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PREFACE

__________

This is a book about the legal aspects of a very practical subject: how to raise funds for the construction and operation of major projects using a financing technique known as “project finance”. One of the major challenges of the early twenty first century will be financing the massive investment required to expand the infrastructure needed for economic growth in both developed and emerging market economies. The expected global demand for energy, minerals, and other commodities suggests that major new investment will also be required in these sectors. Project finance will be one of the main methods used to raise funds for projects designed to meet these investment needs.

The book introduces the concept of project finance and then focuses on the main legal issues that arise during each phase of a typical international project finance transaction. It is intended as a basic introduction for law students and lawyers who have had no previous exposure to the field and emphasizes basic principles and concepts while leaving details to more in-depth books and articles. The focus is primarily legal in nature as the specific topics and issues covered are designed to provide a foundation for a young lawyer embarking on a career in project finance. However, the book includes extensive coverage of financial and credit support issues and may be of interest to bankers VIand other non-lawyers looking for an overview of an international project finance transaction.

The content is based on materials used in a course taught at the University of Michigan Law School and is designed as a supplement to law school courses and other seminars on project finance that rely heavily on the analysis of sample documents and case studies of major projects.

This Second Edition has been revised and expanded to cover the use of project finance to fund PPP’s and infrastructure, the impact of the 2008 financial crisis and the resulting Basel III regulations on project finance, and other major developments over the past few years. New chapters have been added to illustrate the practical application of project finance principles and techniques to projects in the infrastructure sector and the oil, gas and mining sectors. The chapters on operating agreements have been substantially revised, and the discussion of syndicated loans has been expanded. Additional appendices have been added to provide checklists and summary information on taxation and financial issues.

It is divided into eight main sections as follows:

Part I—Introductory. This section provides an explanation of the concept of project finance and outlines the role of the lawyer in an international project financing transaction.

Part II—Basic Project Preparation. Part II describes the extensive preparatory work that must be done for each project to assess risks, conduct due VIIdiligence, plan for procurement, and create the basic legal structure of the project.

Part III—Project Documents. This part of the book deals with the agreements that: establish the basic relationship between the host government and the SPV; allocate risk among the key project participants; govern the actual construction and operation of the project; and work together in an integrated way to create the revenue stream that serves as the foundation for raising finance for the project.

Part IV—Arranging Finance. This section describes the main sources of finance and their characteristics and the process of developing a finance plan and arranging finance.

Part V—Credit Support. This part covers the various forms of credit support commonly used in project financing including insurance, guarantees and bonding, security over project assets, and derivatives.

Part VI—Financial Documentation. This section describes the various loan agreements and the other ancillary documents that govern the provision and administration of funding for projects, including analysis of loan agreement clauses and relations among the various creditors.

Part VII—When Problems Arise. This part deals with the fact that the long term, complex nature of most project financings means that problems inevitably arise and need to be dealt with through VIIIrenegotiation and restructuring or various dispute settlement mechanisms.

Part VIII—Application of Project Finance to Specific Economic Sectors. The final section discusses the application of project finance principles and techniques to specific economic sectors with an emphasis on infrastructure, oil and gas, and mining.

JOHN M. NIEHUSS

November 2014
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CHAPTER 1

OVERVIEW OF INTERNATIONAL PROJECT FINANCE

This chapter provides an overview of an international project finance transaction by introducing the basic concepts and vocabulary that lawyers should be familiar with before beginning to work in the field. It is intended to serve as a foundation for the subsequent discussion of the main legal issues that arise at various stages of a financing.

A.   WHAT IS INTERNATIONAL PROJECT FINANCE?

Project finance is a special method of raising funds for projects—primarily in the energy, mining and infrastructure sectors. In recent years, it also has been used in connection with public-private partnerships to fund projects where the private sector works with a governmental entity to provide public services traditionally financed solely by governments. An international project financing is a project with a cross-border dimension involving participants and/or funding from more than one country.

1.   A TYPE OF STRUCTURED FINANCE

Project finance is part of a larger family of financial techniques known as structured finance. In a structured financing, a revenue generating asset (or group of assets) is segregated in order to 4serve as the source of debt repayment and shift the repayment obligation away from the entity that created the asset to the revenue stream generated by the asset. This concept is broad enough to include such techniques as mortgage backed securities and collateralized debt obligations as well as project financing. In all of these techniques, the cash flow generated by an asset or pool of assets is used as the basic source of loan repayment rather than the balance sheet of the originator of the transaction. However, in the case of project financing the cash flow is typically generated by a new operating asset created by the project while in most other forms of structured finance the cash flows used to repay debt are generated by pools of existing financial assets like mortgages, loans or various kinds of receivables.

2.   COMPARISON WITH CORPORATE AND SOVEREIGN FINANCE

The basic concept of project finance may also be explained by contrasting it with the ways that government and private sector entities commonly fund major projects. When governments undertake projects, they typically rely on allocations from their capital budgets which are funded primarily by tax revenues and domestic and international borrowings. When a private sponsor undertakes a project, it generally funds the project with a combination of its own internal cash resources, external borrowing, and sometimes new equity.
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These methods of financing a project are relatively simple. In both cases, they are included on the balance sheet of the governmental or private entity concerned because they rely on the ability of the governmental or corporate originator to generate cash for servicing project debt through tax, general corporate earnings and/or borrowing in the financial markets. These borrowings are based on the overall financial condition and creditworthiness of the government or corporation and its ability to generate cash from all governmental or corporate assets and activities. In cases where the government or corporate sponsors are creditworthy with ample cash reserves and borrowing capacity, these traditional methods are the quickest and least complicated ways to fund major projects.

However, governments and corporate sponsors are often cash constrained and unable or unwilling to raise funds in the markets due to a variety of factors. These factors include poor credit, restrictive covenants in existing loan documents, or a desire to avoid excessive concentration of resources and risk in a single project. In such cases, they often turn to project finance to raise the debt needed for the projects they wish to undertake. This provides an alternative method of funding major projects which does not depend entirely on the financial capacity or creditworthiness of the government or corporation concerned, which would be non-recourse (or limited recourse) to the project’s sponsors, and which would generally be considered to be off-balance sheet financing.
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To summarize, the unique aspect of any project financing—domestic as well as international—is that it relies on the revenue and assets of a single project to provide equity returns, debt service and security for loans. This contrasts with the methods governments and corporations generally use to raise funds which are often referred to as sovereign borrowing and corporate finance respectively and which establish creditworthiness by relying on the revenues from all of the borrower’s projects and activities and on all of its assets as security. The latter are on-balance sheet financings that have full recourse to the government or corporate borrower.

B.   BASIC CHARACTERISTICS

There are different types of projects, and these differences influence the way that they are structured and financed. Some involve the extraction of raw materials (mining of ore or production of oil and gas); some use the project facilities to provide processing or other services (a smelter or refinery, a water treatment plant, a fossil fuel power plant that burns coal); and others provide basic economic infrastructure (roads, bridges, airports, pipelines, transmission lines, telecommunications) or social infrastructure (schools, hospitals, government buildings). All can be funded using basic project financed techniques but the specific techniques used will vary from project to project.

There are several inter-related elements that are common to almost all types of domestic and 7international project financings and which contribute to their legal complexity. They are:

1.   SPECIAL PROJECT VEHICLE

A new entity is created by the sponsor(s) of the project and is commonly referred to as the “Special Project Vehicle” (the “SPV”) or the “Project Entity”. The SPV is created to own the project assets, enter into contracts and normally act as the borrower of the debt funds raised for the project. The entity starts its existence as a shell with no assets, no income and no previous operating history and acts as the focal point or “hub” for the contractual and other activities associated with the project.

2.   THE REVENUE STREAM

The revenue stream generated by the new asset created by the project is used as the primary source of payment of debt service and dividends. It is this fact that may enable the asset and the debt to be off-balance-sheet for the originating sponsor.

3.   NON-RECOURSE OR LIMITED RECOURSE FINANCING

Because project financings rely on the revenue and assets of the SPV rather than the overall creditworthiness of the sponsor for the repayment of debt, they are frequently called non-recourse financings. This means that there is no recourse to a sponsor’s credit beyond its equity in the SPV. In reality, it is extremely rare for a project financing to be 100% non-recourse. Rather, sponsors are often 8asked to provide some credit support which means that there is some recourse to the sponsor which is limited in amount and/or time (e.g. during the construction period only). This type of transaction is called a limited recourse financing.

4.   RISK IDENTIFICATION AND ALLOCATION

Because the assets of a single project are the sole source of revenue, there is an intense focus on risks that might adversely affect these assets or the revenue stream and the measures available to avoid or mitigate these risks. This leads to extensive feasibility work and investor and lender due diligence during the preparatory stage of the project.

5.   COMPLEX DOCUMENTATION

International project financings involve extremely complex documentation. The exact documentation used will vary from project to project depending on a variety of factors, including the sector, the project structure, and the nature and source of finance. A web of inter-related contracts is created between the SPV and other project participants in order to help allocate project risks and to create and protect the revenue stream generated by the project assets. The existence of so many contracts means that project finance is sometimes called “contract-based financing”.
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6.   HIGHLY LEVERAGED CAPITAL STRUCTURE

Project financings typically have a large amount of debt relative to equity. It is common for project financings to have 70–80% in debt financing and 20–30% in equity finance. The exact amount of leverage is highly dependent on the basic project economics, the creditworthiness of the key project participants, and the strength of the offtake or user contracts that create the revenue stream for the project.

7.   DIVERSITY OF LENDERS

International project financings generally involve a diverse group of lenders. This is especially true for transactions in emerging markets. Lenders in international financings may include commercial banks, multilateral development banks, export credit agencies, specialized bilateral agencies and institutional investors and other purchasers of bond issues.

8.   DIFFERENT TYPES OF LENDERS FOR DIFFERENT STAGES

The different types of lenders have different characteristics, expertise, regulatory requirements and lending preferences which means that they often fund different stages of a project. For example, some may provide construction period funding (e.g. commercial banks) while others prefer to provide longer term permanent finance (e.g. institutional investors).
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9.   BACK-UP CREDIT SUPPORT

Lenders are reluctant to rely solely on a project’s revenue stream for debt service and require various forms of third party back-up credit support to provide assurance that their debt will be serviced even if the revenue stream never materializes or is diminished or interrupted. Such support includes guarantees, insurance, letters of credit, warranties, surety bonds and derivatives.

10.   PROJECT ACCOUNTS

Trust, reserve and other accounts are created to collect, segregate and protect the revenues generated by the project assets, establish payment priorities, and to channel funds to the lenders and other priority uses.

11.   SECURITY OVER PROJECT ASSETS

Security interests are created in favor of the lenders over all project assets, including the concession, the sponsor’s shares in the SPV, all project contracts and project accounts in order to provide an added level of assurance to lenders.

12.   INTERCREDITOR ISSUES

Because of the diversity of lenders to a major project financing, issues often arise among the various creditors relating to the sharing of revenue and security, priority of claims and voting rights. These issues are typically dealt with in an agreement among the creditors.
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13.   RENEGOTIATION AND RESTRUCTURING

Given their complexity and generally long duration, many projects need to be renegotiated or restructured at some point to accommodate unforeseen developments in the project or the external environment.

14.   UNIQUE DISPUTE SETTLEMENT

Special attention is given to dispute resolution procedures for international projects due to the presence of participants from different countries subject to different laws and treaties and to the interconnected nature of the contractual relations among the participants.

15.   LONG TERM NATURE

Project finance transactions are lengthy and involve a number of diverse, interrelated activities which unfold in stages.

C.   MAIN PARTICIPANTS

The large number of participants with disparate and often conflicting interests is one of the major factors complicating the legal work in any project financing. There are three participants—the host government, the sponsors and the lenders—that are the main decision makers on most key issues and whose decisions determine the overall structure and course of an international project. Other participants are also critical because of their role in providing specific services or functions that are 12essential to project success. The roles of several of the key participants are described as follows:

1.   HOST GOVERNMENT

The government of the country in which the project is located is often the key participant in an international project finance transaction as its decisions (or lack of decisions) can determine whether a project is undertaken and whether it is ultimately successful. Its actions determine the overall investment climate, regulatory regime and political stability of the country; and its continuing support and cooperation are essential over the life of the project. Because issues requiring host government input can arise any stage of a project finance transaction, the quality and continuity of the government team responsible for the project is especially important in enabling the government to respond expeditiously and intelligently.

2.   SPONSOR

The other critical decision maker in a project financing is the sponsor (or sponsors). The sponsor is the party who identifies the project as a potential business opportunity, takes the lead in assuring that all of the necessary feasibility and preparatory work is done and provides or arranges for the financing of this work. If, after reviewing all the feasibility work, the sponsor decides to proceed with the project, it is generally the lead equity investor and arranges the project’s debt finance. Governments may also be initiators or sponsors of 13projects that they identify as critical for economic development. This is often the case in infrastructure projects that the government initiates and carries out with the participation of the private sector through construction contracts, concessions, or other contractual arrangements.

3.   LENDERS

Lenders, as a group, are generally sophisticated but conservative and cautious. Since the lenders rely on the cash flow and assets of a single project, they are ultra-sensitive to any fact that might interrupt cash flow or reduce asset value. As a result, they conduct extensive due diligence of the project and its risks and typically insist on back-up credit support, loan covenants and other legal arrangements designed to ensure that their loans will be repaid in all circumstances. Since the lenders provide the bulk of the funding, they have a great bargaining power which means that there is often little room for negotiation on their basic demands for protection.

4.   SPECIAL PROJECT VEHICLE

The SPV is generally created by the sponsors who provide the initial equity funding and arrange for its staffing. It starts its existence as a shell company with no assets or no operating history. As the project progresses, it becomes the focal point of the project’s legal and financial relationships as it holds the project assets, enters into the key projects contracts with the other participants, serves as the 14borrower of project debt and is the legal recipient of the project revenue stream.

5.   OTHER EQUITY INVESTORS

In addition to the sponsor (or sponsor group) that generally invests for strategic or commercial reasons, there is an increasing number of purely financially oriented investors who are attracted to project finance transactions as a way of diversifying their investment portfolios or to obtain tax benefits. These include infrastructure investment funds, institutional investors, private equity funds, and sovereign wealth funds.

6.   ENGINEERS AND OTHER TECHNICAL EXPERTS

The input of engineers and other technical experts is critically important to the ultimate success of any project. Engineering and technical expertise is necessary to assess the basic technical feasibility of the project, provide the detailed engineering essential for construction, organize procurement, supervise construction activities, determine whether the project’s completion tests have been met, and conduct and monitor the ongoing operation of the project.

7.   CONTRACTORS

Major project financings require experienced and creditworthy contractors in order to ensure that the facilities are completed on time, on-budget and according to specifications. Failure of contractors to 15complete on time and/or on budget may require additional funding to be raised, and capacity and operational deficiencies resulting from inadequacies in construction will diminish the project’s revenue stream. These factors will impact debt service capacity and the rate of return on project equity.

8.   PROVIDERS OF BACK-UP CREDIT SUPPORT

Because most lenders are reluctant to rely solely on the project’s revenue stream as the source of repayment of their loans, they commonly require additional credit support. This support can be provided in a variety of forms from a variety of sources including: completion guarantees and overrun funding commitments from sponsors; guarantees and other commitments from the host government; credit and specific risk guarantees from multilateral institutions; commercial and political risk insurance; warranties from equipment manufacturers; various types of surety bonds and letters of credit; and derivative transactions used to hedge various financial, exchange rate, commodity price, and weather related risks.

9.   HEDGE PROVIDERS

In providing credit support to a project, hedge providers may also become quasi-creditors of the project as they look to the SPV for payments in swap transactions and, as a result have counterparty risk credit exposure to the SPV. As a result, they generally require collateral to secure 16the payments owing to them, expect to be parties to the intercreditor agreement and seek voting rights pursuant to such agreement.

10.   PURCHASERS AND USERS

The entities that use the project facilities or purchase output from the facilities are critical participants in any project financing because the payments that they make constitute the revenue stream which the lenders rely on for the repayment of their loans. As a result, lenders will careful assess the creditworthiness and reliability of these entities and, if they have doubts, may seek credit support for the payment obligations of the users or purchasers.

11.   INPUT SUPPLIERS

The suppliers of inputs essential for construction and operation of the project include suppliers of major equipment that form part of the project facilities and the providers of the inputs needed to operate the facility. Deficiencies in major equipment and inability to supply needed inputs will impact project output and performance and generally reduce the project revenue stream.

12.   OPERATOR

Operation and maintenance of project assets at a level that meets specified performance and industry standards is essential if the project is to generate needed revenue on a sustainable basis. Operation and maintenance services can be provided by an independent third-party operator or by one of the 17other project participants (e.g. a sponsor, the contractor or an equipment supplier).

13.   ADVISORS

Virtually every project financing utilizes the services of specialized advisors, and the use of high quality advisors can often make the process of preparing and implementing a project more efficient and enhance the prospects of ultimate success. The type of advisors needed will vary from project to project and might include lawyers, engineers, financial advisors, risk and insurance consultants, environmental experts, human rights and community relations advisors, market and demand consultants and country and political risk advisors.

The large number of participants in a typical project financing means that a number of differing, and often conflicting, legal interests need to be considered and accommodated by the sponsor and its legal team.

D.   MAIN STAGES

The use of traditional corporate or sovereign finance to issue bonds or obtain commercial bank loans and most MDB or ECA loans are generally single transactions that can be completed in a relatively short time frame. By contrast, raising funds using the project finance model involves a series of interrelated transactions undertaken over a lengthy period of time and which require extensive preparation and complex documentation. As a result, a project financing generally unfolds in 18stages or phases. The nature and extent of the phases will differ depending on the type of project; but a common way of describing the various phases is to divide a project into (1) pre- construction, (2) construction, (3) completion testing/start-up, and (4) operational periods.

1.   PRE-CONSTRUCTION PHASE

The pre-construction phase can be divided into three distinct sub-phases: a Pre-Feasibility Phase which includes project identification, definition and conceptualization; a Feasibility Phase; and a Detailed Preparation and Procurement Phase.

a.  Pre-Feasibility

The activities in this phase focus on the initial selection of the project and (1) determine whether there is a basic commercial or public service need for the project and whether it is consistent with overall sponsor and government objectives; (2) define preliminarily the basic parameters of the project by considering alternatives, undertaking early stage conceptual design and cost estimates; and (3) undertake limited studies to enable the sponsor to form a very preliminary opinion as to whether the project could be technically and commercially viable and whether funds could be raised to implement it. If the sponsors and/or government conclude that there is a reasonable chance that the project is viable, they generally commit funds to undertake more intensive feasibility work.
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b.  Feasibility Phase

During this phase, the sponsors are trying to make a definitive decision as to whether they should become committed to the project in a major way and provide further funds to undertake the process of detailed project preparation. Typically, this stage involves hiring advisors and consultants to produce studies and reports which provide the analysis to determine whether the project is feasible and to ensure that there is no “fatal flaw” that would prevent the ultimate success of the project.

The exact feasibility studies undertaken would vary with the nature of the project but the main activities usually undertaken in this phase include:

•   technical engineering studies, including preliminary cost estimates;

•   market studies to assess the project’s ability to obtain needed inputs at reasonable prices and to sell the output or service at prices that cover project costs, including debt service and a reasonable return on equity;

•   an assessment of the basic economic viability of the project;

•   the preparation of a preliminary financial model for the project to, inter alia, aid in determining feasibility, in structuring the project, negotiating the specific financial terms in project documents, and in preparing tender documents and evaluating bids;
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•   a financial feasibility analysis to provide a preliminary assessment of the bankability of the project and its ability to raise funds;

•   an analysis of the potential environmental and social problems that the project might create for the community in which it is constructed and operates;

•   analysis of the political, legal and investment climate of the host country;

•   reserve studies (for natural resource projects);

•   a risk analysis of the project; and

•   an assessment of the availability of a suitable project site and needed rights-of-way

Once the sponsors and/or government determine with a high degree of certainty that the project is viable and can be successfully accomplished, they agree to commit substantial additional manpower and financial resources for the more detailed preparatory work. The feasibility phase then morphs into a “Preparatory and Procurement Phase” which builds on the feasibility studies already undertaken. This move from feasibility to preparatory work is sometimes called “project initiation” or “project release.”

c.  Preparation and Procurement Phase

The objective of this phase is to bring the project to the point where funds can be raised and actual construction can begin. This requires an 21intensification of some of the work begun in the feasibility stage and the initiation of major additional work, including drafting of basic project documents, procurement, and arranging finance. Specifically,

•   technical and engineering work continues to produce detailed engineering and construction plans;

•   drafts of the Concession or PPP Agreement and the other basic project documents will be prepared;

•   review of the essential project components will be undertaken to group them into appropriate bid packages and to assess opportunities for export credit financing;

•   decisions are made on the method of procurement, including whether bidders should be required to provide pre-arranged financial packages as part of their bid;

•   if competitive bidding is used, bidding documents are prepared and, after appropriate prequalification, bids will be sought from prospective concessionaires and/or contractors;

•   the bids are evaluated, a preferred bidder selected and contract negotiations undertaken with the preferred bidder;

•   additional studies of environmental and social issues will be prepared to comply with host country and/or lender requirements;
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•   all permits and licenses needed to commence construction and operate the project will be obtained;

•   decisions will be made on how the project will be structured and managed;

•   equity subscription, shareholder and other agreements involving the sponsor will be prepared;

•   debt finance is arranged for the construction of the project if not already completed as part of the procurement process

•   the land for the project site is acquired, cleared, assessed for pre-existing environmental risk and archeological ruins and made ready for construction to begin; and

•   if the site is remote, construction of access roads, utility services and temporary facilities for workers and utilities is undertaken.

Once the essential preparatory and procurement work is substantially completed and construction funding has been arranged, the construction phase can begin.

2.   CONSTRUCTION PHASE

During the early part of the construction phase, any unfinished preparatory work is completed (e.g. finalizing permanent funding to be used to take out construction loans; finalizing and refining the 23detailed engineering and cost estimates; undertaking additional construction related procurement and finalizing project documents).

The construction period is generally the riskiest phase of any project with the main risks being: (1) delayed construction and/or cost overruns; (2) inadequate funding to complete the project; and (3) non-completion or abandonment. Many long term permanent lenders for the project are reluctant to assume these risks and refuse to provide significant construction period funding. The institutions that do provide loans for construction will generally require some form of guarantee or other credit support. This means that sponsors and the contractor often need to assume substantial construction period risk. The sponsors do this through equity contributions, sponsor advances and loans, and completion guarantees or other support to construction lenders. The contractor also assumes significant construction period risk in cases where there is a fixed price turnkey construction contract.

3.   COMPLETION TESTING/START-UP PHASE

In most major projects there is a phase that overlaps both the construction and operational stages of the transaction. It is a period after physical construction of the project has been completed when the final completion tests are being conducted and the SPV is ramping-up its operations to begin full operation. The completion tests are conducted to ensure that the facilities meet design specifications, operate at expected performance 24levels, and enable the project to comply with any financial completion tests. Once it is certified that all relevant completion tests are met, any construction period guarantees or other obligations made by sponsors or other parties are discharged, the periods for the validity of any warranties given by equipment suppliers or others usually begin and any remaining operational permits obtained.

Depending on the nature of the performance and financial tests that may need to be conducted, it can be several months before final completion from a legal standpoint is declared for some projects. During this period, the project may not be operating at full capacity and generating the expected revenue. To deal with these completion testing/ramp-up phase problems, the project finance plan may include loan repayment grace periods, sponsor guarantees, and/or the creation of a ramp-up liquidity facility or other special reserves out of loan proceeds.

4.   OPERATIONAL PHASE

Once all completion tests are declared to be complete and all operating permits obtained, the operational phase officially begins. During this period, the focus of the host government, the sponsor and the permanent lender is on ensuring efficient management and operation of the project in order to create a sufficient revenue stream to pay operating costs, taxes, debt service, and a return on sponsor equity. In addition, once construction has been completed and all completion and performance 25tests have been met, the permanent financing can be drawn down and used to repay construction period loans and advances from sponsors and other construction lenders.

Once operation begins there is a shift in who bears the main financial risks of the project. Construction lenders have no continuing risks once their loans are refinanced and repaid. Sponsor risk also decreases considerably as the risk of non-completion or abandonment is over and sponsor guarantees have been extinguished. The main remaining risks for the sponsor are that its equity return will be lower than anticipated and/or its equity investment lost in the event that the lenders or the government seize project assets in the event of default that leads to termination. On the other hand, permanent lender risk increases considerably once their funds have been disbursed and they become subject to significant financial risks. In most projects the operational phase is by far the longest and the stage where renegotiation, restructuring, refinancing, and major disputes are likely to occur.

E.   DOCUMENTATION

One of the characteristics of an international project financing is the complexity of the documentation. The specific documentation used will vary from project to project depending on the sector, the project structure, and the nature and source of finance. Project finance documents are often grouped into broad categories; and this book uses two categories: Project Documents and Finance 26Documents. Project Documents encompass SPV organizational documents, agreements among owners, concessions, construction contracts, and operational agreements, (e.g. the supply, operation and maintenance, and offtake/user agreements). The Finance Documents encompass the documents relating to the loan transactions, loan administration, credit support, security, and intercreditor relations.

F.   WHY WOULD A SPONSOR CHOOSE TO USE PROJECT FINANCE?

After reading this overview of project finance, many readers may be wondering why any entity would choose to use such a complicated, time consuming method of raising funds as opposed to the simpler corporate or sovereign finance methods. This is a question that project sponsors must also consider by evaluating the advantages and disadvantages for the specific project in question before embarking on a project financing.

