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Project Finance

What is Project Financing?

» Project Financing can be arranged when a
particular facility or a related set of assets is
capable of functioning profitably as an
independent unit.

If sufficient profit is predicted, the project
company can finance construction of the
project on a project basis.

Financing on a project basis

« Involves the issuance of equity securities
(generally to the sponsors of the project)
and of debt securities that are designed to be
self-liquidating from the revenues derived
from project operations.

Project Financing defined...

The raising of funds to finance an
economically separable capital investment
project in which the providers of the funds
look primarily to the cash flow from the
project as the source of funds to service
their loans and provide the retum of and a
return on_their equity invested in the
project.

Cash Flow Importance

« The terms of equity and debt securities are
tailored to the cash flow characteristics of
the project. (from the Project Proforma).

« For their security, the project debt securities
depend, at least partly, on the profitability
of the project and on the collateral value of
the project’s assets.

PF’s Basic Features

« Agreement by financially responsible
parties to complete the project and make
funds available to do so.

« Contractural arrangements for the product
or service that outlast debt service period.

« Assurances by financially responsible
parties that disruption funds will be made
available through insurance, etc.




PF vs Conventional Financing (CF)

» Project financing should be distinquished
from conventional direct financing, or what
may be termed financing on a firm’s general
credit.

« In CF...lenders look to the firm’s entire asset
portfolio to generate the cash flow to service
their loans, AND the assets are integrated
into the firm’s liabilities and assets

Project Financing requires...

« Careful financial engineering to allocate the
risks and rewards among the involved
parties in a manner that is mutually
acceptable.

« Strong demand where parties will enter into
long-term agreements to take project output.

» Strong contracts where lenders will lend to
the project on the basis of the contracts.

Project Financing Identified

+ Some element of reliance on project assets
and cashflows without full recourse to the
Sponsors or, in some cases, the borrower.
Specialist technical and economic evaluations
of the business, the project and thorough on-
going monitoring by the lenders.

» Lengthy and complex loans - and security -
documentation, quite probably involving
innovative structures.

« Higher margins and fees due to risks.

Creditworthiness

A project has no operating history at the
time of the initial debt financing.
Consequently, its creditworthiness depends
on the project’s anticipated profitability and
on the indirect credit support provided by
third parties throught various contractural
arrangements.

Lenders Require...

Assurances of the following:

« The project will be placed into service.

* once operations have begun, the project will
constitute an economically viable undertaking.

The availability of funds to a project will depend
on the sponsor’s ability to convince providers
of funds that the project is technically feasible
and economically viable.

Requirements for
Project Financing
Technical Feasibility (the Technical Test)

« Economic Viability (the Economic Test)
« Availability of RAW materials (if needed0
+ Capable management (Management test)




Ideal Candidates for PF
are capital investment projects...
« that are capable of functioning as
independent economic units
» can be completed without undue uncertainty

* when completed, will be worth
demonstrably more that they cost to
complete.

L]

Appropriateness of PF

5 factors to be considered
Credit requirements of the lenders in light of
project profitability and third party support
Tax implications and benefits to the parties
Impact of the project on existing covenants
Legal or regulatory requirements the project
must satisfy
Accounting treatment of project liabilities and
contractural agreements

Common Misconceptions
that make negotiation difficult

lenders should in all circumstances look to

the project as the exclusive source of debt

service and repayment

» lenders do not require a high level of equity
investment from the project sponsors

» project loans are 100% secured on the assets

of the project

More Misconceptions

technical and economic performance of the
project will be measured objectively
according to pre-set tests and targets

nisk of project failure is shared equally by
lenders and project sponsors

lenders assume political risks in project
finance

Reasons for Choosing PF

* Risk-sharing

* Accounting treatment

« political risks

* restrictions on borrowing
* tax benefits

Higher Cost of PF
over conventional financing
time spent by lenders, their technical
experts, and their lawyers

increased insurance cover: consequential
loss and political risk cover

costs of policing the loan during project life

charges made by the lenders (and possibly
others) for assuming additional risks.




Rationale for PF

« The NEED for contracts

» The ADVANTAGES of a separate entity

» Special FORM of organization - finite life
and distribution of cash flows without
retainment by corporate managers as is
found in conventional organizations.

