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Market for Overseas Energy
Projects Commences a Major Shift.
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Informal discussions with various sources in the banking, legal
and investment communities regarding energy project financing con­
tinue to underscore a critical market shift this pa st year, While there has
been strong interest in emerging markets, the regulatory, legal and con­
tractu al suppo rt mechanisms for many infrastructure projects are not
necessar ily in place in a number of major internat iona l arenas, Recent
fiscal, currency and ma rk et devel opments in Asia have served to
heighten those concerns for international energy project developers at
least for the next several years.

TURBULENT INTERNATIONAL CONDITIONS,

Recentl y, these mark et conditions were exacerbated by announce­
ments regarding reexamination of pricing in power purchase con tracts
by the governments of India, Mala ysia and Pak istan. While more int er­
nat ional tran sacti ons appea red to close this pa st yea r, particularly in
Latin Ame rica, Afr ica, and Asia, seve ral key di stinctions are ar ising. A
number of financial closings are occurring, but they are subject to post­
closing cond itions that mu st be satisfied before funds actually transfer.
We we re recently involved in a similar transaction on an int ern ational
acquisi tion which closed in July of one year, but actu al fund ing itself did
not occu r until the followi ng year. Pos t-closing condition preced ents,
consen ts, bank refinancings and comple tions of project cons truc tion fre-



qu ently are imposed to sa tisfy the bu siness interests of the pani cs before
fund s are actually di sbursed.

Seve ral coun tries represent these market att ributes, including In­
d ia, Paki stan, China, Brazil, Peru, Vietnam, and even Turkey. With re­
cent market developments in Asia, one might add Korea, Ind on esia, Ma­
laysia, Thailand, and the Philippines to the mix of internation al markets
facing major uncert ainties. While many proj ect development compa nies
ha ve substan tial int erests in these emerg ing markets and are exh ibitin g
a widespread optimism that the political, finan cing, and regulator y en­
vironme n t will be improved, man y factors are un stable awaiting resolu­
tion. As we ll, a number of countries such as India and Paki stan , in den y­
ing requests for sovereign gua ran tees, con tin ue to ma int ain that add i­
tion al proj ect finance expe rience has evolved that does not sustain the
requirement for further sovereign support in the future.

us. PROSPECTS BRIGHTEN IN RESPONSE

Wh y has the US . market for new ene rgy investment in th is sa me
per iod been such a well-kep t secret? How can such a huge, stable, attrac­
tive market be so inconspicuous? This has occurre d because in recent
yea rs demand for new U'.S. electric capacity has been slow and the per­
ceiv ed potential for the highest returns has been in the emerging mar­
kets. In addi tion, whi le actua l barri ers to foreign investment in the in­
dustry have been erod in g, perceptions of the difficulty of those barriers
lags behind real ity.

There are a few compa nies to whom the appeal of the US. market
is no secre t. Tractebel S.A., Compagni e Gene rale des Eaux, Mar uben i,
and Na tiona l Power have been active players in the u.s. energy industry
for some years. These compa nies are well-positioned to expa nd their
U' .S. success and take advantage of the coming dem and for new projects,
new products, and the altered state of the ind ustry . For example, British
Energy just announced a joint venture with PECO (Phi lade lph ia Elec­
tric) to bu y US . nuclear plants, and Maruben i is expanding int o pow er
marketing in the Nor theas t.

During the past year, 44% of all new power tran saction s wo rld ­
wide were US.-based deals. Deregul at ion of the U.s. electrici ty mar ket
is crea ting opportunities for independen t po wer and foreign companies
not see n since the pa ssag e of PURPA in 1978. Ne w domestic genera tion
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capaci ty is projected to significantly increase over the next decade. Dur­
ing the same pe riod, ow ne rshi p of a signi fican t number of existing
power plants and gene ra tion companies will transfer. Independent
power producers (IPPs), utilities, financial entities, fuel suppliers and
regulators are now focused on the burgeoning domestic potential cre­
a ted by these major market shif ts in preparation for escalating levels of
activi ty int o the next century.

NEW u.s. DEMAND

The U' S, market is hu ge, and by some measures the largest in the
wo rld. Total consolidated assets of all investor-owned electric systems
are approximately $572 billion according to the Securities and Exchange
Commission. Investor-own ed gas and electric systems combined have
assets of more than $710 trillion. In 1994, investor-owned electric sys­
tem s' ope ra ting revenues totaled more than $170 billi on , while com­
bin ed revenues for gas and electric topped $235 billion .