1.   DISADVANTAGES

The potential disadvantages include:

•   complexity;

•   the length of time that it takes to prepare, negotiate and document the financial arrangements;

•   higher costs both in terms of both preparatory expenses and interest rate and other financing costs;
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•   restrictions on sponsor/SPV freedom of action resulting from lender contractual control; and

•   difficulty in renegotiating and restructuring.

2.   ADVANTAGES

There are a number of positive aspects of project finance that often offset the considerable disadvantages for the sponsor. The three main advantages are:

•   debt raised by an SPV may not appear on the sponsor’s balance sheet which may enable the sponsor to (1) expand its debt capacity by avoiding restrictions on additional borrowing in its existing debt instruments and/or (2) limit any loss in connection with the project to its equity investment. This could be especially useful for smaller or less creditworthy sponsors or governments who would not be able to raise debt for the projects on their own balance sheets or to absorb large losses;

•   a sponsor may be able to share risks with other project participants and reduce its exposure to risk that it would need to assume entirely on its own if using traditional corporate finance. This ability to share risks may be of special importance in very large projects; and

•   the general diversity of lenders and frequent presence of MDB’s and ECA’s in major 28project financings provides a “halo” effect which may help prevent adverse host government action.

Any sponsor considering how to fund a major project must carefully weigh the advantages and disadvantages of project financing as compared with traditional corporate or sovereign borrowing. In the final analysis, whether it chooses to use the project finance method will depend on the size, nature and location of the project, the nature and extent of the project’s risks, the constraints on borrowing in existing credit agreements, and the sponsor’s own creditworthiness and tax and accounting needs.
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CHAPTER 2

THE ROLE OF LAWYERS IN A PROJECT FINANCING

A.   OVERALL STAFFING OF AN INTERNATIONAL PROJECT

Since a multidisciplinary approach is required if major projects are to be successfully structured and implemented, project finance lawyers need to work in close coordination with experts from a range of other disciplines. The exact size and composition of the project team is determined by the nature of the project, but in most cases the core group should include members with engineering, financial, and legal expertise. This core team would need to have ready access to specialized expertise in insurance, procurement, transport and logistics, project management, accounting, labor relations and personnel matters, and environmental, community relations and other social issues. The complexity and other characteristics of an international project financing make it essential for all participants to devote adequate staff and resources to the project. It is especially important for the two key decision makers—the host government and the sponsor—to have independent, adequately funded, multidisciplinary teams to provide disinterested advice to senior government or corporate management officials at all stages of a project.
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B.   GENERAL ROLE OF LAWYERS

The nature and intensity of a lawyer’s work varies depending on the project phase and the participant that is being represented. However, in all major international project financings lawyers play a critical role. By virtue of the fact that they help negotiate and draft all key documents related to the project, they are ex officio automatically involved in all key aspects of the project. This gives them a unique role and enables them to perform a coordinating and facilitating role in moving a project forward in addition to providing substantive legal input.

It should be kept in mind that no single attorney has the depth or breadth of expertise needed to provide adequate legal service to all aspects of a project financing. As will become apparent in the discussion in subsequent chapters, very specialized expertise is required to deal with such diverse areas as tax law, procurement law, construction law, loan agreement negotiation, and advice on dispute settlement. It is, therefore, not surprising that the bulk of the legal work in connection with major project financings is provided by large international law firms that have the range of expertise required.

C.   LEGAL WORK BY PHASES OF THE PROJECT

Although the nature of the lawyer’s role varies with the phase of the project, each project is unique; and the work of the lawyer is not always neatly divided into sequential phases. Therefore, while the 31following outline of the work in each phase given below is typical, there are bound to be exceptions from these descriptions.

1.   PRE-FEASIBILITY AND FEASIBILITY PHASES

The legal work in the pre-feasibility and feasibility stages is normally relatively limited and often related to preparing general assessments of the host country’s investment climate, tax laws, and overall legal and judicial systems. In addition, the lawyer might be asked for a preliminary assessment of the laws relating to the sector in which the project might be undertaken and the regulatory agencies and rules that might impact the project. The objective of this analysis would be to identify any fundamental legal issue that might influence the decision of the sponsor to proceed with the project.

2.   PREPARATION AND PROCUREMENT PHASE

Once the project moves to the preparatory phase, the lawyer’s work expands dramatically. Lawyers play a key role in:

•   the bidding and procurement process;

•   structuring the SPV and designing the overall legal structure of the project;

•   conducting due diligence;

•   obtaining needed permits and licenses;
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•   coordinating the acquisition of the project site and any needed rights of way;

•   the drafting of all of the shareholder and sponsor agreements, the concession, the construction contract and other project documents;

•   preparing drafts of information memoranda and offering circulars, loan agreements and other finance documents; and

•   coordinating financial closings.

Any one of these tasks in a major undertaking in itself and together they require a huge allocation of legal resources.

3.   CONSTRUCTION PHASE

The construction phase generally requires somewhat less intensive work from lawyers who will normally be using this stage to finalize any documents not previously completed and documenting and closing permanent finance if not already done in the preparatory phase. In addition, there are frequently contract issues that arise during construction which require legal attention. Finally, to the extent that a dispute review board is unable to resolve construction related disputes to the satisfaction of the parties, lawyers may need to become involved if the issue moves to another phase of the dispute resolution process.
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4.   COMPLETION TESTING/START-UP PHASE

The lawyer’s role in this phase is generally minimal as most of the work is technical in nature. However, because project completion is a critical date for the cessation and commencement of various legal obligations, lawyers may sometimes need to review the concession, the construction contract, and other relevant documents to ensure that the all of terms and conditions in these documents dealing with completion have been fulfilled. In addition, the lawyer must ensure that all operating and other permits needed for operation of the project have been obtained and supported by an opinion from local counsel.

5.   OPERATING PHASE

If all goes smoothly in the operating phase, the lawyer’s role may be limited to what is basically a monitoring function. It should prepare a Monitoring Memo for its client containing a list of all reporting requirements and a summary of all loan agreement covenants that need to be complied with to avoid loan default. Unfortunately, operations do not always go smoothly; and the lawyers will often find themselves involved in a various ongoing legal issues. These include: dealing with events of default under loan agreements; inter-creditor issues that arise among the various lenders; and agent bank requests for guidance in carrying out their responsibilities.

In addition, because of their length, many projects require renegotiation or restructuring at some 34stage; and lawyers become involved in renegotiating loan agreements and other documents. Finally, differences among the parties are bound to arise over the life of a major project; and lawyers will be involved in helping resolve disputes whether by negotiation, meditation, arbitration, or court proceedings.

D.   “PROJECT SIDE” AND “FINANCE SIDE” LEGAL WORK

There are two distinct, but interrelated, substantive parts to the legal work for every project financing—the “project” side and the “finance” side. The project side involves representation of sponsors, the SPV, contractors, offtakers, and other parties to project agreements and focuses on (1) structuring the sponsor’s interest in the project and the overall contractual framework of the project and (2) the drafting and negotiation of the project documents. The finance side involves (1) conducting due diligence on behalf of the lenders and (2) negotiating and documenting the funding, credit support, hedging, security, and inter-creditor arrangements. The two areas are interrelated and equally important in that the legal work on the project side forms the foundation for a bankable project which makes it possible to raise finance.
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PART II

PROJECT PREPARATION AND STRUCTURING


37

CHAPTER 3

RISK IDENTIFICATION AND DUE DILIGENCE

The project preparation and procurement phase of a project involves a broad range of related activities, including: feasibility studies, risk analysis and mitigation, due diligence, drafting key documents, procurement, preliminary financial analysis, and planning for raising finance. The work in these areas is interrelated and iterative in nature as findings in one area will impact how preparatory work is conducted in another. For example, how a project is structured and the basic documents drafted will be influenced by the main risks identified by the risk analysis process. The various activities are not carried out sequentially as work will be proceeding simultaneously in many of these areas.

Feasibility work, risk identification and due diligence are closely related activities. The object of the feasibility work is to enable the sponsors and/or government to determine with a high degree of certainty whether a project can be successfully implemented and whether they should provide the substantial additional funding needed for more detailed preparatory work. Risk analysis is generally done as part of the feasibility work and is designed to alert the project participants to the key risks to the success of the project. Due diligence is a term used to refer to the review that parties considering participation in the project undertake to 38ensure, inter alia, that: the feasibility studies are adequate; all key risks have been identified; adequate and risk mitigation measures have been implemented; and the project documents work together to create a bankable project.

A.   RISK ANALYSIS

1.   THE IMPORTANCE OF RISK ANALYSIS

It is an axiom of international project finance that success depends on careful planning; and risk analysis is an essential part of the planning process. Sponsors, potential lenders and other interested parties are generally risk adverse and all engage in risk analysis before deciding whether to participate in a project. This means that the individual project and its potential risks are subjected to microscopic analysis—often with the aid of specialized risk analysis firms.

2.   METHODS OF RISK CLASSIFICATION

Project risk analysts generally separate risk into broad categories for the purpose of identification and discussion of mitigation techniques. The precise categories vary depending on the nature of the project, and risks are often classified according to the point in the project cycle where they generally appear—e.g. pre-completion risks and post completion risks. There are many ways to classify risk, and an example of a general framework for risk classification is as follows:

•   Project Preparation Risks;
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•   Market Risks;

•   Technical and Construction Risks;

•   Management and Operational Risks;

•   Legal and Contractual Risks;

•   Financial and Credit Risks;

•   Political and Institutional Risks;

•   Environmental Risks; and

•   Community Relations, Human Rights and other Social Risks

Identification of individual risks is project specific, and the analyst has to identify the various risks and then prioritize them by taking into account the probability of the risk occurring, the potential damage to the project and the ability to mitigate. The lawyer is, of course, responsible for identification of the legal risks and for suggesting ways to mitigate them. In addition, the lawyer is also involved in devising contractual or other methods of allocating, minimizing, or avoiding other types of project risk.

3.   THE RISK MATRIX

Potential lenders to a project expect that a major effort will be made to identify all possible risks to the project, and this requires the various experts involved in the project to identify risks in their areas of responsibility. The results of these efforts are then reflected in a comprehensive risk matrix showing the key risks, their consequences for the 40project, possible mitigating measures, and the party or parties responsible for bearing any residual risk. The preparation of a risk matrix is a standard part of a project financing; and every good feasibility study, finance plan and Offering Circular or Information Memorandum has an extensive section on risks and risk mitigation. (An example of a Generic Risk Matrix is found in Appendix 2)

B.   LEGAL DUE DILIGENCE

The due diligence process includes not only a review of the feasibility studies and risk identification analysis but a review of all other problems that will need to be dealt with in the preparation and implementation phases. A critical part of any due diligence exercise is a “fatal flaw” analysis to determine if any potential problem relating to the project is so serious that it would prevent the project from proceeding. The nature of the topics considered in a due diligence exercise will vary from project to project depending on such factors as the nature of the participants, the type of project, and the host country concerned. (See Appendix 3 for a Generic Checklist of Due Diligence Issues).

In all projects the lawyer plays a critical role in conducting due diligence and normally prepares a Legal Due Diligence Report for its client. The scope of such report will vary depending on the client (e.g. lenders as opposed to sponsors) but would commonly include analysis of:
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•   The basic legal framework and laws of the host country that might impact the project, including

[image: images]   laws and regulations relating to inward investment

[image: images]   laws, regulations and regulatory agencies governing the sector concerned

[image: images]   tax laws and regulations

[image: images]   laws and regulations relating to foreign exchange that might affect the ability to convert and transfer interest, dividends and other project distributions

[image: images]   ability to obtain security over project assets and to enforce such security

[image: images]   quality and independence of the host country judicial system

[image: images]   insolvency laws

[image: images]   land acquisition and ownership issues

[image: images]   dispute resolution issues including: available forms of ADR; choice of law and forum options; laws and treaties relating to arbitration; and willingness of the local courts to enforce arbitral awards

[image: images]   Analysis of the project’s concession (or similar basic agreement);

•   Analysis of all other contracts supporting the project and making it bankable. The due diligence in this area would consider such 42matters as (1) how the contracts work together to create and support the revenue stream and (2) the consistency of the clauses of the various contracts relating to such issues as force majeure, liquidated damages, and governing law;

•   Review of the procurement process involved in the project to ensure that it was in accordance with applicable law; and

•   Review of all loan documents, inter-creditor agreements, and security arrangements to ensure that, if there is more than one lender, there are no major differences in default clauses, covenants, and other key clauses.

Legal due diligence is an ongoing process as some of the work can be done in the feasibility and risk identification phase while other aspects need to wait until the preparation phase when most of the key contracts and loan agreements are drafted. Since lenders’ lawyers will need to review the key project documents to ensure that they are internally consistent and create the basis for a bankable project, they will need to wait until there are final drafts of these documents. Likewise, due diligence with respect to loan agreements and other financial document will be done at a later stage of the project when final drafts are available for review.

C.   SPECIFIC DUE DILIGENCE ISSUES

In recent years several issues have emerged that often require more focused due diligence. They are:
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1.   ENVIRONMENTAL, SOCIAL, AND COMMUNITY RELATIONS ISSUES

Environmental and social issues have emerged as one of the most crucial due diligence areas for major project financings. It has become common for projects to be questioned, delayed and even cancelled because of potential impacts on the environment and/or communities likely to be affected by the project. This means that sponsors, their lawyers, and other advisors must be prepared to devote substantial time and resources to identifying and mitigating the expected environmental and social risks of a project. In addition, the lawyer should ensure that the sponsors and other participants are aware of these issues and undertake extensive consultations with the local communities affected by the project to obtain their input before proceeding. Some law firms and other advisory firms have created teams of specialists in environmental and social risk assessment and mitigation which can assist in both due diligence and project implementation. Issues that may need investigation include:

•   environmental laws and regulations of potential application, including home and host country laws and regulations; applicable international treaties; and lender regulations and requirements (e.g. multilateral development bank and export credit agency guidelines and the private sector Equator Principles);
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•   review of all environmental impact assessments made in connection with the project;

•   various “soft law” guidelines, including the Equator Principles, OECD and UN Codes of Conduct;

•   the nature of the consultation with the communities most directly affected by the project to assess whether “free, prior, informed consent” has been obtained;

•   the nature and extent of any greenhouse gas emissions or other impacts that contribute to climate change;

•   site and right-of-way acquisition problems due to farmer, tribal, or other opposition;

•   water rights issues, including protection of riparian rights, flooding, and pollution;

•   impact on indigenous tribal lands and customs, including hunting, fishing and growing rights, spiritual sites, and weather pollution;

•   endangered species issues; and

•   social and compensation issues relating to the relocation of peoples.

2.   CORRUPTION

In recent years there has been increased enforcement of anti-corruption laws and codes of conduct which means that corruption and bribery 45issues have become a growing part of project finance due diligence. The US Department of Justice and the US Securities and Exchange Commission have been especially aggressive in enforcing the US Foreign Corrupt Practices Act (or FCPA) that applies to the worldwide activities of any foreign company (and its officers in their individual capacity) with securities publically traded in the US. In addition, the 2011 UK Bribery Act applies to the worldwide activities of any firm that does business in the UK and also covers commercial bribery (e.g. the payment of bribes to agents of private companies) as well as bribery of public officials. Individual country laws are supplemented by two major “soft law” codes of conduct promulgated by international organizations: the UN Convention Against Corruption and the OECD Convention on Bribery of Officials in International Business Transactions (with accompanying guidelines for adequate compliance procedure).

The large number of parties and contracts in a typical project finance transaction creates many opportunities for corruption at various stages of the project. This means that compliance lawyers need to look carefully at each phase (e.g. the bidding and bid evaluation process, the award of the concession, the EPC contracts and the various sub-contracts, and the licensing and permitting process). The worldwide scope of the US and UK laws, the fact that the UK law applies to private actors as well as public officials, and increasingly aggressive enforcement mean that corruption issues should be an important part of due diligence and that every 46major project financing should consider developing an effective anti-bribery compliance program.

3.   PUBLIC-PRIVATE PARTNERSHIP ARRANGEMENTS

Many governments—in both developed and developing countries—lack the resources and/or the expertise to provide all of the infrastructure and other government services needed for economic growth. This has led to increased use of public-private partnerships (“PPP’s) in which the private party uses project finance techniques to raise money and construct a project to provide services traditionally provided by the public sector, including economic infrastructure like roads and power and social infrastructure like hospitals and educational facilities. During the next decade, most project finance lawyers will become involved in some type of PPP project. When this occurs, the lawyer will need to carefully review all of the basic PPP laws and regulations of the relevant jurisdiction and ensure that all documentation is designed to ensure conformity with these law and regulations.

(See Chapter 24 dealing with the application of project finance techniques to the infrastructure sector for a more detailed discussion of PPP’s).

4.   INTERNATIONAL INVESTMENT LAW

Every international project financing takes place within the context of the broader principles of international investment law. The widespread use of Bilateral Investment Treaties, the increased 47regulation in many countries of inward investment, the increased impact of “soft law” codes and guidelines, and the introduction of specialized treaties like the Energy Charter are all factors which may impact an individual project financing. Some of the rights and duties of project participants may arise out of customary international law and various international investment agreements. These sources may create legal obligations on the host country with respect to the standard of treatment it accords to foreign investors and on the sponsor with respect to how it conducts its investment activity. These obligations may impact how a project is structured and operated and should be evaluated by the project lawyers as part of the project preparation and due diligence stage.

5.   USE OF DERIVATIVES

Most major project financings now involve the use of derivative contracts to hedge various financial and commodity related risks. The use of derivatives raises a number of issues that merit attention in the financial due diligence process. They include: added counterparty risk; the possible need for the SPV to provide collateral to hedge providers; and various intercreditor issues involving the senior lenders and the hedge providers. A project finance lawyer would not be expected to be an expert in the details of the use of derivatives. However, she should have an elementary knowledge of the general nature of the most common derivative instruments, how they are used to reduce risk in project financings, and the legal issues raised in order to conduct basic due 48diligence. (A summary of the use of derivatives in an international project finance transaction is found in Chapter 16).

6.   DISPUTE RESOLUTION PLANNING

Although dispute resolution mechanisms are generally not activated until later stages of a project, it is advisable to start planning for dispute resolution in the due diligence and drafting stage. In order to devise the most appropriate method of dealing with disputes, the legal due diligence process should review: any relevant bilateral investment agreements and other investment related treaties that might provide fora or methods for dispute resolution; the dispute resolution laws and practices in the host country, including the quality of the courts, the judges, and the arbitral and ADR systems; and the basic attitudes towards arbitration and enforcement of arbitral awards. Based on this due diligence, the dispute resolution clauses of the various project documents should be drafted in a consistent manner that takes into account the strengths and weaknesses of the host country dispute resolution regime.
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CHAPTER 4

PROJECT PROCUREMENT

Procurement is the process by which the works, goods, and services needed to construct and operate a project are obtained. When procurement is done well, it is taken for granted. When done poorly, it can cause major complications.

Major procurement generally starts late in a project’s preparatory phase after feasibility work has been completed, preliminary engineering and technical work is at an advanced stage and drafts of the concession and other key project documents are available. Procurement issues vary from project to project, and it requires time and careful planning to devise a procurement strategy appropriate for each individual project. In addition, procurement can be a very time consuming and costly process for the government or other participant responsible for conducting the process and preparing bidding documents as well as for the firms that need to prepare and submit their bid proposals.

Procurement for many projects, especially in the infrastructure sector, is often done in two stages. The first stage involves the award of a concession (or a PPP agreement or similar contract) by a government to a private sector sponsor to carry out a project in the country concerned. In this stage, conducting the process for the award of the concession is the responsibility of the host country government. The second stage is conducted by the private company awarded the concession and 50involves the procurement of the goods and services needed to construct and operate the project in accordance with the concession. As described below, the processes for the two stages may differ.

A.   GENERAL PROCUREMENT PRINCIPLES AND METHODS

Traditional procurement for goods and services is primarily part of the technical and engineering work of the project. The key decisions in the process are generally made by engineers, including decisions on such issues as; (1) how to divide the equipment, services, and construction into appropriate procurement packages; (2) the technical specifications to be established for the goods and services; and (3) how to evaluate the technical aspects of the bids in case of a competitive process. There may be some attention to procurement in the feasibility stage. However, the intense work is done in the project preparation phase where decisions are made on whether to have competitive bidding, the form of the bidding, the nature of the bid package, and whether bidders should be required to submit, as part of the bid package, evidence that they had arranged the funding necessary to carry out the project.

The lawyer’s primary role is to ensure the legitimacy and integrity of the procurement process through strict compliance with any applicable procurement laws or regulations and the absence of fraud and corruption. It may also provide substantial input into the drafting of the bidding 51documents and advise on protests from unsuccessful bidders and other legal issues that inevitably arise during the bidding and bid evaluation process.

1.   BASIC OBJECTIVES

The ultimate objective of any procurement process is to obtain goods and services for the project (or from the project) in an economical and efficient manner that provides value for money to the procuring party over the life of the project. This generally means obtaining project inputs or outputs that meet the needed quality and technical standards at the least cost. An important secondary objective is to have a fair, open and transparent process that is free of corruption and that establishes legitimacy in the eyes of the potential suppliers and the public. The choice of the most appropriate method would vary with the characteristics of the project and the nature of the procurement being undertaken. Specifically, it would depend on such factors as industry practice in the sector concerned, the procurement capacity of the country in which the project is located, the size and complexity of the project, and expected bidder interest.

2.   METHODS OF ACHIEVING THESE OBJECTIVES

There are two basic options to meet these objectives. First, the process may allow the project sponsor to identify a small group of contractors, suppliers, and other input or output providers on 52the basis of its own experience and to negotiate directly with them to secure the best price and quality. The second option is to require the sponsor to use some sort of competitive bidding process.

The first option is informal and not governed by any specific rules or regulations. It implicitly assumes that the profit motive will be sufficient incentive for the sponsor to obtain the needed goods and services in the most economical and efficient manner, but it is not a public process and lacks transparency. As a result, a sponsor using this option runs the risk of subsequent criticism if problems arise in the construction and operation of the project. The second option assumes that a more formal competitive process governed by specific rules and regulations is needed to meet the objectives of economy, efficiency, openness and transparency.

Although there are exceptions, it has been generally believed that procurement for major projects is best done through some type of competitive bidding process where offers from several bidders are solicited, received and evaluated in an open and transparent process. The theory has been that this leads to the lowest cost and best value for money and establishes a legitimacy which is important for governments and sponsors who may face political opposition to major projects. It is for these reasons that (1) host governments have generally insisted that specific procurement rules providing for competitive bidding be used when public funds are used in the project or when the 53project provides certain types of public services and (2) multilateral development banks have generally insisted on competitive procurement procedures when their funds are used in a project.

While some form of competitive process is still preferred, in October 2013 the World Bank completed a major review of its procurement policies which may lead to a new procurement framework and operational policies which would provide more flexibility in the process. It has proposed an approach that reduces reliance on strict compliance with specified procedures and a singular focus on lowest bid price and increases use of what it terms a “fit-for-purpose” approach. This might mean, for example, that in evaluating the bids received in a competitive bidding process, the lowest price may not always be the be the most appropriate way to achieve the best value for money over the life of the project. In addition to price, other relevant factors may include: quality, the costs over the whole life of the project, and other benefits. In the words of the report, the Bank would consider a more flexible approach to procurement that is context specific in that it would vary with the nature of the project, the sector involved, industry practice, and market conditions. As a result, it would be “proportional” to the needs of the specific project.

The main exceptions to pure competitive bidding where some form of direct negotiation is generally accepted are cases where: (1) proprietary or a new, innovative technology is required and where it would not be possible to seek competing bids; (2) 54smaller projects are undertaken by smaller entities using direct negotiation in order to save the substantial costs of a competitive process; (3) the applicable procurement regime permits unsolicited bids and negotiations are conducted with the bidder and (4) a concessionaire is selected by a competitive process but where direct, post-award negotiation is permitted in order to make limited changes in the terms of the concession required by lenders to make the project bankable.

B.   THE PROCUREMENT PROCESS

1.   SELECTION OF THE RULES

The precise nature of the competitive process is generally determined by reference to rules or guidelines established by the host country concerned or by the multilateral organizations lending to the project. Each country will have its own public procurement laws, and the various multilateral development banks also have their own detailed procurement rules or guidelines that may be applicable. This means that the procurement laws and regulations governing any particular project will depend primarily on its location and the sources of its funding. For example, an international project financing partially funded by the World Bank will be required to follow World Bank procurement procedures for those goods and services financed by the Bank; public procurement in European Union countries is governed by various EU directives and regulations implemented in each member’s national legislation; and, in some projects, 55the WTO Agreement on Government Procurement may be relevant. The exact procedures used for competitive bidding vary depending on the country or multilateral lender involved, and these procedures have subtle differences that make generalizations difficult. Therefore, the remainder of this chapter focuses on two areas: the basic stages of a competitive bidding process and the key legal issues that may arise during the process.

