POWER PLAY








The Hangzhou Hanel Power Project


A Finance Negotiation Game








The game: Teams representing a company, its bankers and potential investors will negotiate an international financing deal. Drawing on the techniques described in the course, they will try to find a solution to the company's need to finance a power project in China. Possible sources of funding include bank loans, a bond issue, equity capital, and hybrids such as convertible bonds. Private placements as well as public issues are possible. The goal is to agree on the financing technique by the end of the session. This negotiation will be based on the groups’ review of the enclosed materials and other market data collected.





The teams will be:





The Issuer (who wishes to raise the necessary funds on the best possible terms)�
The Bankers (who must persuade both issuers and investors of the merits of the deal)�
The Institutional Investor (who must place funds in investments and achieve the best possible return, taking into account the risk of the investment).�
�
�
�
�
�
Hanel China Power L.P.


�
Merrill Lynch





and





Credit Suisse First Boston, a major Swiss bank that is part of a group that includes First Boston, a U.S. investment bank, and CSFB, a London-based investment bank�
Prudential Insurance Co.�
�
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Sequence:





Day 1�
�
Groups will be assigned. Materials will be provided. In preparation for your first group meeting, please read the materials as carefully as possible, so that you can choose the most appropriate options.�
�
Home Work�
�
Group meetings


If you are the power company, consider how much and what kind of financing is best for the project.


The bankers will choose one or more possibilities to persuade the corporation to issue and the Prudential to invest.


The investment team from Prudential will consider the return being proposed and the risks involved, and set standards for making their investment on the best possible terms.


Prepare a written analysis of the project and the group’s recommendation and rationale for the proposed financing structure�
�
Day 3�
2 hours�
1.	Submit the Project Analysis and Financing Paper


2.	Negotiation


	The bankers will present the company and the investors with 	proposals, and negotiate changes as necessary. Get a deal done that 	satisfies both issuer and investor that their needs are being met.�
�
�
1/2 hour�
Closing the deal.


All will make final changes to the proposals, which should be laid out in the form of a "term sheet" containing the key features of the deal. The term sheet must be signed by all parties to it, and handed in.�
�
�
1/2 hour�
Plenary session


We'll discuss the results.�
�







































�
The Hangzhou Hanel Power Project





In mid 1995, Hanel, a Chinese-American-owned company based in Princeton, New Jersey were seeking to finance the acquisition of a power plant in Lin'an county, Zhejiang province, People's Republic of China. Hanel had already established a company in China, Hangzhou Hanel Power Co., Ltd., to purchase the power plant.





The power plant, which was designed to produce both electricity and heat, came into operation in July, 1994. It was owned by a local entrepreneur group. Although the plant was expected to be very profitable in years to come, it was currently suffering a cash shortfall. Because its current owners were anxious to avoid having the plant taken over by the county government and losing everything, they were prepared to sell 90 % of the equity in the power company for a price equal to the value of outstanding debt and committed investments:





1995 Investment		RMB 5 million		


1996 Investment		RMB 33 million	Plant addition - 12 MW


1995 Debt Payment		RMB 31 million	Bonds, notes payable and LT debt


1996 Debt Payment		RMB 19 million	Remaining LT Debt





Assuming the acquisition went through, the structure of the company would be a joint venture with the existing Chinese owner, structured as follows:





�EMBED Word.Picture.8����
Officials at Hanel had made a preliminary estimate that in all US$11 million would be the minimum needed to complete the acquisition, pay down the high-interest debt currently burdening the power plant and expand capacity to optimize the economic viability of the project.





The sponsors of the acquisition had already achieved several important things:





(a)	They had secured an exclusive mandate to purchase the plant


(b)	They had obtained, in writing, the approval of local government officials for the acquisition of the plant.


(c)	They had reached an agreement with the local power grid, which currently bought all of the electricity sold by the plant, that power could be sold during "non-peak" hours (10 out of 24 hours) to private companies.


(d)	They had arranged that foreign currency could be brought into China, and that conversion of local funds into dollars would be freely permitted at prevailing exchange rates. (Of course there was no guarantee that the exchange rate of the Remnimbi to the U.S. dollar, currently RMB8.3 per US$1,  would remain constant).


(e)	They had negotiated a tax holiday. Instead of paying the normal corporate tax rate of 15%, the plant would be allowed 2 years at 0%, and then 3 years at 50% of the normal rate.





In their view, several things were needed to achieve the full potential of this plant.





The debt payment coming due would have to be met and the remaining high-interest debt would have to be paid down.


New customers for steam would have to be found. Since the industries in the area were expanding aggressively, they felt this would pose no obstacle.


The plant capacity should be expanded to capitalize on economies of scale. The production cost (capital, O&M and fuel) would increase by much less than the additional revenue.





The immediate issue was funding. There were two major questions to be addressed:





1.	Should be funding be bank debt, a bond issue, or equity?


2.	What would be the cost, and the other terms and conditions, of the funding?�
Suggested Approach:





1.	Project Evaluation





Review existing agreements (term, price and adjustment, legal issues, dispute resolution, permitting, governance, funding, dividends, liability, operations, performance, etc.)





	1.	Power sales


Heat sales


Fuel Purchase


Electric interconnect agreement 


Joint venture agreement





Review the management Structure





Rights of equity owner and lender


Governance





Review project economics 





	1.	Review the project spreadsheet and test project sensitivity (are assumptions 				reasonable?)


2.	Discuss how the financing should be arranged to minimize risk and cost 





2.	Risk Assessment





Review Country risks 





	1.	Political instability


2.	Economic instability


3.	Legal risks





2.	Review Currency risks


3.	Review Insurability risks


Review Performance Risks





3.	Financing





1.	Determine the required ROE (determine ROE using CAPM)


The average annual return from dollar denominated stocks in the Shanghai security market - 1992 - 95 was 20.53%. 


The average risk-free rate (1-year US treasury bills) during the same period was 4.446%


Current risk-free rate (at the time of the case) was 6.24%


Use the unlevered beta of internationally active Independent Power Producers as proxy for Chinese private power producers (estimate: 0.63)





2.	Estimate the cost of debt (consider the cost and requirements for bonds, corporate debt, 


non-recourse debt)


Consider the optimal debt/equity ratio and WACC





4.	Propose a financing structure, debt/equity ratio, interest/returns, term and special conditions





Document the project evaluation, proposed financing structure and rationale in a paper to be 


	turned in the morning of the negotiation.








































































































Exhibits attached: 








Contents





"Hangzhou Hanel Power Co., Ltd" (Description of the project and its finances) 





"Projected Financial Statements; Spreadsheet: Hanel2a"





“Hangzhou Hanel Power Co., Ltd.; Exerpts from Contracts and Agreements”





"Lin'an County People's Government" (Agreement on capacity usage and taxation)





Background





"Hanel China Power L.P." (Description of potential for investment in Chinese small power plants)





“Nan Shi Unit 10: The Region” (Description of the Chinese business economy)





“Nan Shi Unit 10: Risks: (Description of risks to consider when investing in China)





“Emerging Market Indicators” (from The Economist)





"Local Chinese financing lags" (Article about funding of power plants in China)





"Think small in China" (Article about foreign investment in small power plants in China)





"Selected Asian Economic and Financial Indicators" (Comparison of China with other countries in the region)





Comparable Financings





China Project Financing Update (Overview of power and other projects in China that have been financed through bank loans in recent years)





"Case Studies: Power" (Comparison of recent bond issues by power companies, including one in China)





"Worldwide Public and Private Offerings by Chinese Issuers in the Power Sector"








BLANK TERM SHEET
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