Because of changes beginning wi th the enactment of PURPA,
which forced traditional investor-owned utilities to purchase power
from non-utility gene rators, and the subsequent phenomenal growth of
IPPs, recent cons truc tion has been sluggish in the U.S. Domestic compa­
nies have been focus ing their investment atten tion ou tside the U'S; see­
ing only slow growth, delay, regul atory barriers, and confusion at home
since 1992. But, this assessment is changing.

New financing techniques will have to be established to finance
these transactions and meet increased demand in the U.S. marketplace,
especially for the new, more efficient merchant plants. There will be
dec reased reliance on long-term contract revenues and increased expo­
sure to ma rket and commodity risks. Historical long-term contracts for
pow er projects are at risk or subject to pending expiration. These reali­
ties will require sponsor s and lenders to structure financing for mer­
chan t p lants that allocates risks in new ways. Investors' perceptions of
IPPs as inherently risky ma y limit their ability to finance merchant
plants using traditiona l project financing. Also, loom ing efforts to rene­
go tia te or aba te historical PURPA power supply agreements in many
sta tes will not provide a stable investment en vironment for new mer­
chan t plants.

On the othe r hand, with increased asset redispositions, the wider
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deployment of securitization, Rule 144A financing and roll-ups will oc­
cur in the po wer generation industry in the u.s. These initiatives will
support needs for debt , subdebt and equity to replace traditional project
financings on a non-recourse basis and to maintain levera ge, a ttractive
rate s of interest and access to more wid espread capital sources.

PROJECT FINANCE MARKET IMPACTS

The financial markets will impose:
• Increasing use of the capital markets for debt financing,
• Higher equity requirements,
• More sophisticated assessments of market and regulatory risks and

their relationship to pricing projections,
• New roles for pension and insurance company investment, and
• Financing for portfolios of projects to promote risk di versification.

What this means in the future are seve ral import ant developments
for project financ e markets.

1. While opportunities are widespread, future internat ional transac­
tions ma y shift to the smaller sized and industrial-based facilities in cer­
tain em erging markets in response to these current risks. This would be
consistent with the emerging PURPA expe rience in the United States in
the earl y 1980s.

2. The success factor for greenfield project development wo rldwide is
running at a current level of 15%. This yield has not been attractiv e com­
pared with other prior in ternational experiences and in recognition of
marketing and dev elopment costs for such projects. This ha s prompted
the sh ift to other strategies based on acquisitions, privatization s and
market di versificat ion into fuels and energy distribution assets.

3. Worldwide interest will shift to di str ibution , transmi ssion , fuels
infrastructure, and privatizations where access to existing facilities and
assets can occur, presenting rehabilitation and rep ow ering oppo rtuni­
ties, and accelerating net income improvements to company financial
statements in the near term. This shift will postp one the delay s and fi­
nancial impacts of over-reliance on greenf ield development.
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-1 . Additional sources of deb t will need to be develop ed , accessin g
p ublic deb t market s, pen sion funds, insur ance companies, specialty
fund s, and local capi tal markets in the host coun try and world public
deb t markets in Europe and the U.S. This is essentia l for emerging mar­
ket po ten tial to be achie ved and to bridge the almo st 590 billion / year
debt market sho rtfall tha t exists between the multi-laterals and comme r­
cial lending sources.

5. The n umber of compa nies in emergin g markets will shrin k directly
in response to these challenges, including utility affiliates and subsid iar­
ies. While almos t 300 companies are curren tly compe ting worldwide,
that nu mber will shrin k to less than 100 effective pla yers by 2000.

6. The eme rgi ng market s focu s accelerated by the instabilities in
Asian markets will ultimately shift as the No rth American markets will
accelerate within the ne xt two years, Many of these companies ulti­
mat ely wil l ret urn to the U.s , to parti cipate in the asset div estiture, re­
structur ing, and merchant power markets. Deliveries comme ncing for
faci lit ies in th e 2000-2005 time fr am e will require m at erial asset
rcp ositionings, develop ment , reg ulatory review, and permitting in 1998­
99 to meet these performance goa ls and objectives .

A varie ty of factor s s tim ula ting change in the Ll.S, market are cre­
at ing cond itions favorable to the development of new products and ser­
vices, These factors -increased compe tition, technological advances,
consumer demand for more choice , and shareho lde r and institutional
pr essure-are precursor s of significant market oppo rtuni ties for a stra te­
gic and fore sigh ted dom estic and international ene rgy compa ny .

The risk /rew ard profile is significan tly better in the U.s. now than
an ywhere else, and is not limit ed to historic pla yers or ut ilities.
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