« Main results and variations of management
control in various debt-equity scenarios.

Countering the

Underinvestment Problem

« This problem arises when a firm has a highly
leveraged capital strucure. A firm with risky
debt outstanding may have an incentive to forgo
a capital investment project that would increase
its total market value.

« IF the business risk does not change, the firm’s
shareholders would have to share any increase
in total market value with the firm’s
debtholders. The problem involves a bias

Project Finance can counter the
Underinvestment Problem
* By reducing AGENCY COST
« Increasing the value of the TAX SHIELDS
WHY?
» Because more projects are financed, more

debt is issued, and therefore, more interest
tax shields are created.

* Project financing increases value by better
aligning debtholders and shareholders

Using PF for Shareholder Value

» The economic interests of debtholders and
shareholders become better aligned when
financing is accomplished on a project basis

« Debt is allocated between the project
sponsor and the project’s entity in a value-
maximizing manner.

Reallocating Free Cash Flow

 The discretion of corporate managers of not
exposing their decisions to the discipline of
the capital markets in project decisions and
the reallocation of free cash flow...gives the
corporate managers considerable power in

determining the direction of the corporation.

Shareholder Rights

* Whether this discretion is misapplied has
become an important issue in the debate
over shareholder rights.




Reducing Asymetric Information
and Signaling Costs

o Issuing DEBT, rather than common stock,
signals that the firm expects to generate
sufficient cash flow to service the additional
debt in a timely manner.

+ Project financing reduces the signaling costs
associated with raising capital under
asymetric information, particularly in the
case of large-scale, high-risk projects.

What is Asymetric Information?

« this occurs when managers have valuable
information about a new project that they
cannot communicate unambiguously to the
capital market. :

* When a company announces a new project
and how it intends to finance it, the best
investors can do is try to interpret the
announcement.

A Second Barrier to
Communicating

« Valuable information about what makes an
opportunity potentially profitable must be
kept from competitors in order to maintain a
competitive advantage.

PF offers a potential solution

Managers can reveal sufficient information
about the project to a small group of
investors and negotiate a fair price for the
project equity’s securities. In this way,
managers can obtain financing at a fair price
without having to reveal proprietary
information to the public. (the PRIVATE
PLACEMENT of equity)

Smart Mangement does...
maintain and preserve flexibility

« Corporate managers choose project financing
for projects that entail low informational
asymetry costs (so-called transparent
projects). By doing so, they preserve their
flexibility to use internally generated funds to
finance projects that are available to the firm
but cannot be fully disclosed to the public
without disclosing valuable proprietary
information to competitors.

Preferred financing guide is

» where possible, internally-generated cash
flow is preferable for financing information-
sensitive projects.

+ Intemnally generated cash flow is followed in
descending order of preferrence: by secured
debt, unsecured debt, hybrid securities, and
external common equity (least desirable).




Implications

« Sell (outside funds) projects that entail low
informational asymetry costs in order to
preserve internal capital for those projects
that have high informational asymetry costs.

* Firms with the most attractive information-
sensitive investment projects will be most
likely to utilize project financing for their
transparent projects.

Interpretation of Management’s
Decision to use Project Financing

 Can be interpreted as a POSITIVE signal
regarding the attractiveness of the firm’s
proprietary investment projects.

« Lenders deal with AGENCY COSTS by
negotiating covenant structures that are
contained in the loan agreeements.

+ Covenants facilitate monitoring the
borrower’s financial performance.

More Efficient Corporate
Organization and Compensation

* Project financing lends itself nicely to
management incentive schemes, since it can
be directly tied to the performance of the
project.

Advantages of Project Financing

¢ Capturing Economic Rent - by long-term ¢’s
* Achieving Economies of Scale - two or more
¢ Risk sharing

+ Expanded debt capacity

« Lower overall cost of funds

+ Release of free cash flow

+ Reduced cost of resolving financial distress

» Reduced legal or regulatory cost

THE Questionable Advantage

» Practitioners often argue that project
financing is beneficial when it keeps project
debt off each sponsor’s balance sheet.