2.   BASIC STAGES

There are many variations in the way competitive bidding is conducted, and it is not possible to provide a simple outline of the stages of the process which reflects all of these variations. With this important caveat, a typical simplified sequence of the main actions that need to be taken in an international competitive bidding process is as follows:

•   decisions on the nature of the bid packages;

•   prepare bid documents (or use standard bid documents) with key project documents attached;

•   advertise the project internationally in widely read publications and request indications of interest and basic qualifications of the interested party;

•   conduct a prequalification process to limit the number of bidders to a small group of highly qualified firms;
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•   select a relatively small group of prequalified bidders to receive bidding documents;

•   establish an online data room to enable bidders to obtain information online;

•   send bidding documents to the pre-qualified firms and request proposals from them;

•   organize bidder conferences to provide opportunity for bidders to ask questions on the project and/or bidding documents and to provide comments or suggest changes;

•   revise (if necessary) bidding documents on the basis of bidder comments;

•   bidders prepare response on the basis of revised bid documents;

•   bidders submit proposals by the established deadline;

•   evaluate responses;

•   in some cases, negotiate with bidders to obtain the “best and final offer” (BAFO);

•   select the preferred bidder;

•   clarify the bid and negotiate contract with the preferred bidder; and

•   adjudicate protests (generally at any stage of the process).
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C.   GENERAL ISSUES THAT MAY REQUIRE LEGAL INPUT

At virtually every stage of the competitive procurement process outlined above, issues may arise that require legal attention. The following list summarizes some of the most common legal and quasi-legal issues.

•   Which laws or regulations apply?

•   Is there any conflict between host country procurement law and the requirements of multilateral lenders?

•   Is a specific form of bidding required? If not, what methods of bidding should be used?

•   How precise should the bidding documents be? In other words, should the bid documents contain very precise specifications or should they indicate in general terms the nature of output expected from the project and leave it to the bidder to indicate how it would achieve the result?

•   Where should the project be advertised?

•   Should there be a completely open bid in which any firm with an interest can submit a bid or should bidding be limited to pre-qualified firms?

•   If there is prequalification, what should be the standards?
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•   How much consultation should there be with bidders on the bid documents before the documents are finalized?

•   What type of clarification procedure should be established to enable bidders to ask questions on the bid documents that have been issued?

•   Should negotiations be conducted with bidders to obtain their “best and final offers”?

•   What are the evaluation criteria?

•   Who conducts the evaluation process and to what extent are outside advisers used to help evaluate?

•   How much “negotiation” is permitted with the preferred bidder after the award has been made?

•   What if the lenders want changes made in the concession that has been awarded in order to make it bankable? To what extent can lender needs be accommodated?

•   How should protests by bidders who feel they have been unfairly treated be resolved?

This list is by no means exhaustive but gives an idea of the range of legal issues that may arise in connection with the procurement process in an international project financing.
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D.   SPECIAL CONSIDERATIONS IN THE AWARD OF CONCESSIONS

1.   NEED FOR FLEXIBILITY IN THE BIDDING PROCESS

As noted above, projects involving a concession from the government raise unique issues because procurement takes place at two levels. At the first level the government grants a concession to procure the services of a concessionaire to undertake the project; and at the second level the concessionaire needs to procure goods and services to construct the project.

Bidding for concessions is significantly different than bidding for more traditional civil works, goods and services. The UNCITRAL Legislative Guide on Privately Financed Infrastructure Projects describes the differences as follows:

“Laws and regulations governing tendering proceedings often prohibit negotiations between the contracting authority and the contractors concerning a proposal submitted by them… As a result of that strict prohibition, contractors selected to provide goods or services pursuant to traditional procurement procedures are typically required to sign standard contract documents provided to them during the procurement proceedings.

The situation is different in the award of privately financed infrastructure projects. The complexity and long duration of such projects 60makes it unlikely that the contracting authority and the selected bidder could agree on the terms of a draft project agreement [i.e. the concession] without negotiation and adjustments to adapt those terms to the particular needs of the project. This is particularly true for projects involving the development of new infrastructure where the final negotiation of the financial and security arrangements takes place only after the selection of the concessionaire…” (p. 67)

“… The final negotiations should be limited to fixing the details of the transaction documentation and satisfying the reasonable requirements of the selected bidder’s lenders. One particular problem faced by contracting authorities is the danger that the negotiations with the selected bidder might lead to pressures to amend, to the detriment of the Government and the consumers, the price or risk allocation originally contained in the proposal. Changes in essential elements of the proposal should not be permitted as they may distort the assumptions on the basis of which the proposals were submitted and rated.” (p. 86)

This means that special care must be taken when conducting the bidding process for concessions and that the lawyers involved in the process must ensure that any subsequent changes made in the terms of the concession to meet lender demands are of a limited nature and would not undermine the 61integrity and transparency of the procurement process.

2.   UNSOLICITED BIDS

Some countries permit the award of a concession for infrastructure on the basis of unsolicited bids. This means that the government does not initiate the project by seeking bids for a concession but is willing to consider proposals from the private sector to initiate a project. The rationale for allowing unsolicited bids is that the private sector may have ideas or proprietary technology that government had not considered and that might benefit the economy.

However, many countries that accept unsolicited bids subject them to some type of competitive process. Some put any unsolicited proposals they receive out to public bid so that other firms may compete but give the initial unsolicited bidder a substantial “preference” in the evaluation process. Other countries use a process known as a “Swiss challenge”. In this process, once the unsolicited bid is received, the government negotiates with the bidder on the terms and conditions of the proposal and prepares a draft concession if one is required. Once the government and the bidder have agreed on the project and its basic terms, the government announces the project and gives others a chance to offer better terms and conditions than the original proponent had offered. If it receives better terms from a competent challenger, it then gives the original bidder a chance to match the new terms. If 62it agrees to match, the project is awarded to the original bidder. If it declines to match, the project is awarded to the challenger.

In such case, the original proponent may seek to have the costs it incurred in preparing the proposal reimbursed by the government or the winning bidder.

3.   ROLE OF FINANCE IN THE AWARD OF CONCESSIONS

In some procurement processes involving concessions for project financings, the bidders are required to obtain commitments from reputable banks or ECA’s for the debt financing of the project. The bidders then provide these proposals as part of their bid submission package in addition to information on their own financial condition and ability to provide equity for the project. The financing proposal would be in addition to each bidder’s own technical and price proposals for the concession or goods and services that are the main subject of the bidding. The theory behind this requirement is that it provides some assurance to the government procurement agency that the winning bidder will be able to raise the finance needed for the project on reasonable terms and conditions. However, it adds to bidding costs, means that the bidder must start the process of arranging finance well before it knows whether it has won the bid, and may ultimately not be honored by potential lenders if market conditions change substantially 63and material adverse change, “market-flex” or “market-out” clauses are applicable.

E.   SITE ACQUISITION

Another important aspect of procurement is the acquisition of a suitable site for the project facilities. Although it usually does not involve competitive bidding or follow strict bidding procedures, it is also a process that requires substantial legal input. At some stage in the project preparation process the sponsor will need to determine the ideal location for the project facility and assess whether it is possible to find an appropriate site in that area. This is often no easy matter. The sponsor will need to have the site evaluated to ensure that there is no hazardous waste or other problem that might lead to potential environmental liability and that it is not an archeological site. In addition, there is often opposition by nearby landowners on environmental or aesthetic grounds which means that obtaining land ownership and/or needed easements and rights-of-way may be difficult—especially in the case of pipelines and transmission lines. As part of due diligence, the sponsor’s lawyers would need to investigate local zoning, real property and real estate laws—generally with the help of local counsel. They must then ensure that the acquisition of ownership, easements, or rights-of-way comply with all zoning and other local requirements and formalities for deed transfer and that all permits needed for occupation and use are obtained.
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Lenders will generally require, as a condition precedent to lending, proof of land title ownership and/or rights to use the needed land along with title insurance where relevant and available. In addition, they may seek release of potential lender liability in case of hazardous waste or other land use problems. In projects where the government is involved or has a strong interest, it may be possible and desirable to have the government itself assume responsibility for providing an adequate site for the site along with all permits and other rights needed to operate the project.

F.   SUMMARY OF THE IMPORTANCE OF PROCUREMENT

A well-managed, creditable procurement process is critical to the success of most major projects but is frequently not given the attention it deserves. Incompetence or corruption can affect the legitimacy of the process and serve as a ground for suspending or terminating a project years after the alleged error was made. In addition, lack of attention to procurement issues and poor management of the process will discourage potential bidders and mean that fewer competitive bids from competent firms will be received.

To avoid these problems, governments must carefully select the projects that they tender. They must ensure that the projects offer “value-for-money” for its citizens, are viable and bankable enough to attract bidders, and that the tender documents are prepared and the bidding process 65conducted in a professional manner. To do this it must be willing and able to devote adequate time, money and manpower to the procurement process. If it does not do so and tries to conduct procurement without adequate resources or expertise, it may not attract the quantity or quality of bids necessary to ensure the benefits of a competitive process.

In addition, it can be very costly in terms of time and money for the private sector bidders to prepare their bids in major project financings. This means that potential bidders will be reluctant to submit bids if they have doubts about the quality of the bidding process and the way their bids will be evaluated. A country with a poor reputation for the way it conducts the procurement process may be unable to attract bids from highly qualified firms for major projects.
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CHAPTER 5

STRUCTURING AND GOVERNING THE SPONSOR’S INTEREST IN THE PROJECT

A.   OVERVIEW OF PROJECT STRUCTURING

Once the sponsors have made the basic decision to use project finance rather than traditional corporate finance, they will need to make additional decisions on how the project will be organized, structured, and governed. This will include decisions in three main areas:

•   structuring the sponsors’ interest in the project, including the form of the SPV and the chain of ownership from the sponsor to the SPV in the host country;

•   establishing the terms and conditions of an agreement governing the relations among the project owners; and

•   the type of contractual arrangements and other techniques that should be used to structure the overall project in a way that creates a bankable revenue stream and provides other credit support acceptable to potential lenders.

This chapter considers issues involved in structuring and governing the sponsors’ interest in the project, and Chapter 6 considers issues related to structuring the overall project.
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1.   THE PROCESS

Because of the number of factors and parties that may be involved, it is advisable to establish a process for reaching decisions on how sponsor ownership should be structured and governed. A typical process would involve:

•   identification of the objectives of the sponsors and other investors in the SPV;

•   identification of the basic considerations involved in selecting the form of SPV, the chain of ownership, and the agreement among owners;

•   analysis of the business association and tax laws of the home and host country and any other relevant country in the chain of ownership; and

•   selection of the option that complies with all relevant laws and comes the closest to meeting the needs of all parties.

2.   SPONSOR OBJECTIVES

The first step in the process is to assess the interests and needs of the sponsors and any other parties who may be potential owners of the SPV entity. The various participants often have very different objectives and expectations which will determine how they approach negotiation of their role in the project. For example, some may want immediate tax benefits from asset ownership; others may place a high premium on keeping project debt 69off of their balance sheet; some will want the most flexible management arrangement possible; others may be participating to profit from construction or equipment supply contracts; and others become equity participants to obtain a preference in receiving output from the project.

B.   BASIC CONSIDERATIONS

Once the interests of the sponsors have been assessed, the second step is to identify the key factors that will determine the ownership structure of the project. The following are among the most important:

1.   TAX

Each sponsor will generally want to structure the project to create the most favorable tax results for its own involvement in the project. Some may prefer an SPV format that allows for flow-through-taxation (e.g. a partnership or an unincorporated joint venture) because it may allow project income, losses, credits, depreciation, and other deductions to be reflected at the sponsor level and not the SPV level. Others may place priority on deferring taxation by the sponsor’s home country and want to structure their chains of ownership to include off-shore entities located in countries that afford favorable tax treatment and give investors the option to defer taxes on their earnings. Tax aspects will also influence the form in which the project sponsor makes its financial contribution to the project and the nature of the financial instruments that are 70used to make the investment. (For readers with a special interest in taxation, some of the main tax issues that may need to be considered in structuring and operating the SPV and the project are identified and summarized in Appendix 3).

2.   ACCOUNTING

Sponsors often structure the SPV and the overall project so that the SPV’s assets, liabilities and income are not included in the consolidated financial statements of the parents. For example, an investor may seek to avoid consolidation either because of large operating losses of a subsidiary entity or to keep debt raised by the SPV for the project off of its balance sheet. (See Appendix 3 for a very brief summary of accounting principles relating to consolidation).

3.   LIMITED LIABILITY

A structure that affords limited liability in connection with the risks inherent in an international project financing is of crucial importance to many sponsors. Corporate entities that provide limited liability for owners or parent entities are common in most countries, and a sponsor who wishes to minimize liability will want to utilize these entities to structure the project in such a way that its ownership interest is in a limited liability company.
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4.   CONTROL AND MANAGEMENT

A sponsor will also consider control and management issues associated with its participation in the project. For example, how does it want to exercise control over its investment in the SPV? what role does it want to play in the day-to-day operation of the SPV? and how can a sponsor achieve its management objectives while preserving bankruptcy remoteness for the SPV? Typically the most flexible management arrangements can be obtained by using a partnership or joint venture where management and governance issues can be agreed among the parties by contract. By contrast, when a corporate form is used, many governance and control issues are mandated and regulated by corporate law; and there may be less freedom for the parties to negotiate more flexible arrangements.

5.   BANKRUPTCY REMOTENESS

In structuring the SPV, sponsors need to take into account the fact that project finance lenders will be concerned that the SPV might become involved in a bankruptcy proceeding and have to share its assets and revenue with other creditors. There are two potential types of insolvency risk that are of concern: (1) internal insolvency risk caused by factors relating the project itself and (2) external insolvency risk related to the possibility that the SPV and its assets and revenue would somehow be drawn into a bankruptcy proceeding involving one of its shareholders or another project participant. Because the lenders have done extensive due 72diligence on the viability of the project itself, they are generally willing to assume the risk of the internal insolvency of the SPV. However, they are unwilling to assume the external insolvency risk. Therefore, lenders (and the rating agencies) insist that the SPV be isolated from the consequences of a bankruptcy of others involved with the project; and sponsors should adopt measures to ensure bankruptcy remoteness by, inter alia, requiring at least one independent director and creating various other indicia of separateness.

C.   STRUCTURING THE SPECIAL PROJECT VEHICLE

In structuring its interest in the project, a sponsor is faced with three basic decisions:

•   does it want to own its interest directly (e.g. by participating in a joint venture) or through an SPV?

•   if it uses an SPV, what is the best legal form for the SPV?

•   what form and chain of ownership should be used to (a) channel equity and shareholder loans from the parent sponsor to the SPV in the host country and (b) receive dividends, interest and other distributions from the project?

1.   THE OPTIONS

The precise options available for the nature of the SPV will depend in large part on the law of the host 73country and will vary from project to project depending on host country business organization law. However, in most countries some or all of the following options would be available: unincorporated joint venture; corporation; partnership; and limited liability company.

2.   SELECTING THE BEST OPTION

The structure ultimately chosen will depend on the particular sponsor’s basic objectives and on the interaction of the issues and factors outlined above. Because tax and business organization laws differ significantly from country to country, it is hard to generalize on which factor will be most important. However, the business organization issues factors that should be considered are generally similar for all countries and include:

•   limited vs. unlimited liability;

•   control and management issues;

•   ease of transferability of interest;

•   ease of making new contributions;

•   ease of withdrawal of profits;

•   protection of minority rights;

•   level of disclosure required;

•   ease of dissolution;

•   avoiding the possibility that the corporate veil will be pierced;
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•   subjecting the sponsor to regulation or environmental liability;

•   nature of asset ownership (direct vs. indirect); and

•   flow-through taxation.

3.   MOST COMMON SPV FORMS

The various options for the form of the SPV listed above have differing characteristics that produce differing tax, accounting and control implications for the sponsors. In most countries, one would expect to find at least the following three basic options for the form and characteristics of the SPV:

a.  Corporation

Some type of corporate form that provides: limited liability; assets owned by the corporate entity; a common financing vehicle that may enable off-balance sheet financing; ease of transfer of ownership interests; and relative ease in creating security over project assets. However, disadvantages include less flexible management, potential for double taxation and lack of flow through of tax benefits to shareholders;

b.  Partnership

Some type of partnership which provides: more flexible management; flow-through taxation; partnership ownership of project assets; an entity for arranging finance and entering into 75contracts; off-balance sheet finance for the partners; and the possibility of limited liability for some of the partners. On the other hand, there must be a least one general partner with unlimited liability, partnership interests can be more difficult to transfer than shares in a corporation, and negotiating the partnership agreement is often contentious. In the United States, a special type of partnership called a Master Limited Partnership (or “MLP”) is commonly used for projects in the midstream energy infrastructure sector. It is used as a tax pass-through entity to undertake projects involving pipelines, gathering systems, processing, and storage in mineral and other natural resource development—including shale oil and gas. To qualify for partnership tax treatment, the MPL units must be publically traded and listed on an exchange; and

c.  Unincorporated Joint Venture

Some form of unincorporated joint venture which provides; management flexibility via contract; several (rather than joint) liability; flow-through of tax benefits with taxation at the co-owner level; flexibility for each participant to make its own accounting and tax elections; and direct participant ownership of an undivided proportionate share in project assets as tenants-in-common. The potential disadvantages are: there is no common financing vehicle as each participant must provide its share of project costs from its own 76resources; it is somewhat more difficult to enter into contracts; it is more difficult to provide security over project assets to lenders as each co-venturer has a proportionate interest in the assets; and each participant has unlimited liability for its own share of the project.

D.   STRUCTURING THE CHAIN OF INVESTMENT

In addition to selecting the legal form of the SPV, the sponsors need to focus on the channels or chain of ownership that they will use to (1) make funds available from the parent in the home country to the SPV in the host country and (2) receive dividends, interest and other distributions from the project. This is not a simple exercise and involves complex domestic and international tax and accounting considerations.

1.   OBJECTIVES

It is common in international project and investment transactions to try to create an ownership structure where the ultimate owner:

•   has some form of limited liability with respect to the operational and financial activities of the entity in which the financial investment has been made;

•   avoids consolidation of the accounts of downstream entities with its own financial statements; and
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•   minimizes tax obligations through legitimate techniques with respect to how the financial benefits associated with the investment are characterized and channeled back to the owner.

2.   METHODS OF MEETING OBJECTIVES

These objectives are often best accomplished by (a) using several tiers in the ownership chain to channel investment and receive income; (b) mixing corporate entities with partnership entities; (c) using tax havens in the chain of ownership; or (d) characterizing returns from the project in such a way that minimizes tax liability and/or leads to a preferred accounting treatment. Determining the most advantageous structure that balances the various factors and competing interests of different sponsors is often a challenging task. It is common for the sponsor group to consider multiple options before making a decision on the form of the SPV and the location and structure of the entities in the chain between the home and host country. (See Appendix 3 for additional information on tax and accounting issues).

E.   STRUCTURING THE RELATIONS AMONG THE OWNERS

It is common to have an agreement governing the control of the SPV and the relationships among the main sponsors and others with an interest in the project vehicle. Such agreement sets out the rights and responsibilities of each owner of the project 78entity. The precise form of the agreement would vary with the nature of the vehicle but would typically be an Agreement Among Shareholders, a Partnership Agreement or a Joint Venture Agreement. These agreements are collectively referred to as “the Agreement Among Owners” (or the “AAO”) for the purposes of this chapter. Because participants often have different and conflicting objectives, many contentious issues can arise in the negotiation of the AAO. Some of the main issues that need to be resolved are as follows:

1.   FINANCIAL ISSUES

a.  Contributions of the Participants

One of the most frequently encountered problems concerns the relative contributions of the participants to the project. They must agree on such basic issues as: the amount and sequencing of each owner’s financial contribution; the form of the contributions (e.g. will they be in cash or in kind via equipment, technology, know-how or licenses); and provision of raw materials, personnel or other inputs to the project. In addition, there may be problems relating to the valuation of participant contributions when they are made in the form of in-kind contributions or in different currencies whose relative values may change over time.

b.  Willingness to Provide Supplemental Credit Support

A related area of negotiation is the extent to which each party participates in providing credit 79support for the project in addition to its equity contribution. Such support can be provided in a variety of ways including: supporting construction period funding through a guarantee or completion/cost overrun agreement; a purchase contract for project output; an advance payments for project output; or a deficiency agreement to support the revenue stream.

c.  Profits, Reserves and Distributions

The owners also need to negotiate and include in the AAO provisions dealing with (1) the calculation and division of profits and (2) the method for making decisions on how much should be left in the venture for working capital, reserves, or expansion and how much should be paid out in the form of distributions to the owners.

2.   MANAGEMENT AND CONTROL ISSUES

These issues relate to such matters as allocation of management responsibility, division of voting rights and, in general, how decisions involving the project entity are made. Each participant will have specific management and control objectives with respect to the project entity and the project in general. However, a participant’s desire for control may not always coincide with its ability to make financial contributions. Moreover, business organization or other legislation in the host country often plays a role in determining who controls the project. For example, host country legislation may specify the control mechanisms or require local 80shareholders to have a controlling interest. In addition, special voting mechanisms (e.g. different classes of stock) are sometime established for decision making in specific situations of special importance to one or more of the participants.

In some projects, a party may have a conflict between its interest as a shareholder or partner in the project entity and its other interests in the project as, for example, a contractor or off-taker. In such cases, the AAO may require the party to abstain from participating in any decisions affecting its interests or special voting majorities may need to be established. For various reasons, a participant may wish to sell or relinquish its ownership interest in the project to a third party not involved with the project. To deal with such cases, the AAO will generally contain provisions which provide for pre-emption, buy-out or right-of-first-refusal clauses to provide a mechanism to keep control in the hands of the original sponsors.

3.   CHECKLIST OF PROVISIONS OF AN AGREEMENT AMONG OWNERS

Whatever form the Agreement Among Owners takes, it should be based on the objectives and expectations of the various participants and include provisions that deal with the problems noted above. Because each project is different and has a different set of participants, there is no standard form agreement for governing project organization and relations among the parties. However, the following checklist is included to illustrate the diversity of the 81issues that may need to be dealt with in the agreement among owners.

•   Preamble identifying the parties and setting forth the purpose of the project.

•   Legal nature of the SPV.

•   Provisions on the amount, type, and timing of each party’s investment.

•   Dilution of an owner’s interest and voting rights if it does not provide its expected share of the investment.

•   Voting rights and other decision making mechanisms for the project.

•   Methods for resolving disputes.

•   Protecting minority interests.

•   Share transfer restrictions.

•   Entry of new shareholders.

•   Succession and exit.

•   Valuation of an owner’s interest.

•   Nature of other credit support expected from each participant.

•   The sharing of credit support obligations.

•   Licensing of technology and know-how from participants.

•   Training of local personnel.
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•   Pricing of inputs supplied by (and outputs purchased by) participants.

•   Planning and decision making for expansion or alteration of the project.

•   Appointment of the management of the project.

•   Clauses dealing with the impact of changes in exchange rates.

•   Procedures to mesh differing accounting systems.

•   Arbitration and dispute settlement.

•   Choice of forum and governing law.

•   Effects of subsequent changes in law.

•   Transfer and assignment of interests.

•   Termination provisions.

F.   GOVERNING THE SPONSOR, THE SPV, AND THE PROJECT

An international project financing, by definition, has elements that extend across borders and impact more than one country. As a result, the sponsor, the sponsor’s interest in the SPV, the SPV, and the project itself are all subject to a unique governance regime. The regime is a loose, ad hoc arrangement in which the operation and control of the SPV and the rights and duties of the participants are drawn from a variety of sources, including:
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•   home and host country business association laws and relevant regulatory frameworks;

•   home, host and intermediary country tax laws and accounting principles;

•   the SPV’s Articles of Association and By-Laws;

•   the project’s concession, PPP agreement or other relevant umbrella documents;

•   the basic Shareholder/Partner/Joint Venture Agreement governing relations among the sponsors;

•   covenants and other terms and conditions in project loan agreements establishing restrictions on SPV actions and requirements for positive action by the SPV;

•   international agreements applicable to the operation of the project, including bilateral investment agreements, tax treaties, and various regional and multilateral agreements like WTO, NAFTA and the Energy Charter;

•   the anti-corruption laws of various countries (e.g. the US and the UK); and

•   non-binding “soft law” instruments, codes, and recommendations issued by the UN, OECD, private NGO’s, industry associations and other bodies dealing with corporate social responsibility and dealing such issues as corruption, the environment, labor rights, social and human rights, and information 84disclosure (e.g. the Equator Principles, the Carbon Principles, the Extractive Industries Transparency Initiative, the UN Guiding Principles on Business and Human Rights, the UN Global Compact, International Labor Organization standards, and the OECD Guidelines on Multinational Enterprises).

The precise governance regime will vary from project to project and the specific rights, duties, and constrains imposed will depend on the interaction of these sources and instruments.
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CHAPTER 6

CREATING THE OVERALL STRUCTURE OF THE PROJECT

The third major aspect of structuring an international project is selecting the techniques and contracts that will be used to allocate risk, create and maintain the revenue stream, and serve as the basis for raising funds for the project. In this part of the structuring process, the focus is primarily on lender concerns as opposed to sponsor concerns that were the focus of the issues considered in the previous chapter.

A.   BASIC LENDER CONCERNS

The main lender concerns relate to the repayment of their loans. Since debt provides the major portion of the funding for project financings, this means that the project needs to be structured to provide assurances to lenders that:

•   the project will be completed even if its cost exceeds estimates;

•   if for some reason it is not completed, all outstanding debt will be assumed or paid by a creditworthy party;

•   when completed, the project will generate sufficient cash flow on a sustainable basis to meet debt service obligations as long as the debt is outstanding; and
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•   if for any reason the project’s operation is interrupted, suspended, or terminated, there is a mechanism in place to ensure that the lender’s debt service will continue to be paid.

