenses associated with dispute resolution.   The different disputes between EESI and Rexam under the CMA are complicated.  The CMA does not provide for arbitration, and litigation of the disputes is likely to be time-consuming and  result in substantial legal fees. 

In summary, while EESI is in a generally favorable legal position should it decide to terminate the CMA and exercise its remedies, that course of action is not without risk, and EESI most likely will not recover 100% of its position.  While the Amendment to the CMA resolves the existing commercial disputes, and the parties have attempted to identify and address potential future disputes, entering into the Amendment does not foreclose the possibility of future disputes.  On balance, however, the execution of the amendment probably reduces EESI's overall legal risk with respect to this matter in that it removes the uncertainty associated with the potential results of the dispute resolution process.   
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	Existing Positions
	Risk-Free Value

(approx.)
	Prob. of Receiving Value
	Risk

Adjusted Value

	Receivable attributable to CA billing disputes 
	$8.7 million
	50-80%(*)
	$4.35 – 6.96 million

	Aggregate gains
	$7.0 million
	50-80%(**)
	$3.5 – 5.6 million

	Aggregate losses
	($9.4 million)
	85%(***)
	($7.99 million)


(*)
The pricing disputes regarding the California facilities center primarily around the lack of a reliable index for the calculation of the California pricing.  The index-based pricing provisions of the CMA utilize an index that is no longer reliable or available, and there was no provision in the agreement for an alternate index.  As a result, Rexam has paid EESI invoices based upon the utility tariff instead of the index-based rate that EESI used for calculating invoices.


In addition to the dispute regarding the appropriate index, there have been several other disputes between Rexam and EESI regarding the CMA.  This percentage indicates the percentage of the full $8.7 million that EESI is likely to recover in litigation, and varies depending primarily upon Rexam's response to any litigation.  While the CMA language is generally favorable to EESI, a vigorous defense and possible counterclaims by Rexam could reduce any recovery by EESI.  See the attached Legal Risk Memo for more information.

(**)
The CMA provides for one-way payments upon termination without netting of gains and losses, meaning that Rexam is obligated to pay EESI for EESI's "in the money" positions (gains), but EESI has no obligation to pay Rexam, or net against EESI's gains, any of EESI's "out of the money" positions (losses).  Accordingly, EESI can take its aggregate losses to zero and require Rexam to pay EESI its gains.  Recovery of this amount depends on the factors described above, as well as EESI's ability to establish these gains in the market per the relevant provisions in the CMA.  See the attached Legal Risk Memorandum for more information. 

(***)
Represents the probability that EESI will not be required to pay to Rexam or otherwise give Rexam credit for EESI's losses (i.e., that the one-way, no-netting provisions of the CMA are enforced).   See the attached Legal Risk Memorandum for more information. 

These figures are estimates only, and determining probability of recovery in litigation is subject to numerous uncertainties, but most significantly depends upon the other party's response, which is impossible to predict.  Costs and expenses of dispute resolution, particularly legal fees, are difficult to estimate, and may further reduce the recovery.   In addition, these percentages have not been adjusted for the probability that the litigation is resolved through a negotiated settlement between the parties prior to judgment.  