« It is important to note that financial risk does
not disappear simply because project-related
debt is not recorded on the face of the
balance sheet.

* The FOOTNOTE!!! (this is where we find it)

The Disadvantages of PF

« Complexity of project financings
+ Indirect credit support
« Higher transaction costs
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" SECTION 1

INTRODUCTION
1.1  What is project finance?

The term “project finance” is used to refer to a wide range of financing structures.

However, these structures have one feature in common - the finandng is not

primarily dependent on the credit support of the sponsors or the value of the

physical assets involved. In project financing, those providing the senior debt place
a subsmndal degree of reliance on the performance of the project imself. As a resule,

they will need to concern themselves closely with the feasibility of the project and

its sensitvity to the impact of potendally adverse factors.

A su.cessful project financing smucmre will enmil 2 sadsfactory and economic
allocation of project risk among the various interested pardes. In addidon to the
project sponsors and the senior lenders, risk may be accepted to a greater or lesser
extent by ecquipment suppliers, contractors, operators, raw matenal suppliers,
product purchasers or end users, insurers and government agencies (including
expor. credit agencics). The extent of the willingness of any party to shoulder
projee:t risk will vary with the rerurn it andcipates it will receive. As an extension of
this, the price required by different pardes for uking a spedific risk may vary
significandy. In addidon, some risks may be unacceptable to some pardes regardless
of th: fees or margins that might be on offer.

In the case of banks, it is cerminly true thac they will rarely enter into project
finacce without some form of commitment on the part of the project sponsors. [n
some cases this might simply take the form of an equity invesunent in the project
company; in others it might involve arrangements that - whilst not amoundng to
outright on-balance sheet guarantees - represent ungible credit support collateral
to, but not dependent on, the performance of the project iself.

Whilst there 1s po strict definidon Of “project finance” the term connotes a
)
ﬁna.nang that involves:

— some clement of reliance on project assess and cashflows without full
recourse to the sponsors or, in SOme Cascs, the borrower;

—  specialist technical and economic evaluadons of the customer’s busiaess,
the project and thorough on-going monitoring by the lender;

— lengthy and complex loan - and security - documenadon, quite
probably involving innovatve structures; and

—-  higher margins and fees to reflect the lender’s exposure to project - and
often polidcal - nisk.
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. .1.2" How does project finance differ from other kinds of Lmiteq
recourse asset-based finance?

The legal documentation used to create security for project financing is often very
similar to that used for other forms of limited recourse asset-based financing.

For example, loans to acquire and/or redevelop property are sometimes sructured
so that the lender has no right of recourse to the borrower except to the extent of
the proceeds of sale of the specific property and the renss derived from it. The
security for such a loan would be 2 mortgage of the pmpcrty and an assignment of
rental income under the leases.

In other cases, ships are financed on the basis of long-term transportticn
agrecmenss or barcboat charterpartes where the assignment of carnings and
insurances and a mortgage over the ship form the only security.

Likewise, in project finance it is usual for the security to mke the form of 2
mortgage of the project’s physical assers and an assignment of the rights to the cash
flow from the project.

Project finance, however, requires the consideration of other factors, reladng to the
technical feasibility of the project (“the technical test”) and its economic viability
(“the economic test”). In the case of the technical test, the technology involved
may be more sophistcated than, for example, that involved in a ship or property
consmuction and the compledon nsk is thus much greater. In the case of the
cconomic test, the value of the physical asses comprising the project may be
substandally lower than the debt advanced and therefore the project’s economic
viability is crucial.

In addidon, there is a2 need to deade how the risks assocated with the project are
to be allocated berween the lenders and the other pardes. These risks may be
divided differently at different stages of the project.

1.3 The technical test

In sadsfying itself on the technical feasibility of a project a bank will commonly rely
on a feasibility study put together by independent expers such as mining engineers,
oil engineers, constructon consultants and the like. There is a preference for the
adoption of tied and tested technology.