There are a variety of techniques and contracts which are the fundamental building blocks of any project financing and which are designed to provide credit support and other assurance needed to attract loans for the project on the best possible terms. They are frequently used in combination which means that it is common for a project to have more than one of these building blocks as part of its structure.

B.   PROJECT FINANCE TECHNIQUES AND STRUCTURES

A typical project financing will involve one or more of the following specialized techniques or structures that create and support the revenue stream generated by the project.

1.   CONTRACTUAL CREDIT SUPPORT

In a contract based project financing, lenders advance funds to the project on the basis of a contractual commitment by a creditworthy party (or parties) for the purchase of project output or the use of project facilities. The major advantage of this type of financing is that it enables the credit and financial strength of the purchasers or users to be utilized to provide assured debt service for the project. In essence, the purchaser or user becomes an indirect guarantor of debt service.
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The most advantageous type of contract is one in which the purchaser or user is obliged to make a minimum payment sufficient to cover debt service. This type of contract could involve:

•   the purchase of power from a power station in amounts and at a tariff level sufficient to generate revenues adequate to service debt (a Power Purchase Agreement);

•   the construction of a road based on an availability payment from the host government sufficient to enable the SPV to service the debt for the project; (an Availability Contract);

•   the use of a newly constructed pipeline under an agreement to ship a minimum amount of oil or gas through the pipeline to generate sufficient revenues to pay debt service (a Throughput Agreement);

•   an agreement to use a refinery or an LNG regassification plant to process a sufficient amount of ore or gas to generate enough tolling revenue to service debt (a Tolling Agreement); or

•   the purchase of the output of a mine at a price and quantity adequate to generate enough revenue to service the debt advanced to develop the mine (an Ore Purchase Agreement)

The various types of purchase contracts are discussed in more detail in Chapter 11. From the 88standpoint of the lender and its lawyers, the key to any form of minimum payment contract is the nature of the purchaser’s obligation to pay. In other words, how firm is it? Under what circumstances, if any, would a purchaser be excused from payment? There a number of different types or purchase or user contracts that have different types of minimum payment purchase obligations, and one of the key aspects of legal due diligence is to assess the nature and strength of this obligation.

2.   DEFICIENCY AGREEMENTS

A deficiency agreement is often used in conjunction with a minimum payment contract to cover cases where the project is not able to provide the agreed level of output at a price which yields revenue sufficient to service debt Under a deficiency payment agreement, a creditworthy party agrees to pay the difference between the revenues generated by the project and the debt service requirements. The party agreeing to make the deficiency payment is, in effect, a guarantor of a portion of debt service and provides additional underlying security for the loans to the project. There can be a number of variations of deficiency agreements. One common type involves pipeline projects where the potential users of the pipeline agree to put a sufficient volume through the pipeline to generate adequate revenue to cover debt service or to make-up any deficiency in such revenue through direct cash payments. Such an agreement is called “a throughput-and-deficiency” agreement.
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3.   RESERVE BASED FINANCE

A variety of reserve based financing techniques are frequently used in the financing of natural resource projects—especially in the oil and gas sector. Reserve based finance is a type of “borrowing base” finance where funds are raised on the basis of a cash flow to be generated from future sales of product from oil, gas or mineral reserves. There are a number of variables that determine the precise form of the transaction: the specific sector and country involved; the laws of the host country; the traditional practice of the market and lending banks; the nature of the reserves and how they are classified; the number of fields or reserves in the base; whether the reserves are under development or already producing; whether there are long term sales contracts for the output from the reserve; and the creditworthiness of the sponsor who may be providing a completion guarantee. Some of the more common forms of reserve based financing are: traditional production payment loans as found in the US; single or multiple reserve borrowing base facilities; and sales of cost oil from long term production sharing arrangements with the host government. The loan can be based on reserves from a single field (a traditional single asset project financing) or from multiple fields (a more typical reserve based transaction.) The principal amount of a reserves based loan is generally a specified percentage of the estimate of the net present value of the future income to be generated by the future sales of the production from the development of the reserves.
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Production payment financing is an example of a reserve based financing technique commonly used to raise funds for mineral and petroleum related projects. There are two main variations of the production payment type of financing. The first is based on receipt of a either a specified fraction of the net revenues from the sale of production from the reserve or a specified sum of money from the proceeds of the sale of production; and the second is based on the receipt of a specified volume of production—a volumetric production payment. Both involve the same basic concept. A financial institution advances funds to develop a project in exchange for the right to receive either (1) a portion of the sponsor’s interest in the revenues of the sale of production or (2) a specified portion of the volume of production. The lender has no recourse to the sponsor, and the funds it advanced are then recovered out of the lender’s share of the revenues realized from the sponsor’s sale of production or from the sale of the lender’s portion of the production. There are, however, obvious risks to the lender if the reserve is underestimated or if there are production and marketing problems. In such cases, the lender would have no recourse to the sponsor or other project participants and risk the loss of the funds it had advanced.

4.   ADVANCE PAYMENT FINANCING

A related method of raising funds for energy and mineral projects is called advance payment financing. A sponsor or other interested party makes an advance payment for output from a yet-to-be-developed 91project and enters into a contract to take the output when production begins. The incentive for such a payment might be a great need for the project’s output or a discount on the price of the product. The funds are advanced to a separate entity that uses them to develop the project. If the project is successful, the party advancing the funds is repaid in kind or through the proceeds of the sale of the output from the project. However, this party bears the risk of loss of all or part of its advance payment if the project is not successful.

5.   LEASE FINANCING

Lease financing is a technique often used as an alternative to the traditional method of project finance funding where the sponsors provide equity to an SPV that then raises debt based on the project’s cash flow. Lease transactions are also commonly used by Islamic financial institutions to avoid the payment of interest which is forbidden by Shariah law; and, as a result are often a part of project financings undertaken in the Middle East and South Asia. Lease transactions can be used to finance power plants, refineries and other processing facilities, railway rolling stock, tankers, cargo carriers, drilling rigs and other vessels used in offshore oil development.

A lease finance transaction separates the ownership from the use of the project assets. The assets are not owned by the SPV but by a third party who leases them to the SPV who uses them to create the project’s revenue stream. This provides 92two important benefits for the SPV and its shareholders. First, it may be used to finance 100% of the cost of a project asset. Under a lease transaction, the SPV does not need to raise funds to finance the leased asset. Instead, 100% of the funding for the leased project asset is raised by other parties (i.e. a leasing company or tax oriented investors) on the basis of lease payments to be made by the SPV out of the project’s revenue stream.

Second, lease financing enables the SPV and its sponsors and shareholders to make maximum use of the tax benefits associated with major projects. Capital intensive projects like power plants often generate significant tax benefits which are available to the owner of the capital asset, which is normally the SPV. These benefits could include tax credits, depreciation allowances, and start-up losses. The project sponsors often structure the SPV as a flow-through-taxation entity in order to capture these credits and deductions to reduce their own tax liability. However, there are cases where the sponsor cannot use the tax benefits. This means that the tax advantages associated with ownership might be lost and never utilized unless they were transferred to another party whose tax position permitted it to make use of the available credits or deductions. The most common method of making such transfer is through a lease arrangement in which the ownership of the facility to be financed is transferred to unrelated investors who can use the tax benefits and who are willing to lease the facility back to the SPV. The advantage of this type of financing is that the lessor is willing to share some 93of the tax benefits with the SPV by charging lease rentals that would be less than the SPV’s borrowing costs.

There a several forms of lease financing; and whether a lease financing is possible and beneficial to the sponsors for a specific project depends on a complex set of tax, legal, financial and accounting factors that need to be carefully evaluated by experts in lease transactions

6.   CHARTERPARTY CONTRACT

A charterparty contract is another form of lease transaction commonly used to finance a wide variety of vessels, including drilling rigs and platforms, production storage and offloading vessels, tankers, and bulk cargo carriers. In a charterparty arrangement, the party using the vessel enters into a long-term charterparty contract with the owner in which the user agrees to, in essence, rent the use of the vessel for an extended period. The rental payments provide the basis for a loan to construct the vessel or, more likely, to take-out construction period finance. The lenders focus on the creditworthiness of the user as well as on the reliability of the maker of the vessel and the sustainability of the long term charterparty arrangement in their due diligence.

7.   CONSTRUCTION TRUST FINANCING

In a construction trust financing, an entity other than the sponsor or ultimate user of a facility arranges for financing and has title to project assets 94during the construction period. At the completion of construction, the facilities are sold to the ultimate user. The entity which owns the project assets during construction is generally a newly created trust. Although it has no operating history, it is able to raise funds because its creditworthiness is established by a purchase agreement with the ultimate user of the facility. The sponsor or ultimate user agrees to purchase the project facilities at the completion of construction or to assume all financial obligations of the construction entity. The creditworthiness created by this agreement enables the construction trust to obtain capital from a variety of sources, including revolving credit facilities, commercial banks, intermediate term loans and commercial paper.

This method of construction funding does not provide any added security to lenders who, in the final analysis, must rely on the creditworthiness of the contractor and the sponsors and other parties assuming the construction entity’s debt. It may, however, benefit project sponsors by providing them with tax, accounting and regulatory benefits, increased financing flexibility, and potentially lower financing costs during the construction period.

8.   HYBRID PROJECT FINANCING

Occasionally, some of the sponsors of a major project may wish to arrange financing in the traditional manner on their own direct credit while other sponsors prefer to use project financing. The needs of both groups may be met through the use of 95an ad hoc, specialized financing facility that blends project financing with more traditional joint venture financing. The key feature of such a facility is the creation of a partnership composed of those participants who wish to fund their share of project costs through off-balance sheet project financing. The partnership would then (1) enter into a joint venture agreement with those sponsors not funding their share using project finance methods, (2) receive a proportionate share of the project’s output, and (3) raise funds for its share of project costs on the basis of contractual commitments to purchase this output from the partnership.

9.   PROJECT ACCOUNTS

Lenders will often seek assurances that the revenue stream will not be diverted or used in ways that would make it unavailable for debt service. One way to do this is through the creation of a series of project accounts designed to isolate the cash flow of the project in such a way that it is available for debt service on a priority basis. For example, in the case of a mining project in Africa in which output is sold abroad, the lenders might create an offshore trust and require the purchasers to make payment to the trustee rather than the SPV in the host country. The trustee would then segregate in the trust account amounts sufficient to pay taxes, essential operating costs and debt service. Only if all of these obligations were satisfied would funds be released to the owners of the project. Occasionally, a payment trust is combined with the deficiency payment concept to create added assurances to the lenders. 96Under such a combination, if there is a deficit in the trust account created to service debt, a clearly creditworthy party (e.g. a project sponsor or an offtaker) is required to “top-up” the trust account by depositing with the trustee an amount equal to the debt service deficiency.

10.   PUBLIC-PRIVATE PARTNERSHIPS

The concept of a public-private partnership (PPP) was described in general terms in Chapter 3 as a contractual arrangement in which a private sector party is given a right to participate in a project to provide public services that were traditionally provided by governments. There are many different forms of PPP’s ranging from a management contract where the private party provides limited specified services to much broader concession type arrangements. Under the concession, the private entity is generally given a license to design, build and then operate an infrastructure facility for the duration of the concession. It is expected to design the facility, mobilize funding for the facility’s construction, oversee the construction and operate and maintain the facility using its own resources. In order to finance project, the private party typically uses project finance techniques to raise the needed funds, and the project is structured as a PPP. (See Chapter 24 for a more detailed discussion of PPP’s).
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11.   EQUITY FUNDING TECHNIQUES FOR PROJECT DEVELOPERS

The techniques and structures discussed above involve methods of satisfying lenders in order to raise debt to finance major projects. In recent years, developers of projects in the United States have explored a variety of methods to help them raise lower cost equity that they could, in turn, use to provide their portion of the equity for new projects they were developing. These include traditional Master Limited Partnerships (MLP’s) and newer techniques like yieldcos and securitization of cash flow from small solar projects.

MLP’s are publicly traded partnerships listed on stock exchanges which, as partnerships enjoy pass-through tax treatment. Sponsors of MLP’s act as the general partner with management responsibility and retain incentive distribution rights and the limited partnership interests not sold to the public. Not all types of projects may be funded using MLP’s because in order to qualify for pass-through tax treatment MLP income must come from certain specified activities in the energy infrastructure sector (e.g. pipelines) and other natural resource related activities. They have been used for many years to raise equity for qualifying projects and could be a useful method of raising equity for renewable energy projects. However, renewable activities (other than geothermal) do not currently qualify for MLP treatment under US tax law. Because of the importance of renewable energy, 98there are bills in the US Congress to amend the law to allow renewable projects to enjoy MLP treatment.

A yieldco is a corporation formed by a project developer as a subsidiary to assume ownership of part of the developer’s portfolio of completed and proven operating projects that generate a reliable cash flow. A portion of the equity shares of the yieldco are then offered publically to investors interested in a predictable cash flow, and the shares are publically traded. The proceeds are used to invest in the equity of new projects the project developer wishes to undertake. Although yieldcos do not enjoy pass-through tax treatment like MLP’s, most of their earnings are distributed as dividends, which is the reason they are called “yieldcos”. Yieldcos have been used to raise funds by developers of both fossil fuel and renewable power projects. However, it is still too early to tell whether they will become a sustainable method of raising funds that developers could use as equity for new projects under development.

Securitization is a basic technique of structured finance where income producing assets are packaged together in a special project entity whose securities are then sold to investors on the basis of the projected income streams from the assets. Some renewable energy developers (e.g. solar rooftop companies) are investigating the possibility of packaging the revenue streams from individual household and business installations and raising funds by selling securities based on these revenue streams.
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PART III

PROJECT DOCUMENTS
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CHAPTER 7

OVERVIEW OF PROJECT DOCUMENTS

The documentation for an international project finance transaction can be divided into two broad categories: Project Documents and Finance Documents. The project documents relate to the structure, construction and operation of the project, and the finance documents include the loan agreements and other documents needed to obtain equity and debt funding for the project and the related credit support, security and intercreditor arrangements. The two sets of documents are interdependent in that the legal work on the project side forms the foundation for a bankable project and makes it possible to raise the finance to construct and carry out the project.

This chapter provides an overview of project documents: their purpose and functions; common concepts; the need for consistency in drafting; and the impact of the differences in common law and civil law on drafting and reviewing documents. The following four chapters examine in more detail the most important project documents typically found in a major project financing.
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A.   MAIN PROJECT DOCUMENTS AND THEIR FUNCTIONS

The most common project documents include:

•   concessions or other similar agreements with the host government;

•   government support and implementation agreements;

•   agreements among the owners of the Project;

•   agreements dealing with the acquisition of the project site and rights of way;

•   engineering, procurement, and construction (EPC) contracts and sub-contracts;

•   supply and input agreements;

•   operation and maintenance agreements;

•   off-take/user agreements;

•   lease agreements;

•   direct agreements between the lenders and other project participants; and

•   technology transfer and licensing agreements.

These documents are closely linked and individually or collectively serve several key functions in a project financing. Specifically, they:

•   establish the basic legal relationships between the host government and the SPV, the relationships and obligations of the 103owners of the SPV, and the structure and contractual framework of the overall project;

•   allocate risk among the parties to the various documents;

•   govern the construction and operation of the project;

•   work together in an integrated way to create the revenue stream on which a project financing is based; and

•   in general, lay the foundation for bankability in the eyes of the lenders.

In short, the project documents work in combination to help allocate risks among the participants and to create the revenue stream which is the essential foundation for raising finance for a major project.

B.   THE NEED FOR CONSISTENCY IN DRAFTING: THE BACK-TO-BACK CONCEPT

One of the key tasks of the project finance lawyer is to understand the interrelationships among the various project agreements and to ensure that all of the key operative clauses are effectively coordinated. This is done by focusing on the categories of clauses common to the various agreements and ensuring that the consequences of an event that affects one contract will not have an adverse impact on other project agreements.

A major problem encountered in negotiating and drafting the various project documents is that they often deal with similar issues and contain the same 104or similar types of clauses. This creates the possibility of having slightly different versions of these clauses in the various contracts which could create inconsistencies that might impact operation of the project or create significant legal risks. Clauses that might create concern include:

•   time extensions;

•   timing of payment provisions;

•   start-up and completion dates;

•   force majeure and other relief events;

•   liquidated damages;

•   termination provisions;

•   tariff and escalation provisions; and

•   governing law and dispute settlement.

The potential for conflict among these provisions as they appear in different project documents creates the need for careful coordination and “back-to-back” drafting of similar clauses so that all the project agreements work together as a coordinated unit. If consistency is lacking, it is possible that a situation might arise where the SPV is excused from performing obligations under one of the documents and not another or paying liquidated damages under one document and not receiving related compensation under another agreement.
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C.   RELIEF EVENTS

The general category of clauses known as “relief events” frequently raises problems of consistency and compatibility. “Relief event” is a term used to refer to an event that, if it occurs, might (1) excuse one or both of the parties to a contract from continuing to perform contractual obligations for as long as the event is in effect, (2) extend completion or other key milestone dates, (3) entitle one of the parties to compensation for loss resulting from the happening of the event, (4) require a renegotiation of the contract, or (5) in extreme cases, lead to termination of the contract. In the project finance context the existence of a relief event could, inter alia, excuse a contractor from completing the project by the specified completion date or a supplier or purchaser from continuing to supply to, or purchase from, the SPV.

Relief events include concepts from both civil and common law traditions. A simplified description of some of the common relief events encountered in project finance documents is set forth below—recognizing that these are all very general, often overlapping concepts whose precise definition and application to a specific factual situation in a project financing is often the subject of controversy.

•   Force Majeure: an event or circumstance beyond the control of a party to a contract that adversely impacts its ability to perform its obligation under the contract.
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•   Imprevision: a civil law concept applied primarily to administrative law contracts which refers to an unforeseeable change in economic or financial circumstances that makes a party’s performance more difficult financially but still possible.

•   Fait du Prince: another civil law concept which entitles a party operating a contract to relief when the government causes the party’s profits to decrease.

•   Hardship: a change of circumstances that was not foreseeable, is beyond the control of any of the parties, upsets the economic or financial balance that existed at the time the contract was signed and causes undue hardship to one of the parties.

•   Material Adverse State Action: an action (or omission) by a government that causes a material adverse effect on the project or the economic position of the affected party.

•   Material Adverse Change: action that has a material adverse effect on the assets or business prospects of a project, the ability of one of the parties to meet its obligations under any of the project documents, or the validity or enforceability of project documents.

•   Frustration of Contract: primarily a common law concept that refers to a change of circumstances that occurs without the fault of any of the parties and which alters the 107nature of the contractual obligation and makes it incapable of being performed in the way that was called for in the contract.

•   Impossibility of Performance: an event occurs that makes it absolutely impossible for the party to perform its obligation under the contract.

•   Commercial Impracticality: a change of circumstances (e.g. a dramatic increase in the cost of essential inputs) which means that, while performance of the obligation is still possible, it is no longer financially viable for the party to do so.

•   Undue Burden: a change in circumstances which means that performance of a contractual obligation would place an undue burden on the party.

As discussed below, these concepts may be applied and interpreted quite differently in civil law and common law jurisdictions and lead to different results for the party relying on the concept. For example, in some civil law countries, the concepts of force majeure and imprevision may be embodied in the administrative law or the civil code and automatically incorporated into a contract even though not specifically mentioned. On the other hand, under the common law, the concept of force majeure would not be implied and would need to be specifically addressed in the contract itself.

In addition, even in cases where a general concept is well understood and accepted by the parties, 108there are often significant differences in the way lawyers will draft the language used to embody the concept into a project agreement. For example, there are many variations in the language of force majeure clauses that might result in differences in the scope of coverage and the preconditions for the existence of a force majeure event. Some force majeure clauses require the event causing force majeure be unforeseeable while others do not; some clauses require the affected party to take measures to avoid any adverse impact while others do not; and some clause require the event to make performance impossible or illegal while others only require that the event have a material and adverse impact on the affected party’s ability to perform.

A classic case of how inconsistency creates problems in a project financing occurs when the force majeure clause in the construction contract with the SPV is broader than the force majeure clause in other project documents the SPV has signed. This means that the contractor is able to claim force majeure in his contract with the SPV but the SPV is not able to claim relief under the force majeure clauses of the other project contracts such as the concession or supply and offtake agreements. There is potential for similar differences in drafting and interpretation in connection with other key contract clauses which underscores why this type of mismatch would be of major concern to lenders and why a project finance lawyer drafting or reviewing the various project documents must make a major effort to ensure consistency.
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D.   DIFFERENCES IN CIVIL AND COMMON LAW APPROACHES TO PROJECT FINANCE DOCUMENTS

In an international project finance transaction it is common for some of the parties to be from countries with a code-based civil law tradition and other parties to be from countries whose law is primarily case-based common law. The differences in approaches and concepts that the two traditions bring to a project finance transaction often create misunderstanding in the drafting and interpretation of project documents. Thus, lawyers engaged in project finance transactions must be alert to possible difficulties arising from these differences and be prepared to adopt measures to resolve the potential problems that might arise.

It is beyond the scope of this short book to introduce and comment on the often noted general differences in the two traditions with respect to sources of law, the respective roles of legislators and judges, the structure of the court systems, the role of judicial precedent, and the role of legal scholars. Rather, the focus is on a few more specific issues that highlight the different approaches and understandings that civil law and common law attorneys may have when negotiating international project finance contracts.

Each country’s legal system—whether common law or civil law—will have its own unique attributes so broad general comparisons are not always accurate when it comes to the application and enforcement of a specific country’s law. That said, 110there does seem to be a general difference in philosophy and approach to contract drafting and interpretation in the civil law and common law traditions. Commentators note that the common law approach is somewhat more flexible with fewer requirements imposed on the contract by operation of statutory law and with greater freedom to draft the terms of the contract as the parties wish unless specifically prohibited by law. They also note that contract drafting is more restricted and less flexible under the civil law as many provisions required by codes and statutory law are implied terms of contracts that do not need to be specifically referenced in the contract to be binding and which the parties are not always able to alter.

In addition, there are a number of more specific differences that may impact a project finance contract more directly. For example, in many civil law jurisdictions the provisions of certain types of concession contracts may be overridden by the grantor government which is given the right to make unilateral modifications or to unilaterally cancel the contract if such change or cancellation would be in the public interest. In addition, in some contracts involving service to the public, the public users are given the right to have continuity of service that means that the party providing the service is prohibited from cancellation the contract or suspending service even in cases where the government has breached the contract. Finally, in those civil law jurisdictions that do not have a concept similar to the common law trust, the taking and registration of security over project assets and 111contract rights may become especially difficult and time consuming. In other situations, the civil law may automatically provide some protections to the operator, sponsor or SPV concessionaire of a project. For example, where economic or financial circumstances have changed or the government has taken actions which negatively impact a project, a party disadvantaged by these changes made be entitled to some form of relief under civil law doctrines of hardship, imprevision or fait du prince.

The concept of “hardship” provides a good illustration of the different approaches of common law and civil law in the drafting of contracts. Many concessions and other project documents prepared by lawyers with a civil law background contain “hardship” or “economic balance” clauses. The essential elements of these clauses are:

1.   An assumption that the rights and obligations of the parties are based on (a) the circumstances surrounding the contract at the time it is signed and (b) the expectations of the parties as to how those circumstances might evolve over the life of the project;

2.   A change in these circumstances or expectations that is not caused by government action or force majeure;

3.   The change of circumstances (1) was not foreseeable and (2) was beyond the control of either of the parties; and
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4.   The change upsets the economic or financial balance that existed at the outset between the parties and causes undue hardship to one of the parties which generally results from the increased cost of performance of its obligations or from a reduction in the returns it receives under the contract.

The consequence of the occurrence of the change in circumstances is that the parties are obligated to try to agree on a way to restore the economic balance. If they cannot agree within a certain time period, the agreement may be terminated. In some cases, however, if the parties do not agree, the matter is referred to a court or administrative law judge; and the court or judge may adjust the terms of the concession to restore the balance by redistributing among the parties the losses and gains resulting from the changed circumstances.

The reaction of a project finance lawyer when faced with a hardship clause generally depends on whether he or she has been trained in the common law or the civil law. For a civil lawyer, it is a common clause and generally not a problem. However, common law lawyers often have a hard time accepting such a clause as their training suggests that contracts should be enforced exactly as written as a result of the sanctity of contract and pacta sunt servanda doctrines. In addition, common law attorneys generally want more precision and will argue that it is impossible to define “hardship” or “economic balance” in a way that will be 113meaningful when it comes to enforcement. In short, the hardship/economic balance clause illustrate how differences in civil and common law may create difficulties in negotiating project documents.
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CHAPTER 8

CONCESSION AGREEMENT

In most international project financings there will be some type of agreement between the host government and the SPV that establishes the basic terms and conditions that govern the implementation of the project. The agreement will typically: (1) grant the SPV a license or other right to carry out the project; (2) set forth the respective rights and duties of the government and the private sector participant, including financial obligations; (3) establish expected performance standards for the grantee and (4) govern the overall operation of the project.

