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Introduction:

In January, 1999, Tex Ritter, Vice President of International Energy Projects Division (IEP), just returned from a visit to the African nation of Liberia with exciting news for his company, Global Energy Corporation of Dallas, Texas. Global Energy Corp. (GLENCO) is a world leader in the construction, operation and delivery of energy systems to fulfill the needs of people around the globe. Mr. Ritter has been negotiating with the Liberian government and private energy firms on a proposal to build three barges with an electric generating plant on each barge capable of producing a maximum of 30 Megawatt-hours of electricity.  

Liberia is a developing African country with close historical ties to the United States. The Liberian government is fortunate to have discovered significant oil fields, and has worked with international oil companies to develop oil extraction operations in partnerships with Liberian  Petroleum Company (LIBPETCO), partially owned by the government. However, Liberia faces a growing shortage of electric energy for the populace and the industrial development needs of the country. GLENCO, represented by Tex Ritter, has been in serious negotiations with both the Liberian government and LIBPETCO on a proposal to produce three barge platforms with electric generators that would be fueled by oil. The electric generating capacity of each barge would be 30 Megawatt-hrs (MW-hr). The location of the generators on ship barges would enable them to be moved to different locations, if necessary, and are thought to be safer and less environmentally harmful than fixed land locations. 

The Proposed Project:

After several weeks of arduous discussion with political officials, personnel from the Liberian Ministry of Energy, and officials from LIBPETCO, Tex Ritter felt that a framework for the electric barge project was coming into focus. The general framework would entail the following Articles of Agreement:

1. GLENCO would enter into a partnership with LIBPETCO and create LEBCO, LLP (a limited liability partnership). Both parties would be 50-50 partners in sharing profits, with LIBPETCO as general partner, at the insistence of the Liberian government.

2. GLENCO would construct three ship barges with electric generators capable of producing 30 MW-hr of electricity per barge. Estimated construction costs would be $28 million for all three vessels. GLENCO contributed capital investment to LEBCO partnership would be in the form of the electric barges, either by a lease agreement or capital payment from operating cashflows, based on GLENCO construction costs for the barges.

3. The Liberian Ministry of Energy would agree to enter into a Take-or-Pay Power Purchase Contract with LEBCO over a 20-year contract period. Under this contract, the Ministry of Energy would agree to pay $48 per MW-hr of electricity delivered to the local power grid. However, the Ministry would also agree to pay for at least 55 MW-hr for 18 hours each day, for 350 days per year, whether the power was needed or not (the Take-or-Pay condition).

4. LIBPETCO would enter into an agreement with LEBCO to deliver oil to the electric barges at a guaranteed cost of $15 per MW-hr for the 20-year life of the contract. LIBPETCO's investment in the LEBCO partnership would be the oil delivery fixed price contract.

5. GLENCO would provide operational management of the barges for an annual contract fee of $500,000 per year. Estimated maintenance and repair expenses are estimated to be $750,000 per year, payable by LEBCO.

6. The Liberian government agrees to tax the profits of LEBCO at a flat 20 percent tax rate. In addition, all payments and repatriation of GLENCO's share of annual profits will be made in U.S. dollar currency, without any foreign exchange controls by the Liberian government. 

Tex knew that any proposal for a new project would have to be reviewed by both the Senior V.P. of International Energy Projects Division and by the V.P. Finance for GLENCO, Andrea Wostaf. While he had a good track record with other projects around the globe, he had limited experience with African nations. He also recognized that a project with a required investment of $28 million of the company money would have to be rigorously subjected to a capital budgeting analysis, based on discounted cashflow analysis using Net Present Value technique. But, this required information regarding the rate of return requirements set by GLENCO for foreign investments. 

Knowing the upcoming scrutiny of his proposal, he scheduled an appointment with his divisional senior V.P. That meeting produced a series of issues for Tex to address in his formal proposal that would go to corporate headquarters and Andrea Wostaf. First, he would need to review the political risks of dealing with an African nation. He would have to consider the currency risks of the project to GLENCO. He would have to decide  whether GLENCO should directly contribute the barges to LEBCO by selling the barges to LEBCO, or if a long term (20-year) lease arrangement between GLENCO and LEBCO would be better. And finally, he would need to reduce all of this information to a financial analysis that showed clearly the future cashflows to GLENCO and the Net Present Value of those cashflows. 

The NPV analysis was important for any corporate investment, but Tex also knew that GLENCO had an incentive/bonus plan for division executives that made cash bonus payments equal to 10 percent of the net present value (NPV) of any project accepted by GLENCO. The bonus payments for this energy development project would be payable when the barges were completed and all partnership/governmental contracts were legally executed.  Therefore, Tex had a huge personal stake in this project being accepted and funded by GLENCO.

Being a skilled engineer and manager, Tex turned to his trusted financial analyst, Betsy Watkins, for her assistance. She consulted with headquarters financial staff and was informed that required discount rates for evaluating physical facilities (such as ship barges with electric generators) was 12 percent pre-tax. Leasing and/or capital charge payments for energy production assets were determined by using the 12 percent pre-tax rate, assuming recovery of the construction costs with equal annual payments over the expected life of the asset or length of contract. The participation in profits from joint projects, such as the LEBCO partnership, would have to be evaluated at required returns between 15 and 20 percent pre-tax to GLENCO, depending on risk factors. The use of GLENCO pre-tax discount rates was justified because of the tax complexity faced by GLENCO as a global enterprise and the sophistication of its tax accounting department in minimizing taxes from complex multinational activities.

The Assignment:

In preparation for his upcoming presentation of the proposal to corporate headquarters, assist Tex in development of the financial analysis of the Liberian Electric Barge project.

Prepare a pro forma income statement for LEBCO over the twenty-year contract period. Assume that GLENCO will either lease the barges to LEBCO, or an equivalent charge will be allowed under Liberian income tax law as an operating expense, before taxes, if GLENCO transfers legal title to LEBCO in return for the capital charges being paid from operations. Be sure to determine separately the NPV of the barges and the NPV of the share of future profits to GLENCO.

What effect would there be if the Liberian economy were to grow at 2-5 percent in its demand for electric energy in the future? 

What responses should Tex prepare to questions regarding political risks and currency risks for GLENCO from this project?

If Tex personally stands to receive 4 percent out of the 10 percent divisional bonus if the project is accepted, what would be his personal bonus? Could he finally afford to establish a $400,000 educational trust fund for his children, and still buy a new Porsche Carrera? What gift would be appropriate for his wife?
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