Most major banks have in-house technical experss who are often engineers with 2
career background in industry. For example, in the case of a road, bridge or mnnel,
the expert will scrutinise design and construcdon schedules, review maffic flow
forecasss and the feeder infrastructure. In the case of a2 power station, the focus will
be on the design and operatng proposals, there will be 2 review of sart-up test
procedures, compledon criteria and the availability of the necessary mransmission

2
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! mﬁ-as:nitmrc and grid capadity as well as an assessment of fuel supply, consumpdon
 proposals and grid requirements. Whilst the in-house experss can play an important
role in protecting the lenders’ interesss, most lenders will sdll want to sec an
independent engineer involved in the assessment and monitoring of the project as

well.

1.4 The economic test

In bricf, the cconomic test must show that - on the basis of cash flow projections -
sufficient cash will be generated by the project to pay for all operating expenses,
debt service, taxes, royalties and other expenses (with an ample cushion for
condngencics such as changes in exchange and interest rates, taxes, infladon and
market demand)-and to leave sufficient surplus for the project company to meet its

target for retum on equity.

1.5 Common misconceptions about project finance

The assumpdon that lenders should in all circumstances look to the project as the
exclusive source of debt service and repayment is one misconcepdon about the
pature of project finance that can make negodadons between project sponsors,
government and lenders problernadc. Others include:

— Lenders do not require a high level of equity investment from the
project sponsors:

In fact, lenders frequendy do look for substandal capital injecdons by the
sponsors - to ensurc a high degrec of commitment to the project and to
ensurc that the sponsors are subordinated to the lenders and to reduce
the project’s debt service obligadons; project finance is not the same as
venture capital. Subordinated loans may often be accepuable in place of
equity and there may be advantages to sponsors in making their funds
available in this way.

— Project loans are 100% secured on the assets of the project:

Whilst lenders normally do take “belt and braces™ security on project
assers as well as cashflows, the realisable value of such assers alone may be
negligible in the case - for example - of roads, tunnels and pipclines
which cannot be moved or which cannot be used for any conceivable
purpose other than in connection with the particular project; the value
of 2 non-operating power sadon or petrochemical complex is likely to
be far below its original cost. Security is often taken primarly for
“defensive” reasons - to prevent third partes interfering with the project
- mather than with the intendon of providing a realisic method of
ensuring repayment. Equally, the objective of taking security may be to
permit a sale of the business as a going concem.

3
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. == Technical and economic performance of the project will be
 measured objectively according to pre-set tests and targets:

Lenders will always seek to reserve for tbcmsclvcs an element of

discredon as to the sadisfacton of performance conditions, particulardy -
where these “tess” mark the transformadon of the financing from a

recourse to a non-recourse basis; borrowers will argue for objectve tests

to ensure that the transformation occurs automatdcally without any room

for subjective value judgements on the part of the lenders.

— Risk of project failure is shared equally by lenders and project
sponsors:

Lenders will often request provisions precluding the abandonment of a
project so long as some surplus. cashflow is being generated over
operating costs, even if this level represents an uneconomic retumn to the
project sponsors on the resources and manpower dedicated to the
project.

— Lenders assume political risks in project finance:

Lenders will often seck assurances from the host government about the
risks of expropriation and availability of forcign exchange; often these
risks arc covered by insurance or export-credit guarantee support, the
costs of which are, usually, uldmately borne by the project and project
sponsors.

1.6 What kinds of projects are “project-financed™?

The techniques of project finance are applied to a wide range of ventures, from the
exploradon and development of oil and gas ficlds and other natural resources to the
conszucton and operaton of luxury hotels and even large scale agriculrural
developments.

Large scale infrastructure projects - power generatng sadons, roads, railways and
airporss - account for much of today’s project finance activiry, pardculady in the
newly industrialised counwies of South-East Asia. In these projecs, the “Build -
Operate - Transfer” (B-O-T) structurc is often used and an assessment of the
polical as well as the purcly cconomic risk over the long term is pardcularly
umportant.

1.7  What are the reasons for choosing project finance?

Project finance is more expensive than conventional financing because of:
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A — the time spent by the lenders, their technical cxperts and their lawyers in
evaluadng the project and negotiating the - usually very complex -
documentadon;

— the increased insurance cover, partcularly consequendal loss and polidcal
risk cover, which may be required;

— the costs of policing the loan during the Life of the project; and

— the charges made by the lenders (and, possibly, other partes) for
" assumning additional risks. . :

The advantges to the borrower must therefore be substandal to compensate for
these addidonal costs. The more common reasons for preferring project finance are:

— Risk-sharing:

Where debe is wholly or pardally non-recourse to the borrower and
sponsors, all or some of the risks will be borne by the lenders if the
-project fails to produce sufficieat cash flow.