These basic terms and conditions may be included in different types of contracts, including concession agreements, joint venture contracts, production sharing agreements, master agreements, and PPP agreements. The material in this chapter concentrates on concession agreements because they are the most common type of basic agreement and focuses on four areas of primary interest to lawyers and lenders: the nature of the host country’s overall legal regime for concessions; the design and key terms of individual concession agreements; the specific clauses that are often contentious; and issues that lenders focus on to determine if a concession is bankable.
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A.   THE BASIC LEGAL FRAMEWORK

The substantive content and the process for awarding concessions is determined by the host country’s general laws and regulations (including constitutional considerations), the nature of any specific law dealing with concessions, and the regulations governing the sector in which the concession is granted. For example, the host country constitution may limit or prevent direct foreign ownership of an interest in certain sectors of the economy. A specific law for concessions may set forth general objectives, government organization, method of award, nature of (and limits on) government support, and a list of topics to be covered in concession agreements. The regulations for the sector in which the concession is granted may also contain requirements that need to be incorporated into the concession.

B.   DESIGN OF INDIVIDUAL AGREEMENTS

There is no universal, standard form of concession applicable to all projects as the terms of each agreement will be determined by (1) the provisions of the host country’s basic law and (2) a combination of factors peculiar to the country, sector, nature of the project, and method of funding. However, because negotiation of individual concession agreements can be costly, time consuming, and contentious, some governments have developed standard form concession agreements for key sectors which they expect the private party concessionaire to accept. Despite the great variation 117in the specific terms and conditions of concessions, there are a number of matters which are commonly dealt with in all concession agreements and which are set forth in a checklist in Appendix 4.

C.   POTENTIALLY CONTENTIOUS CLAUSES

Some clauses often lead to difficult negotiations between the Grantor government and the Concessionaire, which is generally the SPV for the project. These often contentious clauses include:

1.   COMPLETION DATE AND LIQUIDATED DAMAGES

Concessions will generally establish a specific date for completion of the project and require the concessionaire to pay liquidated damages if the project is delayed beyond the specified date. In addition, there will be provisions in the agreement identifying events or conditions that would postpone the completion date and excuse any obligation to pay liquidated damages for delay. There are often difficult negotiations over the type and scope of the events that would justify delay in completion and over the amount of the liquidated damages owing.

2.   GENERAL RELIEF EVENTS

Concessions generally contain one or more of the “relief events” noted in the previous chapter. Four of these events are discussed in this section.
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a.  Materially Adverse State Action

The private sector sponsors will often seek a clause that is known as the Materially Adverse State Action Clause. Under this type of clause, the host government would be required to compensate the concessionaire for losses suffered as a result of government action (or inaction) that adversely affected the operation of the project. Actions that might be covered include: expropriation; introducing a law that adversely affects the project; allowing competing facilities to be constructed; and not allowing agreed tariff adjustment. Negotiations over the issues raised by the clause focus on the definition of what constitutes a material adverse action, the nature of any exceptions, the causal connection between the action and the loss suffered by the sponsor and the method of determining damages.

b.  Hardship or Economic Balance

Many concessions and project agreements prepared by lawyers with a civil law background contain hardship or economic balance clauses similar to those discussed in the previous chapter. Given the general nature of the concepts of hardship and economic equilibrium, there is a great deal of room for negotiation in trying to define the nature of the change of circumstances that will trigger the clause, the meaning of economic equilibrium or hardship and what it takes to restore the balance.
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c.  Stabilization (or Change in Law)

Sponsors frequently seek assurances from the host government that the laws and regulations in place at the time the investment is made will not be changed to the detriment of the project. Such assurances were traditionally furnished by a stabilization clause which provided that the concession and the project would be governed by the laws and regulations in effect at the time the investment is made and that any subsequent changes in laws affecting the project would not be applicable. In other words, the law governing the project was frozen in time.

This type of clause creates an inevitable conflict between the investor’s desire to protect itself against a form of political risk and the government’s insistence on preservation of its sovereign right to change its own laws. As a result of this conflict, more recent versions of stabilization clauses have often been qualified in various ways. Common methods of restricting the clause have included: (1) narrowing the scope so that it only applies to laws in specific areas critical to the project such as taxation; (2) coupling a stabilization clause with a readjustment or renegotiation clause which requires the parties to try to agree on action to restore the project’s original equilibrium; (3) permitting general changes that affect the overall economy or sector concerned but prohibiting any changes directed specifically at the project; and (4) permitting changes as long as the state agrees to compensate the investor for any damages caused to the project.

120

d.  Force Majeure Clause

See Chapter 7 (Section C) for a discussion of force majeure clauses and the need for careful drafting to prevent a force majeure clause in the concession from having unintended consequences for other project documents.

3.   TERMINATION AND COMPENSATION FOR TERMINATION

There are several factors that combine to make negotiations over the issues involved in termination of a concession especially difficult. In many countries, the government has a unilateral right to terminate a concession in the public interest even if no party is at fault. Naturally, the concessionaire and the lenders will resist clauses that embody a right of unilateral termination and seek ways to limit its use. In some of these same countries, there are severe limits on the private sector concessionaire’s right to terminate—even if the government is in default. The net effect of a government’s unilateral right to terminate combined with restrictions on the concessionaire’s rights is to create an imbalance that the concessionaire will try to redress during negotiations.

There are several ways that a right to terminate may arise which are summarized in the checklist in Appendix 4. Whatever the reason that gives rise to the right to termination, the parties (including the lenders) will generally try to keep the project operating if at all possible and if it has the potential 121to be profitable. The parties generally try to negotiate provisions in the concession that would permit continued operation by giving the lenders step-in rights and the right to designate a substitute concessionaire or by enabling the government to assume operation. However, to take account of the possibility that the concession will actually terminate and the project will no longer be operational, the concession will contain provisions for the government to take control of, and make payment for, the remaining project assets.

Even if termination is caused by a default by the concessionaire, the lenders will expect the government to provide compensation to the SPV sufficient to repay their loans. The theory is that, if the government does not provide such compensation, it will be unjustly enriched as it has received a physical asset that was created using the lender’s funds. This leads to difficult negotiations with the government over its obligation to compensate and how to determine the amount of the government’s compensation (e.g. fair market value of the assets; going concern value; cost of the asset; present value of future cash flows; or the amount of the outstanding liabilities).

4.   WAIVER OF SOVEREIGN IMMUNITY

Entering into a concession agreement would generally be considered a commercial activity under the restrictive theory of sovereign immunity so an explicit waiver of immunity may not be absolutely necessary. Nonetheless, the concessionaire and its 122lenders will commonly seek a clause providing for an explicit waiver so that a host government will not be tempted to raise an immunity defense in case it is sued. Ideally the waiver should include a waiver of attachment of assets for purposes of obtaining jurisdiction or execution of a judgment or arbitral award.

5.   DISPUTE SETTLEMENT

Concession agreements generally contain detailed clauses dealing with dispute resolution. Because they involve issues of sovereignty and national pride, the negotiations over the form, forum and governing law of dispute settlement can be contentious. From the host government’s perspective, the ideal method would be to settle disputes in local courts in accordance with local law. However, the courts and legal systems in many countries have limited experience in dealing with investment and financial issues that arise in the context of major projects. In addition, some countries lack an independent judiciary and their courts have developed a reputation of giving excessive weight to political rather than legal considerations in rendering decisions. For these reasons, concessionaires and lenders will often seek dispute resolution clauses providing for matters arising out of the concession to be decided by arbitration in a neutral country according to the law of a jurisdiction with more experience in dealing with commercial and financial issues. (See Chapter 23 for a more detailed discussion of the various options for dispute settlement.)
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D.   SPECIFIC LENDER INTERESTS AND CONCERNS

At some stage in the negotiation of the concession, lender concerns will need to be considered by the host government and the SPV concessionaire. In conducting due diligence, lenders and their lawyers pay special attention to the terms and conditions of the concession agreement to ensure that it is bankable. “Bankable” in this context means that the concession agreement contains provisions that, inter alia, enable lenders to protect their interests in the project and ensure full repayment of their loans in the event of termination of the concession. In addition, if a multilateral development institution is involved in lending to the project, it will review the document to ensure that all of its own policies are accommodated.

The precise concerns of the lenders will vary from project to project. However, terms that a lender would generally like to see in a concession for a project financing include:

1.   STEP-IN RIGHTS

There are two types of step-in rights. The first type gives lenders the right to step into the position of the SPV concessionaire and cure a default before circumstances arise that would enable the concession to be terminated. The second type would enable lenders to obtain all of the rights they need under the concession to run the project in the event that the concessionaire was removed or unable to perform its obligations.
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2.   ADEQUATE COMPENSATION IN THE EVENT OF TERMINATION

Lenders will carefully review the concession agreement to ensure that it contains provisions requiring payment of compensation by the government that provides the SPV with sufficient funds to repay all of the lenders’ outstanding loans to the SPV in the event of project termination. Even though the government would have control of the assets, governments generally resist assuming such large obligations since one of the main purposes of granting a concession is to relieve the government of the financial burden of funding the project.

3.   SECURITY INTERESTS IN SPV CONCESSION RIGHTS

Lenders would also insist on a provision in the concession that makes it clear that they would be able to acquire a security interest in the SPV’s assets and rights under the concession as part of the security package for the project. The rights and assets that they want secured include not only the physical facilities but the intangible concession and concession rights such as the right to collect income from the project.

4.   ASSIGNMENT OF SPV CONCESSION RIGHTS

In order to exercise its step-in rights effectively, the lenders may also need the right to assume the concession or assign it to a third party who would operate the project in lieu of the defaulting SPV 125concessionaire. Therefore, they generally seek provisions giving them the right to take over the concession or to direct its assignment to a third party without prior approval by the government. Such provisions are naturally resisted by the government who wants to retain control over who operates the project and is reluctant to allow any assumption or assignment without its consent.

5.   AMENDMENT APPROVAL RIGHTS

Because the terms and conditions of the concession are so important in creating a bankable project, lenders generally try to have the concession include a clause that prevents any amendment of the concession by either the government or the concessionaire without lender consent.

6.   DIRECT AGREEMENT

The lenders are not a party to the concession and have no privity of contract with the government to ensure their ability to enforce lender rights under the agreement. Therefore, the lenders often seek a direct agreement with the host government in which the obligations of the government benefiting the lenders are clearly spelled out and made directly enforceable against the government. Many concessions contain a commitment by the government to enter into such agreement with the lenders once the concession has been signed.

Note: See Appendix 4 to obtain further information on the topics generally dealt with in concession agreements.
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CHAPTER 9

CONSTRUCTION CONTRACT

The importance of the documentation and execution of the construction of any project is obvious as major mistakes in the construction phase can put the entire project at risk. This chapter deals with some of the more important issues and contract clauses which the general project finance lawyer should be aware of when working with construction law specialists.

A.   MAIN TYPES OF CONSTRUCTION CONTRACTS

There are three main types of construction contracts:

•   a fixed price contract based on a lump sum for all of the work covered by the contract (the “lump-sum” contract);

•   a type of fixed price contract where the payment to the contractor is based on an engineer’s estimate of the quantities of the various items of work specified in the contract and a fixed unit price for each specified item (the “unit-price” or “measure-and-value” contract); and

•   a contract where the payment to the contractor is a reimbursement of the actual costs incurred by the contractor plus a fee for the contractor’s services (the “cost-plus” contract).
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B.   TYPE OF CONTRACT MOST COMMONLY USED IN INTERNATIONAL PROJECT FINANCINGS

The contract that is most commonly used in international project finance transactions is a fixed price turnkey contract known as an Engineering, Procurement and Construction Contract or simply the “EPC Contract.” A fixed price turnkey contract is a type of EPC contract where the employer expects the contractor to provide a completed project which can begin operation simply by “turning a key” to the completed facility. Under this type of contract the contractor receives a fixed amount for its services even if the actual total cost of the project exceeds the price that has been agreed in the contract. With some exceptions, the employer expects the contractor to assume responsibility for (1) design, procurement and construction of the project facility, (2) all construction period risks, and (3) cost overruns.

C.   STANDARDIZATION OF CONSTRUCTION CONTRACTS

Because international projects generally involve participants from different countries who may be operating under quite different regimes of construction law and practice, there have been major efforts to provide model documents or standard forms of construction contracts. The best known and most commonly used group of standard contracts for major international projects are produced by the International Federation of 129Consulting Engineers which is commonly known as “FIDIC”, its French language acronym. FIDIC has a broad international membership and has produced several standard form contracts for use in different types of international projects. The most relevant for the purpose of international project financings are the 1999 “Conditions of Contract for EPC/Turnkey Contracts”. (the so-called “Silver Book”) and the recent (2008) “Conditions of Contract for Design, Build and Operate Projects” (the “DBO Contract”). A standard contract like the FIDIC Silver Book is a good starting point for the drafting of construction contracts for international project financings.

D.   THE KEY PARTIES INVOLVED IN THE CONSTRUCTION PROCESS

The construction process for major international project finance transactions involves three key parties—the Employer or Owner; the Contractor; and the Engineer.

1.   EMPLOYER

The Employer (sometimes called the “Owner”) is the party who initiates and signs the contract with the contractor, establishes basic design and performance requirements, and often provides specific design specifications and drawings to the contractor. The SPV generally serves as the Employer in an international project financing.
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2.   CONTRACTOR

In international project financings, there is commonly a single prime contractor that enters into the EPC contract with the Employer and is responsible for constructing the project with assistance from various specialized subcontractors. In some cases, however, the Employer may choose to enter into separate contracts with a number of individual contractors who provide different components of the project construction (e.g. civil works and mechanical works).

3.   ENGINEERS

Engineers play a number of critical roles in the project preparation and construction process with the precise role varying with the type of procurement and construction contract being used. Often there is more than one engineer or engineering firm involved. Engineers employed by the Project Owner or Employer might help in drafting specifications and preliminary design, preparation of tender documents and bid evaluation or act as the Employer’s Representative or agent under a construction contract to manage the construction process. The Contractor itself would employ engineers to assist in most all aspects of the construction process; and some lenders have in-house engineers (or hire an independent engineering firm) to conduct technical due diligence, monitor construction and operation, approve disbursement of progress payments and provide 131independent certification that completion tests have been met.

E.   THE BASIC LEGAL CONCERNS OF THE EMPLOYER, THE CONTRACTOR AND THE LENDERS

The main legal concern of the SPV/Employer, its lenders and the Contractor is how the construction period risks are allocated and shared between the Employer and the Contractor. Several of the specific risks are discussed in more detail below but the general concerns of these parties can be summarized as follows:

The Employer will want to avoid any risks resulting from faulty design and will be seeking to pass as many other risks as possible to the Contractor. It will seek do this by generally seeking a fixed price, turnkey EPC contract with minimal exceptions that might permit price adjustment or reopening of terms of the contract. It will also want the contract to establish firm completion deadlines and operation commencement dates and provide for adequate liquidated damages if the project is not completed on time or fails to meet performance requirements. It will also seek protection through letters of credit, various types of surety bonds, and warranties on materials, equipment, and hidden defects. It will want a narrow force majeure clause to minimize the possibility that the contractor would be excused from performance and to help ensure that there is no force majeure event for the 132Contractor that is not also a force majeure event for the SPV under other project contracts.

On the other hand, the Contractor wants to avoid design risk to the extent possible. It would generally prefer some type of cost-plus contract or, if it has to accept a fixed price contract, one that has a broad liberal force majeure clause and other provisions which provide for adjustment in the fixed contract price and reopening of other contract terms in the event of unforeseen circumstances or adverse employer actions. The Contractor will also seek a cap on its liability, reasonable completion and performance tests, and extension of time and relaxation of performance requirements that result from Employer action.

The Lenders’ interests will generally coincide with those of the SPV/Employer as it wishes to: minimize potential liabilities for the SPV as Employer under the contract; avoid any adjustments to, or reopening of, the fixed contract price; have the project completed on time and on budget according to agreed design and performance obligations; and have generous liquidated damage clauses to help cover debt service (or debt buy down) in the event these obligations are not met.

F.   MAIN LEGAL ISSUES IN CONSTRUCTION CONTRACTS

Standard EPC documents like those produced by FIDIC aim to establish contracting practices that provide a fair and equitable balance of risk among the key parties. However, there is no universal 133standard for how risk is allocated as the relative strengths of the negotiating positions of the parties will vary with supply and demand in the construction market. As a result, construction period risk allocation issues are often subject to intense negotiation between Employers, Contractors and their lawyers. A number of these issues are discussed in the remainder of this chapter.

1.   TYPE OF CONTRACT

The threshold issue is what type of contract should be used: a fixed price contract; a unit price contract or a cost plus contract. The SPV and the lenders will generally favor a fixed price turnkey contract. On the other hand, a contractor generally prefers a unit price or cost plus contract and will build a premium into its quoted price to compensate for the added risks it is assuming under a fixed price contract.

2.   RESPONSIBILITY FOR DEFECTS IN PROJECT DESIGN

A key issue is which party—the Employer or the Contractor—should be responsible for design defects that adversely affect project performance. Employers often supply design and other specifications to contractors, and this suggests that they should bear some responsibility for faulty design. However, the Employer wants to pass the design risk to the Contractor even in cases where the Employer’s specifications and drawings are used by the Contractor, and the Contractor naturally 134wants to avoid assuming the risk for errors in any front-end engineering and design done by others. The general—although not universal—practice has been that the Contractor is responsible for design defects on the theory that it should review any Employer generated design and adopt it as its own.

3.   EXTENSION OF THE COMPLETION DATE

On-time completion of the facility is critical as the other key project documents generally plan their commencement dates and cash flow forecasts from the date that the construction is deemed to be “completed”. Thus, any delay in construction has a negative ripple effect throughout the project that affects cash flow and project economics. To provide some mitigation from these adverse consequences, construction contracts generally impose liquidated damages on the contractor for each day of delay.

In order to minimize any liquidated damage payments, the Contractor will negotiate for an extension of time for completion due to events beyond its control such as force majeure or Employer requests for variation in the nature and scope of the work. In the event that delays are granted under the terms of the construction contract, the project lawyers must ensure that provisions for similar periods of delay are automatically reflected on a back-to-back basis in other project documents so that the SPV will not be liable for delay damages under the supply, off-take/user and operation and maintenance agreements.
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4.   THE TYPES AND ROLE OF LIQUIDATED DAMAGES

Liquidated damages (“LD’s”) are a way of determining the amount of damages payable as a result of a breach of contract. The amount payable is based on an estimate of damages rather than an actual ex post determination of the precise amount of damage. The amount of the liquidated damage is agreed in advance by the parties and specified in the contract before the occurrence of any actual breach. Liquidated damage clauses used in construction contracts generally require a contractor to pay LD’s to the employer in two circumstances: (1) unexcused delay in completion and (2) failure to meet performance standards.

The delay LD’s are generally calculated and paid on the basis of the number of days that the project is delayed beyond the completion date specified in the contract. Performance (or “buy-down”) LD’s are calculated differently. Performance LD’s result from the fact that a project is designed so that the project facility performs at a level that will generate a revenue stream sufficient to repay the debt that has been borrowed for the project. If the actual performance is less than anticipated, the amount of revenue generated is reduced and the level of debt that can be repaid on a sustainable basis is reduced. Therefore, performance LDs are used to enable the SPV to prepay (or “buy down”) a sufficient percentage of the debt to reduce the principal to a level where it can be serviced on a sustainable basis at the reduced performance level.
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5.   DETERMINING WHEN CONSTRUCTION HAS BEEN “COMPLETED”

It is critical to know exactly when a project is deemed to be “completed” because a number of key commitments and obligations are tied to the completion date. For example, shareholders of the SPV may have provided guarantees which continue in effect until completion; commencement of the effectiveness of other project agreements may be tied to completion of construction; and various warranties may not commence until project completion; Because of the importance of “completion”, construction contracts have elaborate tests and procedures to determine exactly when a project is deemed to be complete. Tests may include: mechanical completion (specifications are met); substantial completion (performance tests are met); and financial completion (project demonstrates that it can meet financial tests). There are often intense negotiations over the exact terms of the various completion tests.

6.   ADJUSTING OR REOPENING THE FIXED PRICE

The theory of the fixed price contract is that the contractor is required to assume responsibility for cost overruns and that the Employer and the lenders can use the fixed price as a basis for financial planning and determining how much finance will need to be raised for the project. For this reason, the Employer will be reluctant to agree to broad price adjustment clauses. The Contractor 137will, however, negotiate for generous adjustments in price resulting from force majeure and other events beyond its control. The SPV and its lenders should ensure that any exceptions to the general practice that the Contractor bears all the additional costs are clearly understood and carefully spelled out in the contract and that arrangements have been made for funding the added costs.

7.   PAYMENT PROCEDURE

The most common payment procedure for construction contracts involves (a) an advance payment to the Contractor to provide funds for start-up costs such as mobilization and (b) a series of progress payments as work proceeds and various milestones are met. It is also common for the Employer to withhold a certain percentage of each progress payment as “retainage” which is put into an account and kept until completion to create a fund that can be used to correct any defects in the construction. Issues that frequently arise in connection with payment include: the currency of payment; incentive or bonus payments; and the Employer’s desire to have a bond or letter of credit from the contractor to ensure return of any advanced payment if the project is for some reason terminated before completion.

8.   COMPENSATING FOR POOR CONTRACTOR PERFORMANCE

In an effort to ensure satisfactory contractor performance, construction contracts often create a 138system of incentives for high performance (e.g. a bonus for early completion) and couple this system with provisions for penalties or compensation to those parties who suffer loss from failure of the Contractor to perform as expected. Methods of providing such compensation include:

•   performance bonds

•   other types of surety bonds

•   liquidated damages

•   letters of credit

•   warranties of design, materials and workmanship

•   retention payments

•   contractor parent or affiliate company guarantees

•   contractor indemnities

•   joint and several liability among contractors in a consortium

•   contractor direct guarantee to the lender

•   high limits on contractor liability

•   security for the advance payment

9.   THE FORCE MAJEURE CLAUSE

Virtually all construction contracts will have a force majeure clause that may excuse contractor performance and extend the project completion date. There are often intense negotiations over the precise 139wording of the clause as contractors want as broad a definition of force majeure as possible to minimize liability while employers prefer narrowly drawn clauses to keep pressure on the contractor for on-time completion and to maximize liquidated damages. (See Chapter 7, Section C) for additional discussion of the need for consistency among all of the force majeure clauses included in the various project documents).

10.   SPECIAL DISPUTE RESOLUTION MEASURES

Given the nature of the construction process for complex projects, it is common to have a large number of technical disputes arise between the employer and the contractor. It is in the interest of all parties to have disputes resolved quickly and efficiently, and the construction industry has developed the concept of a Dispute Adjudication Board (or Dispute Review Board) as an intermediate stage between negotiation and arbitration. It is designed to resolve quickly disputes involving the highly technical, specialized issues that often arise during construction; and its members tend to be engineers or others with suitable expertise in the construction industry. The decisions of the Board are not binding on the parties if either of them expresses dissatisfaction with the opinion of the Board. In case of such dissatisfaction, the party may proceed to arbitration after a mandatory attempt to settle the dispute amicably.
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CHAPTER 10

OPERATING AGREEMENTS: (1) SUPPLY CONTRACT AND (2) OPERATION AND MAINTENANCE CONTRACT

A.   OVERVIEW OF OPERATING AGREEMENTS

The main operating documents are the Supply Contract, the Operation and Maintenance (O & M) Contract and the Offtake/User Contract; and, depending on the nature of the project, other operating agreements like a Technology Licensing Agreement may also be relevant. These agreements become operational when construction is completed; and each is of critical importance to the success of the project as the SPV must be assured of a continuous supply of essential inputs under the supply agreement in order to produce the output under the O & M agreement to be sold under the offtake/user agreement to generate the project’s revenue stream.

Supply and offtake/user contracts raise similar issues as both are purchase and sale agreements. The SPV is the seller under a project’s offtake/user contract and the buyer under the supply agreement; and a take-or-pay offtake/user contract and a supply-or-pay contract are similar in nature. While they are not mirror images of each other, they do have many similar terms; and the issues they raise with respect to type of contract, definition of force 142majeure, nature of purchaser and seller obligations, price adjustment and termination are also similar.

In the case of the O & M contract, many of the concepts discussed in connection with construction contracts are also applicable as the provider of O & M services has a role somewhat similar to that of a the contractor. Issues with respect to the type of contract used, risk allocation, performance standards, and incentives and penalties arise in both types of contracts. With respect to risk allocation, the SPV will want to transfer as much performance risk as possible to the operator and have a fixed price contract, a narrowly defined force majeure clause and penalties for poor performance. The operator will, like the contractor, generally prefer some type of cost plus contract, try to minimize the amount of performance risk it assumes, and seek broadly defined relief events, loosely defined performance standards and limits on its liability.

The relative importance of the various operating agreements will vary with the type of project and the nature of the market in which the project operates. Each contract deals with a mixture of technical, financial and legal issues so an interdisciplinary, team effort involving engineers, financial experts and lawyers is required to negotiate, draft and implement the supply, O & M, and offtake/user agreements. The purpose of this chapter and the next is to outline the key legal and financial provisions of these agreements from a lender’s perspective. The focus will be on (1) risks 143and other areas of special interest to lenders in evaluating the bankability of a project and (2) how these risks and interests are mitigated and dealt with in the three main operating agreements.

B.   GENERAL LENDER INTERESTS IN OPERATING AGREEMENTS

The lenders’ main concern is that the operating agreements are structured to ensure that they work together to generate sufficient cash flow on a sustainable basis to meet debt service obligations for as long as their debt is outstanding. In their more detailed focus on the adequacy of the expected revenue stream, lenders consider a number of more specific operating phase risks which are summarized below.

1.   SUPPLY AND PERFORMANCE RISKS

There are a number of factors which can affect the quality and quantity of a project’s performance, including:

•   lack of critical inputs (e.g. fuel for a power station) caused by market conditions, political disturbances, or transportation problems which means that the project cannot produced the expected level of output:;

•   low quality of critical inputs (e.g. inferior quality coal for a power plant) which leads to reduced performance and output;
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•   price of inputs increases which, if not passed on to ultimate consumers, could reduce the net revenue stream of the project;

•   delay in delivery of inputs which delays output and which may require the SPV to pay LD’s to the offtaker/user;

•   an accident or other force majeure event interrupts production or service from the project and results in diminution of revenue;

•   the project ceases to operate causing a complete cessation of the revenue stream; and

•   the project works but at reduced levels of capacity causing a reduction in the revenue stream.

2.   MARKET AND DEMAND RISKS

One of lenders’ main concerns is the risk of a reduction in demand for the project’s output or service which leads to a reduction in the revenue stream available for debt service. The decrease in demand can result from a number of factors, including:

•   a general decrease in overall economic activity which, in turn, decreases demand for the project’s output;

•   competitive factors which divert demand away from the project (e.g. when a newer more efficient power plant starts selling in a merchant power market);
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•   inaccurate demand forecasts which lead to the creation of an overly optimistic financial model. The problem of overly optimistic demand projections has been especially widespread in the traffic estimates for toll road projects;

•   currency mismatches that occur when a borrower borrowers in one currency (e.g. the US dollar, Euro, or Yen) but earns its revenue in a local currency. In cases where the local currency devalues relative to the foreign currency of the borrowing, this may result in substantial increases in the local currency prices for a project’s output and a consequent reduction in demand by local consumers;

•   price fluctuations resulting from a variety of factors including competitive factors in merchant or retail markets, weather considerations resulting in reduced (or increased) demand for power, and pass-through of changes in fuel costs; and

•   price escalation under an offtake/user contract caused by inflation, fuel cost increases, or exchange rate devaluations which, when passed on to consumers, may have a negative impact on demand.

3.   RISK MITIGATION

One of the major tasks of a project finance lawyer is to work with the project’s technical and financial 146advisors to mitigate these risks to levels that lenders find acceptable and enable them to conclude that a project is bankable. The tools available to do this include: the way that the terms and conditions of the main operating agreements are drafted; various forms of government and third-party credit support; or most likely, a combination of the two. The remainder of this chapter and Chapter 11 consider how the supply, O & M and offtake/user contracts can work together to deal with some of these risks. Chapters 13, 14 and 15 consider other methods of providing credit support.

C.   SUPPLY CONTRACT

The supply contract provides the products and other inputs essential to the operation of the contract—e.g. fuel for power stations; raw water for water projects; ore for refining and smelting facilities; and oil and gas for pipelines, refineries, petrochemical and other processing facilities. Without the essential inputs, projects would not operate and there would be no revenue stream to service the lenders’ loans.

While supply agreements are obviously a critical element of projects like power generation, water treatment and processing plants which depend on a continuous supply of critical inputs, they are far less important for road projects and social infrastructure projects involving construction of government buildings, schools or hospitals where ongoing supply considerations are not as important.
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1.   LENDER INTERESTS

Issues that are typically dealt with by engineers, financial officers and/or lawyers in supply contracts include: the quantity to be supplied; the method and timing of delivery; the quality and other specifications of the product; the price (or method of determining price) and any formula for adjusting price over the life of the project (e.g. through escalation clauses); transport and storage issues; and liquidated damage and termination provisions related to delays in deliveries or complete failure to deliver. The issues of particular interest to lenders are: how can the availability of essential inputs be assured? how can unwanted changes in future input prices be prevented or mitigated? how can input of the needed quality be assured? and how should these risks be allocated between the supplier and the SPV to minimize the negative impact on the revenue stream?

2.   RISK MITIGATION

With respect to input availability and quality, the best way to insure sustained availability is to select known, reliable suppliers from stable parts of the world because no contract provision can ensure the delivery of a product when it is simply not available. However, contract provisions can help the SPV mitigate the consequences of lack of delivery and/or sub-standard input quality. For example, under a “supply-or-pay” contract, if the supplier is not able to supply the product on time and/or in the specified quantity or quality, the contract would require the 148supplier to pay the SPV the cost of obtaining the needed input from an alternative source. In addition, liquidated damage clauses can be used to compensate the SPV for any claims brought against it by the offtaker or user for damages resulting from any delay in delivery or diminished quantity or quality of inputs.

With respect to supply price, some inputs can be obtained using long term fixed price supply contracts with price set at an initially agreed level and often with a formula for escalation due to various factors like inflation and exchange rate changes. In cases where long term fixed price supply arrangements are not possible, SPV and lenders may have to accept the risk that input prices will fluctuate with market conditions. However, the consequences of such price movements can sometimes be minimized using derivative markets (e.g. the forward and/or futures markets or floating to fixed commodity price swaps.)

D.   OPERATION AND MAINTENANCE CONTRACT (THE O & M CONTRACT)

The O & M Contract is the agreement that assigns a party (the Operator) the responsibility of ensuring that the project performs on a sustainable basis at the output, quality and cost levels set forth in the concession, supply and offtake/user contracts. Most O & M agreements contain a mixture of: technical clauses (e.g. performance standards and technical requirements); risk allocation provisions; financial terms and conditions (e.g. basic fees for the 149operator along with performance incentives and penalties) and legal provisions dealing with force majeure, liquidated damages, termination and choice of law and forum for dispute settlement.

1.   LENDER INTEREST

The lenders’ interest in the O & M contract is to ensure that:

•   the project performs as expected in terms of the quantity and quality of the output;

•   the O & M costs are at the levels used in the basic Financial Model for the project (i.e. that there are no unexpected O & M cost overruns);

•   that the project is able to receive needed supply pursuant to the supply contract and deliver the expected output as required by the offtake contract; and

•   that the risks involved in the operation and maintenance of the project are assumed to the maximum extent possible by the operator and not the SPV (i.e. to ensure that the risks that the SPV assumes under supply and offtake/user contracts are passed to the operator to the extent possible.); and

•   that any caps on the operator’s liability are not so low that they provide no meaningful relief to the SPV and lenders.
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2.   RISK MITIGATION

There are a number of legal and non-legal measures that can be taken to help ensure that these lender interests are satisfied. They include:

•   selection by the SPV of a high quality, creditworthy operator with relevant experience in similar projects in the host country;

•   alignment of the interests of the operator with the interests of the SPV and the lenders. This can be done by picking an operator (e.g. a Sponsor) whose main interest is in the long run success of the project and not merely in the fees earned as an operator. If this is not possible and an outside third party operator is retained, the O & M contract should establish a performance based remuneration system. O & M contracts where the operator is paid a fixed fee or on a cost plus basis irrespective of performance outcomes provide little incentive for efficient operation. On the other hand, contracts that create incentives for low cost, efficient operation through a performance based compensation system may help reduce the risk of poor operator performance. This can be done by establishing (1) clear performance targets and standards based on the requirements of the concession, supply and offtake/user contracts; (2) a system of meaningful incentives (i.e. substantial rewards if targets and standards are met or 151exceeded and severe penalties if they are not met); and (3) a procedure for early termination and replacement of the operator if necessary. In addition, any caps established on operator penalties or liability should be high enough to provide incentives for sound performance by the operator and for meaningful relief for the SPV and the lenders;

•   in cases where the SPV does not assume operational responsibility itself, allocation of as much risk as possible to the operator, including force majeure, costs of unexpected maintenance and repair, labor unrest, wages increases and political risks in the host country; and

•   allocation of some of the O & M risks to suppliers, contractors, offtakers, or users. For example, if the supplier provides a reduced quantity and/or quality of input for operation, the supplier might bear the costs of any damages to the SPV; if the offtaker is physically not able to take delivery from the operator, it might assume the loss of revenue to the SPV (e.g. under a take-or-pay contract); or if a construction related defect affects a project’s performance, this risk might be assumed by the contractor. Allocation of risk among the various participants by means of the project documents is one of the key aspects of the 152coordinated or “back-to-back” drafting of project documents.


153

CHAPTER 11

OPERATING AGREEMENTS: OFFTAKE/USER CONTRACTS

A.   GENERAL CONSIDERATIONS

1.   NOMENCLATURE

There are two basic types of offtake or user agreements used to generate income from a project’s facilities. One—generally called an offtake agreement—is used in cases where the project produces a product which is sold to a third party offtaker or purchaser—e.g. when power is produced and sold to a utility company for distribution to the ultimate consumer. The second type—generally called a user agreement—is used where the project provides a facility or a service which is used by a third party—e.g. a pipeline used to transport oil and gas; a toll road used by vehicle drivers; or a refinery used by third parties to process oil and gas. Both types of contracts are commonly used in project finance transactions to generate a project’s revenue stream so they will be collectively referred to as offtake/user contracts—with specific differences noted where relevant.

2.   PURPOSE OF OFFTAKE/USER CONTRACTS

An offtake/user contract: (1) provides for the use or sale of a project’s service or output in exchange for payment that generates a sustainable revenue stream; (2) allocates demand and price risk to the 154offtaker/user to the maximum extent possible; (3) establishes a pricing system which often provides for automatic escalation on an agreed basis; and (4) deals with technical issues with respect to quality, delivery and storage. The precise terms included in the contract will vary with the sector and nature of the particular project.

3.   GENERAL TYPES OF USER/OFFTAKE CONTRACTS

The ability of a project to provide continuous sales or services at predictable prices is essential if the SPV is going to receive sufficient revenue to service the debt it has borrowed to implement the project. There are different types of offtaker/user contracts used to do this with varying degrees of effectiveness.

An offtake/user contract with either a single creditworthy purchaser/user or only a few creditworthy purchasers/users is a common means of generating this revenue stream. These contracts are sometimes called “wholesale” contracts. There is another type of project financing where the lenders do not rely on a single (or a few) purchase or user contracts to create the revenue stream. These are projects where the SPV makes its product or service available directly to a broad group of individual purchasers or users by sales in the open market. Examples of such projects include merchant power plants, toll roads, airports, ports, and other types of public-private partnerships. In the case of these “merchant” or “retail” project financings, the lenders do not focus on the terms and conditions of a single 155purchase or user contract but rather on estimates of overall market demand for the project’s output for assurance that their loans will be repaid.

B.   NATURE OF LENDER INTEREST AND RISKS

The lender will focus on the risks inherent in an offtake/user contract and on how the responsibility for mitigating or bearing these risks is allocated between the parties in three key areas.

1.   SUPPLY SIDE RISKS

The seller (generally the SPV) under an offtake/user contract must be able to provide adequate output or service at agreed quality and quantity levels, and there are a number of risks that could prevent these supply obligations from being met. For example, the project does not operate or perform as expected due to failure of deliveries under the supply contract or poor performance under the O & M Contract.

2.   DEMAND SIDE RISKS

There is always the risk that demand forecasts as included in the project’s Financial Model and used as the basis for determining project feasibility were overly optimistic and that sufficient demand never materializes and revenue available to service debt is inadequate. In addition, the price of the product or service may increase due to market conditions, weather factors and escalation clauses in the 156offtake/user contract. Depending on price elasticity, this may decrease demand and reduce revenue.

3.   THE NATURE OF THE OFFTAKER/USER’S OBLIGATION

The lender and its lawyers will carefully review the draft offtake/user agreement to determine the exact nature of the buyer’s obligations under the contract. Their focus will be on two key questions:

•   What is the buyer/user obligation to make payments under the contract when (a) the facility is available, operating and able to provide the output/service at the agreed quantity and quality levels but (b) the buyer/user elects not to purchase the output or use the facility at those levels?; and

•   What is the buyer/user’s obligation in cases where the facility is not operable or cannot provide the output or service at the agreed quantity or quality levels? Does the buyer/user still have to make full payment?

C.   RISK MITIGATION MEASURES

To mitigate these risks and help create a bankable project, there are a number of project finance techniques that the SPV may consider utilizing, such as (a) the type of offtake/contract; (b) the nature of the tariff payment arrangements (e.g. use of capacity charges, escalator clauses, shadow tolls and availability payments); and (c) more 157general project finance techniques such as debt service reserve accounts and cash sweeps.

1.   TYPES OF WHOLESALE OFFTAKE/USER CONTRACTS

There are different types of wholesale offtake/user agreements used to mitigate risks and support project financings. The different types of agreements have different supply and purchase obligations which provide varying degrees of credit support for the lenders. Various short-hand names or labels are used in the project finance field to describe the nature of the purchaser’s payment obligations and the seller’s obligation to supply. These names and a summary of their generally accepted meanings are:

•   Hell-or-High Water Contracts. Under this type of contract the offtaker/user must make payment “come hell or high water” (i.e. in all events) even if the project is not operating and/or the seller is not able to deliver the product or service;

•   Take-or-Pay Contracts. A take-or-pay contract requires the offtaker/user to make payment of a minimum agreed price even if it does not need the project’s output or service and does not take delivery or use the facility (i.e. it either takes delivery or pays). There is, however, occasional ambiguity as to the nature of the seller’s obligations. In most take-or-pay contracts the seller must have the capacity to produce and deliver before the 158purchaser’s obligation to pay arises. However, the “take-or-pay” label is also sometimes used to refer to contracts where the payment obligation is similar to a hell-or-high-water obligation and exists even if the project is not operating and the seller is incapable of delivery. Therefore, a careful reading of any contract referred to as “take-or-pay” is required to determine the precise nature of the obligations of the seller and the purchaser;

•   Throughput and Deficiency Agreements. These contracts are used in pipeline and transmission projects where shippers agree to ship enough oil or gas, or power through the pipeline or transmission line to generate sufficient revenue to service debt and pay essential operating costs. In the event that it does not meet this obligation, it would be required to make a “deficiency payment” to meet any shortfall in revenue;

•   Tolling Agreements. Tolling agreements are used in projects that process raw materials (e.g. raw ore, gas, crude oil or coal) where the user owns and provides the raw material and pays a toll for processing services. For example, some power projects produce electricity under tolling arrangements where the user supplies fuel to the plant and then sells the electricity that is produced;

•   Charterparty Contracts. A charterparty contract is commonly used in vessel financing 159(e.g. tankers; offshore oil rigs; LNG vessels) where the payment to charter the vessel is the primary source of repayment of the debt incurred to fund construction (or refinance construction period debt); and

•   Availability Based Contracts. Under an availability based contract the purchaser or user agrees to make a payment for the use of all or part of a project facility’s capacity whether or not that capacity is actually used. As long as the facility is available (i.e. functioning and producing an output or providing a service that meets specified performance standards) the payment must be made. For example, a standard power purchase agreement or a pipeline throughput agreement has an availability payment element in that the purchaser or user generally makes a capacity payment that entitles it to use a certain portion of the capacity of the power station or pipeline as long as the designated capacity is available. In recent years, it has become common for projects involving roads and bridges to be financed by availability based PPP contracts as governments agree to make availability payments directly to the SPV instead of having the SPV collect tolls from users in order to generate the project’s revenue stream.

The best type of contract from a lender’s standpoint is one in which the purchaser or user agrees to 160make an unconditional minimum payment sufficient to service debt even in circumstances where the facility is not capable of supplying output or services. The purchaser or user becomes, in effect, the guarantor of the debt and might be willing to assume such a one sided obligation if it receives a meaningful price discount or has a great need to use the facilities or obtain output on an exclusive basis. Contracts that fall into this category include hell-or-high-water contracts and some versions of throughput and deficiency, take-or-pay and tolling agreements.

Even though they are desirable from a lender standpoint, these types of contracts are difficult for most purchasers to accept. As a result, a more common form of minimum payment contract obligates the purchaser to make the agreed payment only if the project is operational and can supply the output or service. This means that the lender has less assurance that its debt service will be covered by payment under the contract and that it may need to look to other sources of cash such as deficiency agreements, debt service reserve accounts, cash sweeps and guarantees in order to receive debt service when the project is not operating (or operating at reduced levels). Contracts in this category include most types of take-or-pay contracts.

In summary, the key issues to be considered in the analysis of any offtake contract are: (1) the nature of the SPV/seller’s obligation to supply; (2) the nature of the purchaser’s obligation to take output from the project and/or make payment to the 161SPV; and (3) the circumstances that might excuse the SPV or its purchaser from their obligations. In addition, lawyers need to consider whether measures are available to compensate for a drop in revenue in the event that one of the parties is unable to meet its obligations under the offtake contract and the revenue stream is interrupted. (e.g. a deficiency agreement or an adequate reserve account). The answers to these questions will determine the amount and quality of credit support provided by the offtake agreement for the loans to the SPV for the project.

2.   NATURE OF PRICING PROVISIONS

The structure of the tariff or purchase price set forth in the offtake/user contract will vary with the sector involved and the nature of the goods or services being sold. The pricing provisions may establish (1) a long term fixed price where the buyer and seller/user share the risks of price changes depending on the direction of price movements in the market; (2) a fixed price contract with a method or formula for adjustment due to changes in inflation, exchange rates, and fuel costs; or (3) a market based price which fluctuates according to market and/or weather conditions.

One of the most common types of purchase contracts used to support loans for major fossil fuel power projects is the power purchase agreement (or “PPA”). Under these agreements the tariff structure used might be either (1) a fixed price (with adjustments based on agreed indices or other 162formulae) or (2) a more complex tariff based on a combination of capacity and energy charges.

a.  Capacity and Energy Charges

Under the capacity/energy charge type of tariff, the offtaker is, in essence, buying two products—a specified amount of capacity and the electricity provided when it utilizes this capacity. The aggregate price for the power is a combination of capacity charges and energy charges. The capacity charge is based on an agreed level of plant capacity that must be made available and covers basic fixed costs including debt service, taxes, insurance and other fixed operating and maintenance expenses. In essence, the capacity charge reserves a certain amount of the plant’s capacity and gives the offtaker preferred access to the power generated. The energy charge is related to the amount of power actually supplied and is based primarily on fuel costs and other variable operating costs. When the agreed capacity is made available, the purchaser under a PPA must pay the capacity charge even if it does not take power and is excused from this obligation only in limited circumstances specified in the contract. Capacity charges are also used in the project financing of other sectors including pipelines, subsea cables, satellites and vessel finance. Because the capacity charge covers debt service, lenders prefer tariff arrangements with capacity (or similar) charges because it helps insulate the project from inadequate demand.
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b.  Price Adjustments: Escalation and Pass-Through Clauses

It is common in offtake agreements to establish an initial price and, at the same time, a formula for adjusting the price over the life of the project. The adjustment is normally based on changes in fuel or other input costs, foreign exchange rate movements, interest rate changes or inflation. Any changes in these variables would then be passed on to the purchaser. In such a circumstance, the purchaser would bear the risk of increases in these items, and the purchasers’ increased payments would protect the value of the revenue stream for the lender.

However, lenders and their lawyers should beware of overestimating the protection that such escalation provides in assuring an adequate revenue stream for debt service in extreme circumstances. The best example of the dangers of misplaced reliance on escalation clauses is the case of adjustment of tariffs denominated in local currency for depreciation in such currency against a foreign currency in which the loans for the project must be repaid. If the depreciation is substantial, the required adjustment in the tariff for the sale of output may be so large that the purchaser and/or its end consumers will resist paying the higher local currency tariffs which were designed to protect the foreign currency value of the revenue stream. A classic example of a case where such currency-change escalation clauses in power purchase agreements did not provide the intended protection occurred in Indonesia as a result of a depreciation of 164the Indonesian rupiah during the Asian financial crisis in the late 1990’s.

D.   EXAMPLES OF OFFTAKE/USER CONTRACTS AND HOW THEY WORK TO MITIGATE RISK

1.   POWER PURCHASE AGREEMENTS: FOSSIL FUEL POWER PLANT PROJECTS

In the fossil fuel power sector, PPA’s are used to create the revenue stream on which lenders rely for debt service repayment. They are generally long term offtake contracts where the purchaser enters into a take-or-pay obligation to make a minimum payment sufficient to cover basic operating costs and debt service as long as the facility generates a specified level of power. As noted above, the power purchase contracts generally have a tariff structure that (1) includes a capacity payment to reserve a certain percentage of plant capacity and an energy charge based on the amount of power actually used and (2) contains an escalation or price adjustment clause that automatically changes tariff levels based on inflation and/or foreign exchange factors. These contracts are typically accompanied by the use of various commodity price and weather related derivatives to hedge and, in essence, smooth any fluctuations in the price of fuel inputs or electricity output sales prices.
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2.   THROUGHPUT-AND-DEFICIENCY AGREEMENTS: PIPELINE PROJECTS AND TRANSMISSION LINES

In the oil and gas sector, pipelines are needed in connection with the gathering and transport of oil or gas at various stages in the chain from production to end user. Pipelines are often financed using throughput-and-deficiency contracts to make a project bankable. Under this type of user contract, the shipper agrees to use the pipeline to transport a specific volume of product at a specific price to produce a revenue stream sufficient to enable the lender’s debt to be serviced and the pipeline maintained. In the event that the shipper does not ship sufficient quantities of gas, the shipper agrees to make a deficiency payment to make up the difference in the debt service obligations owed to the lender and the amount available from the revenue generated by the use of the pipeline.

A similar type contract can be used to finance new transmission lines. In this case, a fee sufficient to cover debt service and maintenance costs is charges for the use of part of the capacity of the line to “transport” electricity; and, in the event that debt service is not covered, the user agrees to pay a deficiency payment for the difference.

3.   TOLLING AGREEMENTS: PROCESSING FACILITIES (REFINERIES, SMELTERS, POWER PLANTS)

Refineries, smelters and power plants all process or convert a natural resource (e.g. oil, gas, ore or a 166fuel source like coal) into a refined or finished product. An owner of the processing facility has two basic options for creating a revenue stream from the use of the facility: (1) it can purchase the raw material from a third party under a supply contract, process it under an O & M contract, and then sell the finished product to another third party under an offtake contract; or (2) it can charge a third party a fee (a toll) to use the SPV’s facility to process a raw material that is supplied by a third party who continues to own the resources. This latter arrangement is referred to as a “tolling contract”. In short, a third party user pays the SPV a toll for putting its raw material through the SPV’s processing facility to change its form into a new product which the third party then sells or uses after it has been processed. The lenders rely on the creditworthiness of the user of the facility who pays the toll as the main basis for the repayment of their loans.

4.   ORE PURCHASE AGREEMENTS: NEW MINE DEVELOPMENT

When a mining company borrows to obtain funds for the development of a new mine, it often does so on the basis of long term ore sales contracts with creditworthy purchasers. Lenders are willing to make loans based these contracts because they are comfortable with the basic fundamentals of the project and the creditworthiness of the purchasers and believe that the contracts will generate a long term sustainable cash flow sufficient to provide interest and principal payments on their loans.
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5.   CHARTERPARTY CONTRACTS: OIL TANKERS, CARGO CARRIERS, DRILLING RIGS AND PLATFORMS

Revenue stream based project financing is also used to help finance tankers, bulk cargo carriers, drilling rigs and platforms and other vessels. Finance for the construction of the vessel (or takeout of construction financing) may be raised in part by using long term charterparty contracts. Under these contracts, the party wishing to use the vessel enters into a long-term contract which requires it to pay a fee for the use of the vessel over an extended period. In essence, the user rents the use of the vessel and lenders are willing to extend loans on the basis of the ongoing revenue stream generated by the payments under the charter contract.

6.   LEASE AGREEMENT: POWER PLANTS

Long-term lease agreements are sometimes used as a means to arrange finance for the construction of power plants. Such arrangements are used to maximize the utilization of the tax benefits associated with owning a large capital asset like a power generating plant. In cases where the SPV is unable to utilize the depreciation, tax credits or start-up losses associated with ownership of the power plant, the ownership is transferred to a third party who has a tax situation that enables it to use these benefits. The tax owner is responsible for providing equity and for raising the debt finance to construct the facility. After completion of 168construction, the owner directly or indirectly leases the facility to the SPV who pays rent that is used by the owner to repay the debt raised to construct the facility.

7.   AVAILABILITY CONTRACTS: TOLL ROADS

The history of project financing of toll roads has shown that it is extremely difficult to forecast accurately the amount of traffic that will use the road once tolls are imposed. As a result, the toll revenue generated by many toll road projects has been inadequate to service the debt incurred. In order to mitigate this traffic risk and provide lenders with greater assurance that their loans will be repaid, many tolls roads are now being financed using availability payments where a governmental entity makes a payment to the SPV sufficient to cover debt service as long as the road is open for traffic and adequately maintained. Under this type of contract, lenders rely on the creditworthiness of the government rather than the collection of tolls for the repayment of their loans but are subject to appropriation risk.

E.   SUMMARY OF OPERATING AGREEMENTS

The interaction of the three main operating agreements is the basic mechanism that enables the generation of the revenue stream in a project financing. The exact nature of the agreements and their interaction will vary from sector to sector and depend on the characteristics of the sector and 169specific project involved. They all involve a mixture of technical, financial and legal issues and require engineering, business, financial and legal expertise in the drafting, negotiation and implementation process.

The contracts all contain provisions utilizing various project finance techniques designed to mitigate specific supply, O & M and offtake/user risks to make them acceptable and bankable for lenders. However, in many cases the provisions of the contracts themselves will not be sufficient to create bankability and lenders will require additional credit support from: (1) the government (e.g. viability gap payments; availability payments and government backed offtake obligations); (2) third party providers (e.g. insurance, letters of credit and various types of guarantees) and/or (3) the project’s financial documents (e.g. loan agreement covenants, cash sweeps and debt service reserve accounts). These methods of credit support are discussed in subsequent chapters.
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PART IV

ARRANGING FINANCE
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CHAPTER 12

ELEMENTS OF A FINANCE PLAN

Once the sponsors have determined that there is a good chance that lenders will find the project to be bankable, how do they go about raising and documenting finance? This is the general question dealt with in this and subsequent chapters as the focus of the book turns from project documents to the actual loan transactions and their ancillary legal issues.