This is an important factor where the borrower is small 1n reladon to the
size of the project. If the project fails as 2 result of risks assumed by the
lenders, the borrower or the project sponsors may not be bankrupted.

— Accounting treatment:

More convendonal forms of borrowing may have a greater adverse effect
on the borrower's - or the project sponsor’s - balance sheet than the
techniques used in project financing. This is partculady true where the
financing is non-recourse.

Commitnenss of sponsors under take-or-pay, tolling or throughput
agreements or other arrangements, even where they correspond in
commeraal terms to guarantees, do not always appear as such in the
balance sheet or the notes to the accounts.

~— Political risks:

A borrower investing large sums overseas may wish to ensure that certain
polidcal risks - such as price regulation, taxaton, import and/or export
barriers, preferment of competitors, expropriaton or nadonalisation - are
bome by the banks in respect of the bank debr.

Banks may seck to protect themselves against such risks by asking for
assurances from the host government and by uking out polidecal risk
insurance where this is available.
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"__. Restrictions on borrowing:

Where a sponsor has borrowing restrictions in its ardcles of assocadon or
existing credit faclity documentton it will often be necessary or
desirable to arrange the financing in such a way that the resticdons are
not breached.

For example, restricdons which affect a conventional borrowing may not
apply to 2 project financing that is scuctured as a forward purchase -
agreement, trustee borrowing or production payment arrangement.

— Tax benefits:

The exstence of tax allowances for capital expenditure and tax holidays
for new enterprises may cncourage borrowers to think in terms of
project finance. To take advantage of the tax holiday it may be necessary
to sct up a project company in the relevant jurisdicdon. This company
will be the borrower and all the project assets will be isolated within this
borrowing vchicle. In other cases, the scructure of the financing may be
driven by tax consideradons, as shown by the development in the US of
producton payment techniques - described in more detil in Secdon
3.3.
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"SECTION 2.

ORGANISATION OF PROJECT FINANCE
2.1 Feasibility study
Before any project can be “sold” to commercial lenders, it feasibility - technical
and cconomic - must be presented in 2 convinding and authormtive manner; this
will involve co-ordination of technical experts, financial and legal advisers and a
thorough review of all aspecss critcal to the viability of the project. It should
address:

— the extent and cerrainty of reserves - in exwacuon projects;

—— the likely throughput - in pipeline or tolling (processing) projects;

— the likely passenger or waffic flows - in transport projects;

— the costs of acquiring the project site, constructon and development;

— the availability and cost of services to the project site: energy, water,
tansporaanon and communicatons:;

— access to supplies of raw matenals, either domesdcally or by importing;
whether there are tariff or foreign exchange barriers to imports;

— the exdstence of accessible markers - domestic and/or foreign - for the
product or service and the demand within those markers;

— the availability of necessary technology, management personnel and
labour;

— the availability and transferability of operating licences and other official
permits;

projectons of costs and returns, based on assumptons as to interest rates,
exchange rates, infladion, taxes, delays and other contingencies;

— the existence of any potendal for added value: e.g. property development
or by-product sales: and

the availability of insurance against project and country risks.
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22 The parties involved

The project sponsors:

The sponsors may be one company or 2 consordum of interested pardes, such as
contractors, equipment suppliers, suppliers of aw materals or users of the project’s
product; sponsors may include parties with indirect interests, such as the owners of
land through which new tansport facilides are to be built and who expect the
value of their property to increase. In many cases host governments do not
participate direcdy in project finance as borrower or as the owner of the project
-company, even in B-O-T (build-operate-transfer) infrastructure projects. However
host governments may take an equity interest through an agency and/or be the
main off-taker of the product or user of the service to be provided and, in the case
of B-O-T, will inherit the project at the end of the concession period.

The lenders:

The sheer scale of many projects dictates that the financing will be syndicated; a
syndicate may be chosen from as wide a range of countries as possible to discourage
the host government from wking action to expropriate or otherwise interfere with
the project and thus jeopardise its economic relations with those countries; the
syndicate might well include some local banks, pardculady if there are resmicoons
on foreign banks taking security over project assets; pro ra sharing agreements can
be arranged so that security taken by the local banks is effectvely pooled for all
lenders.

The financial adviser:

In many cases the project sponsor will rerin the services of a commercial or
merchant bank as financial adviser. The adviser will have experdse and conmes in
the counmy where the project is located and can advise on structures and local
condidons as well as having the experdse and contacts to “sell” the project to the
lending banks. The adviser may be a lender too, but this does involve the potendal
for conflict of interest. The adviser will prepare, but seldom accept responsibility
for, an informaton memorandum oudining the nature and economic feasibilicy of
the project, based on the relevant assumpdons reladng to project costs, market
prices and demand, exchange rates, and so on together with a profile of each of the
project sponsors - their finandial results and their track record in similar projects.

The experts:

Selected by the project sponsors or by the financial adviser, technical experts of
internadonal repute may be retained to prepare or at least vet the feasibility study
for the project. The expert may have a condnuing role in the monitoring of the
progress of the project, possibly actng as arbiter in the event of disagrecmens
berween the sponsors and the lenders over the sadsfaction of the performance
covenans and tests sdpulated in the finance document.
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B "ﬂ‘:tehla'w'yets:” '

' The complexity of the documentation and the international make-up of the parties
in large scale project financing dictates the retentdon of experienced international
law firms. Legal opinions will be sought in all relevant jurisdictions, including the
home counties of the project sponsors and of any guarantors or where any secured
assets are locared. The banks’ “main” lawyers will be responsible for co-ordinating
chis advice. It is advisable to involve the lawyers at the cadiest stages to cnsure that
the structure of the financing is propedy and economically conceived, to ensure
that the necessary security arrangements can be put in place and that the andcipated
tax and other advantages are indeed available.

International agencies:

Projects in developing countries may be joindy financed by the Wodd Bank or
Internadonal Finance Corporatdon or regional development agencies. These
agendes have their own policies and standards on issues such as securty,
termination of the financing and enforcement which will influence the scructure of
a mansaction. Projects ded to aid programmes or other concessiopary finance will
invariably be sructured to take into account the wishes of the agency providing the
cheap funds.

The host government:

Often the host government may be involved as 2 project sponsor, as 3 source of
funds or - less dirccdy but sdll in a crudial role - as the grantor of the relevant
concession or operdng licences or tax benefis, as guanantor of forcign exchange
availability or as a commirted off-taker.

Rating agencies:

Some projects may be financed by way of debt securides, backstopped by banks,
cither for tax reasons or to achieve finer rates. If the paper nceds t be rated then
the relevant radng agencies should be consulted at an cady sage: they may have
policies which have a bearing on the structure of the financing. In this case, the
ratings of the backstop banks will be cridcal.

2.3 Restrictions on borrowers/sponsors

The organisadon of a project finance may be affected by resmicdons imposed on
the borrower company or on onc or more of the project sponsors by:

— s ardcles of associadon or equivalent consdrutve documents or by the
laws of its own jurisdicdon;

— the resmicdve covenants (pari passu clauses, borrowing limiradons,
negatve pledges, cross-default clauses) applicable under its exstng
financial documentadon or that of its affiliated companies; or
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the provisions of the joint venture agreement berween it and its co-

sponsors or licensing agreements with relevant authorities. These may
take the form of pre-emption rights, negatve pledges or commitments to
withdrawal or abandonment of- the project which are blatantly
inconsistent with the requirements of the lenders (ways in which lenders
may mitigate these problems are considered in Secton 5.1 below).