A.   THE CONCEPT OF BANKABILITY

The topics that have been considered in previous chapters have dealt with those aspects of a project financing that combine to make a project bankable. “Bankability” is a fuzzy concept without any precise definition. In simplest terms, it means that: the project’s economics are sound; it is structured in a way that is acceptable to potential lenders; and the lenders will be willing to make loans to the project. However, it is a subjective and not an objective standard; and the bankability of a robust well prepared project may vary with such factors as conditions in the financial markets, developments in the country where the project is to be located, and the quality and creditworthiness of the various participants. Thus, a project that is considered bankable in Country A might not be bankable in another country or even in country A at a later date if market conditions have changed. Moreover, a project that one type of lender is willing to finance 174may not be acceptable to another category of lenders that has different criteria for making loans.

B.   FUNDING FOR PROJECT PREPARATION

One of the main constraints on the creation of bankable projects in many emerging markets—especially Africa—is the lack of funding for proper project preparation. The costs of undertaking the feasibility, preparation and procurement activities outlined in Chapters 3 and 4 are substantial, and many government sponsors have difficulty providing the funds to cover these costs. As a result, many sound projects are not undertaken because lack of adequate project preparation means that they are not considered bankable by potential lenders. To help alleviate this problem, many development institutions and governments have established project preparation facilities to provide funding for feasibility, preparatory and procurement activities. Examples include: a European Union fund to help finance the preparation of infrastructure projects in South Africa; the African Development Bank’s Africa50 program, a fund to, inter alia, provide funding for early stage project development; and the Global Infrastructure Facility recently established under the auspices of the World Bank.

C.   THE PROCESS

At some stage fairly early in the project preparation process, the main sponsor will begin considering how it should raise the finance needed to construct the project. Depending on the size and 175complexity of the project, it may also hire an outside financial advisor to assist. At the same time that the lawyers are drafting the key project documents, the sponsor (and its financial advisor) will be working on arranging finance. Work will be undertaken in a number of inter-related areas that are all essential prerequisites to arranging finance for a major international project; and project finance lawyers should be familiar with the process and its content in order to understand how the legal work relates to work in other areas These areas include:

•   a review of the project’s technical feasibility studies to obtain information on cost estimates, expenditure schedules and the local currency/foreign exchange breakdown of these expenditures. This information will then be used to determine total funding needed in local and foreign currency and as input for determining procurement packages and constructing a project financial model and financial projections;

•   creation of a financial simulation model for the project as an essential tool to run the sensitivity analysis and alternative funding scenarios needed before final decisions are made on financial issues related to the project. The model is used as a decision making tool throughout the life of the project and as a means to monitor a project’s financial performance once it is in operation;

•   a procurement survey to determine the alternative sources of the equipment and 176services needed to construct the project and to assess the potential sources of export credit finance;

•   a preliminary survey of all potential sources of funding. The survey would assess: (a) the capacity of each source for the country and sector concerned; and (b) the comparative cost of funds from each source along with possible grace periods and maturities, currencies available, and non-financial terms and conditions;

•   an assessment of the potential debt capacity of the project based on preliminary financial projections and cash flow analysis;

•   a determination of the most feasible debt-to-equity ratio for the project based on an assessment of the expected strength and certainty of the project’s expected cash flow and the potential security and back-up credit support for the debt;

•   the development and testing of a series of alternative financing plans;

•   selection of the types of lenders that would be the most appropriate for the project and creation of a general strategy for approaching these lenders and creating a final finance plan;

•   the preparation of a background material on the project needed for approaching potential 177lenders (e.g. an Information Memorandum or an Offering Circular or Prospectus);

•   the creation of an accessible digital data center for interested lenders;

•   approaches to various lenders to explain the project, test the level of interest and develop a short list of potentially interested lenders;

•   selection of one or more of the interested lenders best suited for the project. (This can be done either with or without a competitive process in which bids are requested from potential lenders); and

•   work with the selected lender(s) on the loan syndication and documentation process.

The sponsor will be conducting this work at the same time as it moves forward with the completion of the other key tasks in the project preparation phase. There will inevitably be a period of iteration and adjustment as a result of the interaction between the various factors involved in putting the final project structure and finance plan in place.

D.   SELECTION OF THE LENDERS

As described in the following chapter, there are often several potential sources of finance for international projects. After surveying and/or visiting potential lenders, the sponsor will select a lender (or lenders) that it wants to work with in trying to arrange the debt financing for the project. The selection may be made in various ways. In the 178case of commercial banks, the sponsor may decide to organize a competitive process in which the banks are asked to submit proposals or bids. Alternatively, the sponsor may elect to forego a competition and directly approach a variety of lenders, including its main relationship banks, ECA’s in countries able to the provide equipment or services suitable for the project, MDB’s that are able to lend in the country in which the project is located, or an underwriter for a project bond issue.

Once a potential lender is selected, the sponsor will generally seek some formal expression of interest or commitment from the lender. The exact form of this expression will vary with the type of lender and might include a non-binding Letter of Interest (e.g. most ECA’s and some MDB’s) or a more formal Commitment, Mandate or Engagement Letter (e.g. commercial banks). The different types of lenders have their own decision and documentation process as they move toward finalization of the loan.

E.   THE FINANCIAL MODEL

As noted above, one of the early tasks of the preparatory stage is the creation of a computer based financial model to be used as a tool to help make decisions on financial, commercial and project structuring aspects of the project. The model consists of a series of worksheets that serve as the basis for preparing a spreadsheet that can be used to create a series of alternative scenarios, sensitivity analyses or stress tests that illustrate how project 179performance and the revenue stream might be affected by changes in key project variables like interest rates, loan maturity, the debt-equity ratio and project costs and revenues.

The initial model is generally created by the sponsor and periodically refined over the course of the project to help participants in decision making and monitoring. For example, it is used by the sponsor in the preparatory phase to (1) help in determining the project’s basic feasibility, (2) analyze debt capacity, capital structure options and other early stage financial matters, (3) assist in preparing tender and other procurement related documentation and in evaluating the bids received, and (4) negotiating the terms of the various project documents. Once lenders become involved in the project, they generally refine the sponsor’s model and use the refined model to assist them in (a) deciding whether and how much to loan to the project, (b) negotiating loan terms and conditions, and (c) conducting the ongoing monitoring of the project during construction and operation.

Lawyers will have a minor role in the creation and use of the model as the covenants and other terms and conditions of the various project and financial documents must be accurately reflected in the model, and the modeller often needs to consult the lawyers who drafted the documents to be sure that its interpretation of the document is correct.
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F.   AXIOMS AND BASIC PRINCIPLES

There is no standard method or source of financing for major international projects as the finance plan for each project must be tailored to market conditions, the needs and creditworthiness of the project, and the country in which it is located. However, there are some axioms or general propositions that are widely applicable when arranging project finance and putting together a finance plan. The key ones are:

1.   NO STANDARD METHOD

There is no set pattern, and a variety of factors that vary from project to project will determine the final mix of sources of finance. This means that the development of a finance plan is often an iterative, trial and error process.

2.   DIVERSITY OF LENDERS AND CREDIT SUPPORT PROVIDERS

It is common for international projects to involve (a) several different types of lenders including international and host country commercial banks, multilateral development banks, bilateral development finance institutions, and export credit agencies and (b) a variety of credit support providers including commercial and political risk insurers, credit and specific risk guarantors, and hedge providers.
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3.   BLENDING

Projects are generally funded by blending different sources and types of finance to fund different stages and components of the project (e.g. construction or mini-perm finance from commercial banks; permanent finance from longer term lenders like MDB’s and investors in project bonds; and export credit finance for major equipment purchases).

4.   CHANGING MARKET CONDITIONS

The amounts of funding available from the various sources are constantly changing with market conditions; and the amount and percentage mix of finance available from the various sources to fund international projects will vary over time as markets change.

5.   DIFFERENCES IN RISK TOLERANCE

The goals and risk tolerance of the various lenders differ as private sector lenders are more risk adverse and profit oriented while official or public lenders tend to be less risk adverse and have development and social goals.

6.   ROLE OF PUBLIC SECTOR LENDERS

The largest potential sources of finance have historically been the private commercial bank and capital markets as opposed to public or official sources of finance like multilateral development banks, export credit agencies and development finance institutions. However, private sector 182funding can be volatile and unreliable as market conditions change, and it tends to be concentrated in more creditworthy countries. Although smaller in amount, funding from public sector sources often has a catalytic effect that makes private funding possible and is also more readily available in less creditworthy countries.

7.   DEBT/EQUITY TENSION

There is a tension between the sponsors and the lenders as to the debt/equity ratio. A project’s debt-to-equity ratio is used to express the amount of debt relative to the amount of equity in a project (e.g. a $100m project with $80m in debt and $20m in equity has a debt/equity ratio of 4:1). The ratio will vary from project to project depending on such factors as the sector, the country, quality of the participants, financial market conditions and the strength of any off-take/user agreement. A project with a high debt/equity ratio is said to be highly leveraged.

8.   MINIMIZING REFINANCING RISK

Sponsors generally try to avoid substantial refinancing risk by seeking loans with long maturities. When relatively short maturity debt (e.g. a mini-perm loan) is used to fund long term projects, all or a portion of the principal may mature before it has been fully amortized with funds from the project’s revenue stream. This often means that the SPV must arrange for new debt to obtain funds to pay the maturing principal amount. In other 183words, it refinances the shorter-term debt. If market conditions at the time of the refinancing are favorable, this may not be a problem for the project. However, it may be difficult to refinance at reasonable cost in poor market conditions with adverse consequences for project cash flow.

G.   BASIC TYPES OF FINANCE

There are three basic types of finance used in project financing: equity; debt and mezzanine (or hybrid) finance. They have different levels of risk, different methods of receiving returns on investment, different ways of exercising control over the recipient of the funds, and different legal rights in bankruptcy.

1.   EQUITY

The providers of common equity (the sponsors and the other SPV shareholders) are the owners of the project. They provide the risk capital for the project and receive their income primarily through dividends and potential capital appreciation of their shares. They control the SPV through the exercise of their voting rights that should enable them to control the Board of Directors. In short, the essential characteristics of common equity funding are:

•   It determines ownership and control.

•   It is permanent finance with no maturity.

•   It bears greater risk but has greater potential reward.
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•   There is no assured repayment of the funds invested.

•   There is no assured return on the funds invested.

•   There is no contractual relationship.

•   It does not add to the debt service burden.

•   It cannot be rescheduled.

•   It the last category of finance to receive payment in bankruptcy.

The amount of equity provided will vary from project to project but the typical range would be 20–30% of the total cost of the project.

2.   DEBT

The providers of debt funding for the project (i.e. the lenders) have a contractual relationship with the borrower through the loan agreement and not an ownership interest as the case of the shareholders. The lenders receive their income or return from the project in the form of interest rather than dividends or capital appreciation. They have no ownership or voting rights but may be able to exercise varying degrees of control through the covenants and other contractual conditions included in the loan documents. Debt may be “secured” through liens on project assets which may give it a preferred position in the event of bankruptcy or “unsecured” which means that the lender is a general creditor of the SPV for bankruptcy and other purposes. Finally, unlike equity, debt may be 185subject to rescheduling or refinancing. The lenders generally assume less risk and lower return in exchange for a more predictable contractual return. As in the case of equity, the percentage of debt in a project’s finance plan will vary; and the typical range would be 70%–80% of total project cost.

3.   MEZZANINE

Mezzanine capital (or hybrid finance) is any form of finance that ranks below senior debt but above common equity in seniority. It has a mix of the equity and debt characteristics outlined above and includes: preferred shares; subordinated debt; zero coupon bonds; and convertible debt. Typically, mezzanine finance provides only a small percentage of project funding and is often used to provide stand-by or contingent funding obligations in the form of subordinated debt provided by sponsors.

H.   NATURE OF EQUITY INVESTOR AND LENDER CONCERNS

For the most part, the concerns of the providers of the various types of funding will be similar. They will all be concerned with the basic economic and financial soundness of the project. In addition, they will want to ensure that the project is completed on time and on budget and that the revenue stream that is the source of their debt service and dividend payments is created and maintained as expected. They will also all be concerned with country and political risk, devaluation risk and potential environmental risk and liability.
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However, shareholders and lenders also have some unique concerns which may need to be accommodated in devising a finance plan for the project. For example, they often differ on the on the debt-to-equity ratio as shareholders want to provide as little equity as possible to maximize the potential returns on their investment while lenders want as much equity as possible to ensure strong shareholder commitment and to increase their debt service coverage ratios. Shareholders will resist providing completion and overrun funding guarantees while lenders will often require them.

For lenders, the prime concern is the certainty of payment of interest and principal at every stage of the life of their loans while shareholders may have made their investment for strategic business and market reasons and be able to wait longer to receive their returns. Lenders will insist on including measures in the loan agreement and in other finance documents to enable them to control the actions of the SPV and to take security over all project assets while the shareholders may see this as a reduction in their flexibility to manage the project. In the final analysis, however, it is the lenders who generally prevail when their interests diverge with those of the providers of equity. Debt finance constitutes the majority of the funding for most project financing, and this means that satisfying the concerns of the lenders is often the most critical part of creating a viable finance plan for a project.
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I.   DEVELOPING A FINANCE PLAN FOR A PROJECT FINANCING

In developing a finance plan for a major project, the sponsors and their financial advisors generally have two principal, but sometimes conflicting, objectives: (1) to obtain funding at the lowest possible blended cost over the life of the project; and (2) to avoid or minimize the need to refinance loans during the life of the project. Their ability to obtain these objectives will vary with the sector and type of project, the project’s basic economics, the quality of the participants, the nature of the lenders interested in the project, and financial market conditions at the time the funding is arranged and obtained.

The simplest type of finance plan is one in which the lenders are willing to assume both construction and operating period risks and provide a permanent, long term loan at the beginning of construction which extends into the operational period and is fully amortized by the project’s revenue stream over the life of the project. This type of loan avoids any refinancing risk but may result in higher interest costs as longer maturity loans generally have higher interest rates than shorter maturity loans. In addition, this type of plan is difficult to achieve as many longer term lenders are unwilling to assume construction period risks and some lenders that are willing to assume these risks (e.g. commercial banks) are not always able to provide long term permanent finance.
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This means that, in arranging finance, sponsors need to recognize that the activities in the different phases of a project may need to be funded by different sources of finance and take account of these differences in developing the finance plan. Different providers of debt finance have different funding sources, different motives for lending, different regulatory constraints and different areas of staff expertise. These differences may influence the risks that a particular type of lender is willing to assume and the length of the maturities on their loans.

The inevitable swings in conditions in the commercial banking and capital markets mean that bank and institutional investor lending preferences and practices may change from time to time. This makes generalizations about the lender composition of finance plans difficult. Even so, history has shown that: (1) sponsors are expected to provide the risk capital for a project financing and assume risks that lenders may be unwilling to bear; (2) commercial banks tend to have short term funding sources and lend for shorter maturities, have staff with project finance and construction lending expertise, and are generally willing to accept some level of construction risk; (3) institutional investors have more stable, longer term funding sources and are sometimes comfortable lending for longer maturities via project bonds or private placements for major projects but are reluctant to accept construction and completion risk; and (4) MDB’s and ECA’s often accept some construction risk, are willing to lend for longer maturities, and are motivated by development and 189export promotion objectives in their lending activities.

The potential for changes in financial market conditions and preferences of various providers of finance mean that there is no “typical” finance plan for major international projects. However, one very common model would have feasibility and preparatory stage costs funded by sponsors through provision of equity or equity bridge loans and/or by MDB’s and DFI’s willing to provide funds for project development and preparation. Construction funding would be provided primarily by commercial banks and, to a lesser extent by MDB’s or ECA’s if they were participating in the project. The permanent operational period funding would be provided by (a) participating MDB’s, ECA’s and DFI’s and (b) commercial banks for a few years using mini-perm loans with these commercial bank loans refinanced with the longer term permanent finance coming from project bonds and, in some periods when the commercial banking markets are very liquid, by commercial banks themselves.
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CHAPTER 13

MAIN SOURCES OF FINANCE

This chapter identifies the specific factors that sponsors and financial advisors consider when constructing a project’s finance plan, outlines the wide variety of sources of finance that are potentially available to finance international projects and summarizes changes in the relative importance of the sources in the aftermath of the 2008 financial crisis and the new Basel III banking regulations.

A.   FACTORS TO CONSIDER IN EVALUATING SOURCES OF FINANCE

Early in the process of arranging finance the sponsor and its financial advisor will evaluate potential sources to identify those that would be (1) feasible in the context of the then current market conditions and the nature of the specific project concerned and (2) an appropriate part of the project’s finance plan. Each potential source has unique characteristics or attributes which are generally used as criteria in making this evaluation.

The criteria that are considered when evaluating the suitability of a source of finance for a particular project include both financial and non-financial factors. Financial criteria might include the all-in cost of funding, the currency of funding, and the maturity and amortization schedule of the loan. Non-financial factors might include procurement restrictions, control over project management, and 192disclosure requirements. Typical evaluation criteria are discussed in detail in Appendix 5 and include:

•   loan processing time;

•   drawdown of funds;

•   availability of construction period funding;

•   percentage of project financed;

•   all in cost of funds (interest, fees and expenses);

•   fixed or floating interest rate;

•   currency of funding;

•   maturity/tenor;

•   grace period;

•   amortization/repayment schedule;

•   security requirements;

•   procurement restrictions;

•   loan covenants and other non-financial conditions;

•   extent of control over project management;

•   availability and sensitivity to market changes;

•   motivation for lending;

•   amount of disclosure required;

•   ease of restructuring; and
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•   ability and willingness of the lender to provide additional funding.

B.   SOURCES OF EQUITY FINANCE

The bulk of the equity for an international project financing is provided by the project sponsors. Lesser amounts are sometimes provided by a variety of other investors including project participants (e.g. the contractor, equipment supplier, or offtaker), multilateral institutions like the International Finance Corporation, bilateral development finance institutions, tax oriented investors, specialized private sector infrastructure funds, and commodity trading companies. In rare cases there is a public issue of equity, and occasionally the host government provides equity either in cash or in-kind. In addition, the project itself may provide “equity” for construction through cash generated by those parts of the project that have become operational prior to 100% completion of the entire project such as part of a toll road or part of a series of turbines for a power project.

C.   SOURCES OF SENIOR DEBT FINANCE

There are two broad categories of debt finance: private sector sources and public sector sources. It is common for finance plans for international project financing in emerging markets to have a mixture of these sources.
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1.   PRIVATE SECTOR SOURCES

a.  Commercial Banks

In times when the financial markets are liquid, commercial bank loans are generally available for sound projects in most countries. The banks have staff experienced in evaluating project financings and are able to structure loans in a flexible way to help meet the needs of an individual project. They can provide construction, mini-perm and, in some cases, permanent finance; drawdowns can be tailored to coincide with the project’s need for cash and to avoid negative carry; and commercial bank funding is available in a variety of currencies. Most banks have quick internal decision making and loan approval processes; bank loans can be amended or restructured relatively easily due to the use of agent banks and steering committees; and a credit rating is generally not required.

In spite of these many advantages, commercial bank loans have some inherent negative characteristics that need to be considered by sponsors when creating a finance plan for a project. Interest on commercial bank loans is generally floating rate which creates the potential for substantial interest rate variations over the life of a project that can make financial planning difficult. While this risk can be hedged using the interest rate swap market, hedging increases transaction costs and raises counterparty risks. Cross border lending by commercial banks is very sensitive to financial market and political developments which means 195that it can be a fickle source of finance. Traditionally, maturities on commercial bank loans have been shorter than those on other major sources of finance for international projects. Finally, commercial bank loan agreements generally contain very restrictive covenants which some sponsors may consider an unnecessary intrusion on managerial autonomy; and the bank lenders generally insist on substantial security over all project assets.

b.  Capital Markets

The world’s capital markets are huge and enable borrowers to utilize a variety of instruments to raise funds from a broad universe of investors ranging from individuals to large institutional investors and sovereign wealth funds. These instruments include fixed rate bond issues, floating rate notes and commercial paper. Public bond issues can provide very long maturities at fixed rate in a variety of currencies with few restrictive covenants and generally minimal or no requirements for collateral or security over project assets. In recent years, the growth of the domestic capital markets in many emerging market countries has led to a substantial increase in local currency bond issues.

In spite of these advantages, a number of factors have limited greater use of the capital markets to fund international project financings. These factors include: the reluctance of most capital market investors to assume construction period risk (especially for greenfield projects); proceeds of the loan are generally disbursed in one lump sum which 196creates a negative carry problem for the project; they can be a fickle source of finance as they are very sensitive to market conditions and country creditworthiness considerations; capital market issues generally require a rating; interest rates tend to be higher than for other sources; and public bond issues require a high degree of disclosure and are difficult to renegotiate or restructure because they involve so many different ultimate investors.

c.  Other Private Sector Sources

Commercial banks have traditionally provided the most private sector debt funding for international projects with institutional investors occasionally providing significant amounts for high quality projects in stable countries on a direct private placement basis. In addition, in recent years there has been a marked increase in the number of private sector infrastructure funds providing meaningful amounts of debt finance. Long term supplier credit (e.g. Caterpillar Finance and Siemens Finance) often provides some debt for major equipment purchases and the commercial paper markets are sometimes used to help fund construction.

2.   PUBLIC SECTOR SOURCES

Multilateral and bilateral public sector institutions also provide substantial funding and support for project finance in emerging markets. These institutions fall into three main categories: multilateral development banks, export credit 197agencies and bilateral development finance institutions (or DFI’s). This section describes these groups in general terms; but, because they are numerous, no attempt is made to analyze the programs of individual institutions.

a.  Multilateral Development Banks

Multilateral development banks (or “MDB’s”) are international organizations created by treaty whose shareholders are governments and whose loans are designed to support economic and social development. There are roughly twenty of these organizations of varying sizes with the best known being the World Bank, the European Investment Bank, and the main regional development banks. Most lend primarily to governments, but MDB’s (or their affiliates) are also able to provide assistance to international project financings in a variety of ways including the provision of equity and debt funding, credit and specific risk guarantees, hedging services, and technical assistance.

The MDB’s are a countercyclical source of debt funding that is relatively insensitive to conditions in the private financial markets due to the fact that they are owned by governments that subscribe equity capital, indirectly back MDB capital market borrowings through callable capital obligations, and provide grant funds to special facilities to be used for “soft” lending. This enables the major MDB’s to offer two basic types of finance: (1) market based or “hard” loans funded primarily from the proceeds of borrowings in the international capital markets and 198(2) “soft” loan finance funded primarily out of grants by member governments. Soft loans are available only in lower income countries and have very low concessional interest rates and very long maturities.

Most MDB’s can lend at either fixed or floating rates, and the interest charged on their market based lending is related to their own cost of borrowing in the international markets. Maturities and amortization schedules can, within limits, be tailored to project needs and are generally in the 10–15 year range with longer maturities sometimes possible. The MDB’s are generally less sensitive to the country and political risk of their borrowing members and have somewhat different standards of creditworthiness than private lenders. This means that their funding can be used to fund construction and may be available when private funding is not. It is relatively easy to amend loan and project documentation and often possible to obtain additional funding for the project from the MDB lender if needed.

In spite of these advantages, MDB funding has characteristics that sometimes deter sponsors from seeking funding from these institutions. All MDB policies with respect to its development goals must be followed, including very strict environmental and social policies that can delay project implementation and result in the imposition of restrictions on project operations. International competitive bidding is generally required for procurement using MDB funds, and the bank’s evaluation, appraisal and internal approval process can be lengthy. 199Finally, while MDB’s generally try to be accommodating to their borrowers, they have historically refused to participate in loan rescheduling, claiming preferred creditor status; and many require negative pledge clauses covering all public assets in their loan documentation. These policies can create significant inter-creditor issues which many sponsors and other lenders may prefer to avoid.

b.  Export Credit Agencies

Export credit agencies (“ECA’s) are lending institutions created by many developed and developing countries to provide direct loans, coverage guarantees, interest rate subsidy, political risk and credit insurance, and other credit enhancement for the purpose of promoting exports from the agency’s home country. ECA funding is an important source for major international projects as it is often available when private sources are not lending and has a somewhat higher tolerance for political and sovereign risks than private sector lenders.

The financial terms and conditions of most ECA lending is governed by a set of OECD guidelines (the OECD Arrangement on Officially Supported Export Credits) adhered to by most major exporting countries. The Arrangement establishes rules for the pricing, fees, maturities, and other terms of conditions on the financing by those ECA’s that adhere to the guidelines. ECA funding can be fixed rate and is generally denominated in the currency of 200the exporting country. The level of the interest charged by each country is based on a “Commercial Interest Reference Rate” for the country which is, in turn, based on the government bond yields for the currency of the loan. The Arrangement requires that, in addition to the interest on the loan, the ECA charge a premium for credit risk to cover the risk of non-payment. This premium or exposure fee is a front-end fee determined through a process set forth in the Arrangement which sets a Minimum Premium Rate which can vary considerably from country to country depending on country and sovereign credit risk. There is also a special Annex X to the Arrangement which deals with the terms and conditions applicable to project finance transactions. It provides for more flexible and favorable amortization schedules than those applicable to non-project finance transactions which enables the repayment profile to match more closely the anticipated revenue stream. Specifically, loan maturities can be up to 14 years, principal can be repaid in unequal installments, and flexible grace periods are permitted.