2.4 Restrictions on lenders

Project sponsors and their advisers should also be aware that prospective lenders
may be subject to restrictions which will not allow them to finance the project in
the way that sponsors might expect:

some commercial banks (pardcularly in the US) are subject to restricdons
on doing business other than banking, and cannot undertake commerdal
acuvity or maintain significant equiry holdings in commercial enterprises;

some junsdicuons may reswict the ability of forcign banks to acquire
security interests;

involvement beyond the basic banker-client rcladonship may result in
banks assuming a range of Labilides that they are not prepared to accepe,
for example owners’ liabilides to third paraes or for cnvironmental

damage;

banks in cermin councies may be subject to regulatory tesmicdons on
partcipadng in facilides involving specific country nisk; and

banks will have their own policies regarding customer, country and
possibly indusery exposure.

Structures are often developed to avoid problems such as these.
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© SECTION3 ™

PROJECT FINANCE STRUCTURES
3.1  Types of finance

Whilst every project finance has its own special features, the basic scructure is often
cither:

— 2 limited or non-recourse loan, repayable out of project cashflows; or

— 2 purchase of an interest in the project output (translated into sales
proceeds) in consideradon for the payment up front of a capinl sum
cither as a “forward purchase” or a “production payment”.

In each case, “hell or high water” commitment on the part of suppliers, purchasers
or users connected with the project may operate cffcctvely to “guarantec” the
receipt of re-sale proceeds equivalent to payment of principal plus 2 commercial
rate of interest. Alternadvely, lenders may be prepared to mke market risk.

[n appropriate cases, these basic stuctures may be adapred to accommodate 2
number of other financing techniques, including:

— lease financing: in some circumstances lcasing can be an arzacave
method of financing part, or cven the whole, of the project cost,
pardculady in thosc jurisdictons where leasing permiss the benefic of tax
allowances for capital expenditure on the project to be front-cnded.
However, because of the increased polidcal risk exposure, leasing is a
technique which is not commonly found in financings of projects in
Third World counties;

—  export credits: where export credics are available, the basic financing
stucture can be adapted to accommodate the requirements of the
relevant export credit agencies; and

— issues of securitics: in some cases it may be possible to provide finance at
a lower all-in cost by the issuc of securiges (such as commercial paper),
backed by commercial bank or other guarantess.

3.2 Loans
The basic sructure of a limited or non-recourse project loan is convendonal; if the
borrowing entty is a limited Labilicy vehicle estblished by the project sponsors, the

documentadon may not provide for any overt restriction on recourse, the lenders
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. .accepting -that the repayment obligadon is that of the wvehicle, not of the

" “shareholders. If the borrower is not a “vehicle” then the limitadon on recourse to

' the borrower and/or its assers will need to be dealt with in very clear terms.

Typically, the loan agrecment will recognise at least two distinct stages in the
project:

— the conszuction or development phase; and
— the operadon phase.

During the first phasc the loan will be disbursed and debt service will be postponed
by rolling-up interest pending the generation of cashflows in the operaton phase
(or by disbursements of loans to pay interest pdor to the operadng phasc).

The constructon phase is the period of highest risk for lenders - and it is not
uncommon for financing to be fully recourse ac this stage, through legally binding
guarantees of the project sponsors. Alternadvely, higher margins may be payable
than during other phases of the project.

In such cases, the recourse may fall away - or the “higher” margins may be lowered
- upon the sadsfactory completion of the project according to the pre-set smndards
agreed between all pardes in the documentdon and verified by independent
experts; compledon will mark the beginning of the operadng phase when cashflows
can be expected and the debr starss to be serviced and/or amorased.

The rate of debt service and repayment will usually be related to the andcipated
level of output and receivables of the project; a “dedicated percenmge” of net
cashflows will go to the lenders automadecally; the terms of the loan will frequendy
provide for this to be increased to anything up to 100% in circumsmnces where
ourput or demand for the product is lower than expected or where the lenders may
have cause to feel uncerain about the prospects of the project, the sponsors or the
surrounding cconomic or polideal climate.

Net cashflows will more commonly be calculated on an after-tax basis. In some
cases, there may be reasons why the project sponsors will wish to see net cashflows
calculated on a pre-tax basis. Lenders may be willing to accept 2 pre-tax basis if
they can be assured by other means that the project cashflows will not be at ask
through failure by the project sponsors to meet their tax Labilides.

3.3 Production payments

The producton payment is most closely identfied with US oil, gas and minerals
project financing where it evolved as a more wx-cfident soucture than the
convendonal loan. Although the tax advantages associated with this technique are
no longer available to the same degree, producton payment rcmains a common
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" method of achxcvmg non - or limited - recourse financing with complete security

T (through ownership rather than through assignment or mortgage) over the product

and sales proceeds.

Briefly, the technique involves the lenders escablishing a special purpose vehicle to
purchase an undivided interest in the oil, gas, minerals or other product from the
project company.

The use of a special purpose vehicle will help to get round restricdons on banks’
conduct of commercial activities and to isolate any potendal liabilities arising out of
ownership of the reserves or product.

In order to secure the tax advantages available in the US, the producdon payment
scructure must be arranged so that:

—  the exclusive source of “recpayment” and “debe service™ is the producton
of the project;

—  the finance must be repaid over a period shorter than the andcipated
cconomically viable productive life of the project; and

—  the “lender” must not be responsible for financing operating expenses of
the project.

The producton payment squcrure depends upon the project company having good
Gele to the reserves to mansfer to the purchaser/lender before producdon. This is
not always the case, for example in the UK oil ficlds where the pre-producdon
rights of the oil companies are merely to operate the ficlds on the basis of Licences
and ownership of oil in the ground remains with the state.

The lender may be cndded to all - or an agreed fracdon - of the project’s
producton undl the debe is repaid, together with an interest clement. In dhis
scructure, the repayment and debt service profile is determined by regarding the
price paid by the lenders as the net presenc value of future producdon proceeds.

The sucture will usually oblige the project company to re-purchase the product
delivered to the lenders or to sell it as agent for the lenders to realise cash; sales may
be anticipated as market sales or - more commonly - as sales under “hell or high
water” take-or-pay or similar arrangements; the lenders do not expect to take actual
delivery; the costs of the financing will include premiums for risk insurance wken
out by the lenders for any liabilides arising out of their nominal ownership of the
producdon.

34 Forward purchase
More flexdble than the production payment, the forward purchase structure shares
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many of its characteristcs. Lenders may set up 2 special purpose vehicle to purchase
agreed quanddes of future producton and/or the cash proceeds; the project
company's obligadon to deliver the product or proceeds will be formulated to
match the agreed amortisadon profile and service the debt.

The purchase contract will normally require the project company cither to buy-
back the producton or © on-sell it to third parties as agent for the lenders either t©
the market or under sponsored “take-or-pay” or comparable arrangement.

As in the case of producdon payment, the lenders will ke out insurance cover
against risks aributable to their ownership - albeit momentary - of the product.

3.5 B-O-T

The structure known as B-O-T. sanding for “build—opcratc-mnsfcr“, is somenmes
regarded as 2 ype of privadsation but this analysis may be somewhat misleading.
Except where the concession period approaches the project’s uscful life expecrancy.,
an essengal element of the B-O-T structurc is the mansfer back of the operadonal
project to the relevant sate authorty. It is therefore perhaps better o think of 2
B-O-T swucrure as 2 method of turning over the private sector, for a limited
period, the development and inidal operadon of what would otherwise be a public
sector project.

The reasons for a government adopdng a B-O-T approach may be various but it
will often be modvated by 2 desire:

— to minimise the impact on is capiral budget, thus cnabling 1t to
implement 2 project at a ame when it could not iself provide the
requisite funds or, alternadvely, leaving it free to usc its resources for
other schemes which may be of less interest to the private scctor, and/or

—  to inroduce increased efficiency from the private sector, and/or

—  in developing counmics, t© encourage foreign invesament and the
introducdon of new technology.

A B-O-T smucture is normally based on 2 concession agreement between X
government, Of 3 government agency, and the vebicle company established by the
sponsors to carry out the constructon and operanon of the project. This is not
invarably the case, however, and in an cady applicadon of this szucture in China,
the Shajiao B Power Stadon, the concession Was cffectively granted through 2
Chinese co-opemtve joint venture contract between the responsible Chinese
enterprise and the foreign investment vehicle.

In addidon, where the liabilides undertaken by the project vehicle arc substandal

and the vehicle iwself has been incorporated specifically to obwin the concession,

the spomsors may themselves be required to provide support for the vchicle's
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