While ECA funding is generally available in large amounts on favorable terms to help fund equipment and other services for major projects, there are some limitations on its use. The bulk of the procurement needs to be from the country that provides the loan, and this eliminates some of the potential benefits of international competitive bidding. ECA financing is limited by the OECD Arrangement to 85% of the cost of the goods or services being financed which means that the remaining 15% needs to come from 201other sources. In addition, the premium for credit risk (i.e. the exposure fee) that must be charged in addition to interest can, depending on the country in which the project is located, make the overall cost of the loan relatively expensive (even though the fee can be capitalized, added to principal, and amortized over the life of the loan).

c.  Government Development Finance Institutions

Many countries have development agencies providing loans and other assistance to private sector projects both in their home countries and abroad. They include JBIC and OECF of Japan, KfW of Germany, OPIC of the US, China Development Bank and various other Chinese government financial institutions, BNDES of Brazil, the Development Funds of Abu Dhabi, Kuwait and Saudi Arabia, and the 15 bilateral institutions that that belong to the Association of European Development Finance Institutions (EDIF). Each institution has its own unique programs which can be found on its website.

D.   SOURCES OF MEZZANINE FINANCE

Since mezzanine finance is a hybrid which blends some of the characteristics of equity finance with those of debt, its main sources are some of the providers of equity and senior debt discussed above. While sponsors would rarely provide senior debt to the SPV, they often provide subordinated debt either as quasi-equity mezzanine finance or in the 202form of a stand-by commitment to cover any potential cost overruns. Some of the MDBs’ private sector lending affiliates may also provide subordinated debt, preferred equity or other forms of mezzanine funding. Other sources include the various bilateral development agencies who are members of EDFI and a limited number of specialized infrastructure funds.

E.   OTHER SOURCES OF FINANCE

1.   CARBON FINANCE

There are many initiatives supported by various countries, MDBs and international agreements that are designed to promote renewable energy with the long-term goal of reducing greenhouse gas emissions. These include: cap and trade systems; tax incentives; feed-in-tariffs; loan guarantees; renewable energy portfolio standards; and tradable carbon reduction certificates or credits. Some of these techniques provide the basis for creation of a revenue stream that can serve as a supplemental source of finance for renewable energy projects.

One such financing method is made possible by the provisions of the Kyoto Protocol to the UN Framework Convention on Climate Change, which provides a way for entities in the developed world to help fund environmentally sound projects in emerging markets. The Protocol establishes binding emission reduction targets for countries that adhere to the Protocol and then creates various market based mechanisms to help counties and their 203corporations meet these targets. One of the options is the Clean Development Mechanism (the “CDM”) which provides a method for governments and private entities in the developed world to help fund certified projects in emerging market countries by purchasing Certified Emission Reductions (or “CER’s) generated by the project. The CER’s can then be used to satisfy obligations under the Kyoto Protocol. The Executive Board of the CDM has established a procedure for certifying projects that generate net environmental benefits and for calculating the CER’s for each project. The CER’s can then be sold by the project in the market to generate supplemental revenue to help fund the project or repay debt raised for the project.

Looking at the program from a project finance perspective, the CER’s generated by a project can be seen as part of the project’s output which can be sold in the market to either fund part of the project (e.g. by selling CER’s in the forward market to generate funds to help fund construction) or by selling the CER’s generated by the project on an ongoing basis to form part of the revenue stream used to repay the project’s debt. The potential buyers of CER’s include private companies, governmental entities, financial institutions, carbon market trading houses, and carbon funds like those established by the World Bank. While carbon finance is often a meaningful supplemental source of funding, it is generally not included as part of base case finance plans due to regulatory uncertainties and the current oversupply and low prices for allowances in the European Emission Trading System.
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2.   ISLAMIC FINANCE

Islamic finance is a source of funding that must comply with Shariah principles and which is often used to help sponsors raise funds for projects in both Islamic and non-Islamic countries. Shariah principles prevent Islamic lenders from, inter alia, collecting interest on loans, which requires them to seek other ways to earn a profit on their investments. They often do this by (1) providing capital in return for a share of profits (or losses) through partnership-type profit and loss sharing arrangements or (2) various types of deferred sale contracts (e.g. the Islamic lender purchases the asset being financed and then sells or leases the asset to the ultimate user on a deferred payment basis to earn a return through a price markup or the lease payments). In addition to Islamic commercial bank funding for projects, there is growing use of the Islamic capital markets through the issuance of Islamic bonds or sukuks. In a sukuk transaction, the bondholder obtains an interest in the underlying assets financed by the project, receives a share of the profits generated by these assets, and shares in any losses. Compliance with Shariah principles is ensured by review conducted by Shariah boards in Islamic financial institutions, some national Shariah boards and the Accounting and Auditing Board for Islamic Financial Institutions.

There are similarities between Islamic finance and project finance. Both may involve asset based financing and sharing of risk; and it is increasingly common for Islamic finance to be used in complex 205project financings—especially in the Middle East. One method commonly used to finance construction of project assets is a deferred sales arrangement known as istisna’a. This type of transaction involves three main parties and two closely related contracts that are entered into simultaneously. The main parties are: an Islamic financial institution; the ultimate user/owner of the project (i.e. the SPV in most project financings); and the contractor for the project. The first contract is between the financial institution and the SPV in which (1) the SPV provides, inter alia, the details of the project to be constructed and financed, the quality and performance required, the name of the contractor, the time for completion, and the method of payment it will use to purchase the assets and (2) the financial institution agrees to arrange for the construction in accordance with the SPV’s specifications and quotes a price for the sale of the assets to the SPV based on cost estimates or quotes from contractors and which includes a mark-up over the costs to provide compensation for the financier. The second contract is between the financial institution and the contractor for the construction of the project in accordance with the specifications set forth in the first contract and for payment (or payments) by the financial institution directly to the contractor. Once the construction is completed, the financial institution transfers it to the SPV for the agreed payment (often a series of deferred payments).

The use of Islamic finance techniques sometimes creates potential conflicts with traditional lenders to 206the same project who may require security in the same project assets owned or leased by Islamic financial institutions in the Islamic finance tranche of the transaction. In addition, the fact that funding from an Islamic financial institution needs to be reviewed by a Shariah board to determine its acceptability creates an added level of uncertainty for non-Islamic participants in the project. Finally, the number of Shariah compliant instruments adaptable to complex project finance transactions is limited, maturities on Islamic finance tend to be shorter than those typically sought for major project financings, and the use of Shariah based derivative and hedging products to mitigate project risks is still in the relatively early stage. These problems are not insurmountable and are becoming increasingly manageable as Islamic finance becomes more widely used. However, they do create added complexity and require creativity when Islamic finance is used in a project along with traditional commercial bank, export credit, and multilateral bank funding.

F.   IMPACT OF BASEL III ON SOURCES OF FUNDING FOR PROJECT FINANCE

Prior to the 2008 financial crisis commercial banks were the major source of funding for international projects; and many banks were willing to make project finance loans with relatively long maturities covering both construction and operation of a project. There was also meaningful funding of projects using project bonds during part of the 1990’s and early 2000’s, but the capital markets and 207institutional investors were generally a fickle source of funding for international projects and reluctant to accept construction period risk. In addition to these private market sources of finance, public source funding from MDB’s, ECA’s, and DFI’s collectively provided substantial and sustainable funding; and Islamic finance was a significant source for many projects in the Middle East and other Islamic countries.

This relative mix of bank, capital market and public sector funding may change as a result of the financial crisis and the Basel III rules to be applicable to commercial banks. The Basle Committee on Banking Supervision of the Bank of International Settlements (the ‘Basel Committee”) has developed a series of reforms referred to as “Basel III” for the regulation and supervision of the international banking community. The reforms that appear to be most relevant for project finance involve increases in Tier 1 capital requirements and the introduction of short and long-term liquidity coverage ratios which are designed to, inter alia, maintain more stable funding for banks by requiring increased holdings of liquid assets and reduced reliance on short term funding to fund longer term assets.

The Basel III reforms will not be fully implemented until 2019, and the exact long range consequences for commercial bank lending for project financing are not completely clear at this stage. However many believe that the requirement to hold more capital and liquidity will lead to: 208shortened loan tenors and increased use of mini-perm loans; the need for sponsors to assume increased refinancing risk; reduced willingness of commercial banks to provide letters of credit in connection with project financings; and an increase in the cost of bank financing due to the potential increase in funding costs.

Any drop in the volume, maturity profile and cost of commercial bank lending would create a need to increase alternative, non-bank funding sources, including the capital markets, public sector sources like ECA’s, MDB’s, and governments and government development finance institutions. The largest potential source would be institutional investors (insurance companies and pension funds) that have predictable long-term liabilities. However, given their current relative lack if expertise in project financing and various rating, fiduciary and regulatory requirements, it is generally more difficult for institutional investors to accept many of the risks typically involved in a project financing and become investors in project bonds or major providers of funds via private placements.

To deal with these issues, many observers have suggested that the longer range impact of the Basel III rules may be the increased use of a two stage process for providing private sector funding for major projects. The first phase would involve shorter term funding from commercial banks for construction and perhaps a few years of early operation in the form of mini-perm loans with balloon or bullet repayment schedules. It is likely 209that project sponsors would also play an important role in this phase through increased equity contributions, construction completion guarantees and acceptance of the refinancing risk associated with the need to take out the short term construction or mini-perm funding. The second stage of the funding process would start after construction completion and an initial period of profitable operation and involve longer term permanent finance which would come from institutional investors comfortable with project finance lending and the project bond markets. The funding provided in the second phase would be used to refinance or take-out the construction period and mini-perm funding provided by the commercial banks.

In an effort to overcome some of the obstacles to increased institutional and bond market financing of projects both the public and private sectors have taken steps designed to make it easier to tap the huge pool of institutional money for project finance funding. The private sector has established infrastructure funds staffed by project finance professionals and designed for institutional investors to attract funds for major projects; and various governments and international organizations have introduced guarantee and other credit enhancement programs to attract institutional investor interest in long-term project bonds.

These public sector programs—some longstanding and some new—are designed to support project 210bonds and other forms of institutional investment in project finance transactions. They include:

•   the Transport Infrastructure and Innovation Act (TIFIA), Private Activity Bond (PAB), and the recently enacted Water Infrastructure and Innovation Act (WIFIA) programs to support infrastructure financing in the United States;

•   various ECA programs that provide forms of credit enhancement for bond financing, including guarantees and political risk insurance;

•   the EU/EIB Project Bond Initiative where the EIB provides credit enhancement by lending on a subordinated basis and bearing first loss liability;

•   the UK Guarantee Scheme where the government provides a wrap of infrastructure bonds for a fee;

•   the Islamic Development Bank which is promoting Islamic sukuk bonds for infrastructure and energy projects; and

•   Brazil’s tax incentives, guarantee fund, equity support agreements, and BNDES support for infrastructure project bonds; and

•   The Global Infrastructure Facility recently established under World Bank auspices to, inter alia, help mobilize and leverage funding from institutional investors for investment in infrastructure.
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The US TIFIA and PAB programs, which have been in effect for several years, have been successful in attracting bond financing for transportation infrastructure in the US; but it is too early to judge how successful the other initiatives will be.
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PART V

CREDIT SUPPORT
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CHAPTER 14

HOST GOVERNMENT AND THIRD PARTY CREDIT SUPPORT

Sponsors generally try to create a project that is bankable without the need of extensive, and often expensive, third-party credit support. They do this by careful mitigation and allocation of project risks and careful preparation and structuring of the project and project documents so that lenders are comfortable in relying solely on the revenue stream for debt repayment. In addition to their initial equity contributions, sponsors may also: provide construction completion guarantees and contingent equity to fund cost overruns; establish project accounts to collect, protect and allocate the revenue stream; and establish debt service reserves. However, these measures are not always sufficient to convince potential lenders that a project is bankable; and lenders will often require additional credit support for their loans.

Fortunately, there are many types of credit support and credit support providers for international projects. They include: (1) various forms of support from the project participants themselves, including the sponsors, host government and offtakers; (2) third party support provided by (a) private sector institutions in the form of insurance, letters of credit, and various other types of surety, warranties, and financial derivatives and (b) public sector institutions like MDB’s, ECA’s and bilateral development finance 216agencies; (3) security over project assets; and (4) direct agreements between lenders and parties to key project documents.

This chapter and the two subsequent chapters consider the instruments and techniques often used in combination to provide the needed support. This chapter contains an overview of the various forms of credit support available from host governments and various third party providers with special emphasis on insurance and various forms of surety. Chapter 15 deals with security issues and direct agreements, and Chapter 16 deals with support provided by derivatives.

A.   HOST GOVERNMENT SUPPORT

The host government is frequently a participant in a project financing either as the grantor of a concession or as the owner of a government controlled corporation that acts as supplier of input and/or an offtaker. As such, it has an inherent interest in the success of the project. Even in cases where it is not a participant, the success of a project can provide tax revenue and contribute to economic development. For these reasons, governments are often willing to provide various types of credit support for loans made to the SPV. This support can take several forms.

A common way for governments to provide their support is through guarantees. A government could provide a direct guarantee of a lender’s debt in which it agrees to service debt for the project in the event the SPV is unable to do so. Alternatively, it 217could provide more indirect support to lenders by guaranteeing obligations of state owned companies participating in the project as suppliers or offtakers. In addition, some governments are willing to provide debt guarantees to help the SPV refinance construction funding or other shorter term loans (i.e. mini-perm loans) when they come due. In addition to direct and indirect guarantees, other forms of government support sometimes used to facilitate project financings include:

•   comfort letters;

•   equity participation in the SPV;

•   various types of subsidies (e.g. a viability gap payment covering part of the capital cost of a project or a tariff subsidy for low income users of water and power projects); and

•   various types of contractual undertakings (usually in a concession or PPP agreement) to

[image: images]   guarantee a minimum level of traffic and revenue in a transport project or make a deficiency payment in the event that the expected revenue levels are not met and are insufficient to service debt;

[image: images]   compensate the SPV in the event of changes in laws or regulations that negatively impact the project’s revenue stream;

[image: images]   consent to the assignment by the SPV to lenders of receivables expected from the 218government in connection with the project (e.g. availability payments for toll road projects); and

[image: images]   make termination payments to the SPV sufficient to repay all outstanding debt incurred for the project in case the project is terminated.

B.   BASIC TYPES OF THIRD PARTY CREDIT SUPPORT

Even in cases where the host government provides credit support, there may be need for additional enhancement. This support provided by both public and private entities and falls into several broad categories which are summarized as follows:

1.   INSURANCE

Insurance companies may be willing to assume (for a premium) risks that lenders are unwilling to accept; and to maximize the benefits of insurance most major international project financings will have an independent insurance advisor to help identify key risks and design the most appropriate insurance package for the project. Various forms of insurance are standard in major project financings to cover commercial and political risks, and the most important types are discussed below.
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2.   DIRECT GUARANTEES

Third party guarantees are often used to cover project risks and provide credit support to lenders. A direct guarantor agrees to assume (in exchange for a guarantee fee) the obligation of a project participant if that participant does not fulfill a monetary obligation or perform as agreed. This could take the form of a guarantee of the payment of debt service or guarantee of performance that affects the revenue stream. The former is generally referred to as a credit or financial guarantee while the latter is referred to as a performance guarantee.

3.   DERIVATIVES

Most major projects now use the private sector financial markets to obtain hedges using derivatives to deal with interest rate, currency, commodity, weather, and credit risks. The most common instruments used are interest rate and currency swaps and the commodity forward and futures markets. See Chapter 16 for further discussion of the use of derivatives in international project financing.

4.   LETTERS OF CREDIT

In cases where there are concerns about a project participant’s creditworthiness or ability to perform, standby letters of credit are often used as secondary payment mechanisms to provide credit support. For example, a bank might issue (for a fee) a letter of credit at the request of the EPC contractor to provide assurances to the Employer of the 220contractor’s ability to perform a specified obligation under the EPC contract. If the contractor does not perform, the Employer beneficiary would be able to draw on the letter of credit by providing evidence of non-performance. In addition, letters of credit can provide other support in project financings by backing liquidated damage obligations, debt service reserve obligations, and equity contribution commitments.

5.   SURETY BONDS

Surety bonds are commonly used to provide credit support for payment or performance during the procurement and construction phases of a project and are sometimes used during the operational stage. For example, under a surety bond issued in connection with a contractor’s performance under an EPC contract, the surety becomes a primary obligor and agrees (for a fee) that it will either (a) complete the contract itself (or hire another contractor to do so) or (b) make a monetary payment to the Employer sufficient to enable the Employer to complete the contract. Surety bonds include: bid bonds to cover cases where a successful bidder fails to enter into the relevant contract; performance bonds to cover cases where the contractor does not properly perform; labor and material payment bonds to cover cases where the contractor does not pay its suppliers or sub-contractors; warranty bonds to cover cases where the contractor fails to deliver on a warranty, and retention bonds provided by a contractor in lieu of the Employer retaining a portion of each progress payment.

221

The use of surety bonds not only provides financial support for the project from the surety but also involves intensive due diligence by the surety on the quality and capacity of the contractor which provides added assurance to the SPV that the contractor, its subcontractors and suppliers are capable of performing the contract.

6.   WARRANTIES

A warranty is type of assurance or guarantee given by a contractor, equipment supplier, or other party providing goods or services to a project which states, in essence, that the product or services provided will meet all agreed specifications and performance standards or, if they do not, that the warrantor will remedy the defect and/or pay damages caused by the inadequate performance.

C.   COMMERCIAL INSURANCE

Insurance is probably the most common form of third party project finance credit support, and this section focuses on insurance of commercial risks associated with international project financings and considers a number of insurance related issues from the perspective of potential lenders to the project.

1.   LENDERS’ INTEREST

The basic interest of the lenders in insurance matters is to ensure that any insurance proceeds are used to repair damage and keep the project in operation or to repay debt. In furtherance of this interest, the lenders will be interested in seeing 222broad, extensive insurance coverage for the project and the creation and perfection of a clear legal right for lenders in the insurance proceeds. Measures which help establish clear lender rights include: assignment of the policy to the lenders; establishment of a security interest in the insurance proceeds; making the lender a co-insured party; providing lenders with cure rights; creating a right for the lenders to get paid directly by the insurance company as a loss payee; including a non-vitiation clause in the insurance contract; and ensuring that the lender has the ability to “cut-through” a local insurance company to any international reinsurer.

2.   SCOPE OF COVERAGE

International project financings involve the purchase of several different types of insurance. The exact scope of coverage and the standard insurance package generally required by lenders will vary from project to project and with the stage of the project, but the typical risks covered by insurance during construction and operation are as follows:

Construction Period Risks

•   contractor all risk which protects against loss during construction irrespective of the cause, including loss caused by defective design, materials or workmanship;

•   delay in start-up of the facility which protects against the consequences of loss of revenue resulting from insured loss or damage during construction;
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•   marine all risk for equipment shipped for the project which protects against loss during transit irrespective of the cause;

•   marine delay in start-up which protects against the consequences of loss of revenue resulting from insured loss or damage during transit; and

•   third party liability which provides coverage relating to liability for bodily injury and property damage.

Operational Period Risks

•   operator’s all risk which provides protection against loss or damage caused after operation has begun irrespective of the cause;

•   business interruption which protects against revenue loss resulting from insured physical loss or damage at the owner’s site and, in some cases, may also cover loss of revenue resulting from loss or damage at the site of a customer or supplier; and

•   third party liability which provides coverage relating to liability for bodily injury and property damage.

In recent years, insurers have become more creative in helping to mitigate project risks, and have developed new types of coverage which are sometimes required by lenders. These include insurance for: environmental liability to cover clean-up expenses; completion risk; off-take risk; faulty 224design and performance defects; weather risks; and balloon payment refinancing risk. Commercial insurers have also increased their coverage of political risks in international projects. Although extensive use of insurance can reduce project risks and help make a project bankable, insurance premiums can be a substantial cost factor (especially for more exotic coverage). Therefore, the sponsor and its financial adviser must weigh the potential for increased financial market access and possibly lower interest rates against the premium costs on the insurance and consider the possibility of self-insurance.

3.   NON-VITIATION

Where lenders are co-insured, the failure by another co-insured (e.g. the SPV) to comply with information requirements or other terms of the insurance contract may permit the insurance company to avoid or vitiate the policy. If vitiation were to occur, lenders would lose their right to recover on the policy as a result of the action or inaction by the SPV which was used by the insurer to justify vitiation of the policy. The lenders can avoid this situation by requiring the inclusion of a non-vitiation clause in the insurance contract (or by obtaining a non-vitiation endorsement from the insurer) with explicitly states that action or inaction by the co-insured does not eliminate the right of an innocent co-insured to recover under the policy.
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4.   THE LOCAL INSURANCE/REINSURANCE ISSUE

Many host countries require insurance for an international project to be issued by local companies. This raises issues of: (a) the financial capacity of the local insurance market; (b) the scope and nature of coverage available in the market; and (c) the creditworthiness of the individual local insurer and its ability to pay proceeds in foreign currency. If there are constraints in the local market, one solution is for the local companies to reinsure most of their coverage with more creditworthy companies which are generally large international insurers. Reinsurance is an arrangement used by insurers to spread the risks that they assume when issuing policies. It is implemented through a reinsurance contract issued by the reinsuring party to the insurance company that originally issued the policy. This latter party is called the primary insurer or ceding party. The primary insurer retains the direct underwriting relationship with the policy holder but is able to shift part of its liability under the original policy to a reinsurer by purchasing reinsurance.

Even if lenders are comfortable with the nature of the reinsurance arrangements, they still may not feel adequately protected. The reason is that any claim by the SPV must normally be made to the local company who is responsible for payment of the full amount of the coverage after collection from the reinsurers. If the local insurer has financial problems, difficulty in collecting from reinsurers 226and/or paying in foreign currency, the SPV (and its lenders) may not receive the full amount owing under the policy. To solve this problem, “cut-through” arrangements can be established which (a) enable the SPV (and the lenders if they are co-insured) to get direct payments from the reinsurers and (b) provide the lenders with security interests in the SPV’s rights under the cut-through. These procedures mean that the SPV or its lenders can “cut-through” the policy with the local insurer in seeking to collect on the policy and to ensure payment in foreign currency.

5.   INSURANCE PROVISIONS IN LOAN AGREEMENTS

Because of its great importance to lenders, loan agreements generally contain a number of provisions relating to insurance. Provisions may include: the right to approve the quality of the insurance companies and terms and conditions of policies; a requirement that the lenders be included in the loss payable clauses; a requirement that a notice of the assignment to the lenders of rights in the policy is endorsed on each policy; the creation of cure rights for lenders in the event that the SPV does not pay the premium; payment of insurance proceeds into a special compensation account; a requirement that any physical damage insurance proceeds be applied to the prepayment of loans; and specification of the method of determining the amount of insurance required.
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6.   BOND INSURANCE

Companies that provide insurance in connection with bond issues in the capital markets are known as monoline insurers. Under bond insurance, the insurance company agrees (for a fee) to make payments to the insured party in the event of a default on the bonds. This has the effect of increasing ratings on the covered bond issues, reducing interest rates and minimizing credit risk for bond investors. This type of insurance is sometimes referred to as a “wrap guarantee” or “cover” and was first used extensively in the US municipal bond market to enhance access to the capital markets by US sub-sovereign entities. It did not gain widespread acceptance in international project financings but was used in a few cases where MDB’s provided “wrap guarantees” to enhance bond issues in local currency for project financings. In the aftermath of the 2008 financial crisis, the credit ratings of the monoline insurers were downgraded and credit enhancement by the monolines dwindled to low levels. As the role of monoline insurance has declined from its pre-crisis high-point, public sector credit enhancement of bond issues has increased. (For details, see discussion the section in Chapter 13 entitled “Impact of Basel III on Source of Funding for Project Finance” and the section below entitled “Public Sector Support for Project Bonds”).

D.   PUBLIC SECTOR SUPPORT

Another important source of third party credit support for private sector loans or equity investment 228in international projects is provided by various public sector entities, including the host government. However, even in cases where a host government provides credit support for project debt, there may be a need for additional support from other public sector parties if the government is not considered to be sufficiently creditworthy or reliable by the lenders. The main providers of this additional support are MDB’s, ECA’s and various specialized bilateral organizations. A variety of different credit support mechanisms are available from these institutions, and some of the more important programs are summarized in this section.

1.   MULTILATERAL DEVELOPMENT BANKS

The MDB’s as a group have several programs that provide varying degrees of support to private lenders and equity investors. The scope and details of the programs vary from institution to institution but they have enough in common so that the following generalizations are possible.

a.  Guarantees: Partial Risk Guarantee

A partial risk guarantee (PRG) is provided to lenders to protect them from loss resulting from SPV default on their loans caused by specified risks of government action or inaction. These risks can include: convertibility and transferability of foreign exchange; breach of contract by a government or a government agency under a project agreement; a government breach of its obligation to pay compensation in the event of the termination of a 229concession; failure to provide needed permits or government approvals; changes in law or regulation; and interference with arbitration. The guarantee becomes callable when the SPV defaults on its loan as a result of non-performance by the government of a specified contractual commitment to the SPV. It should be noted that the partial risk guarantee backs government commitments made to the SPV for the benefit of lenders and not the debt service obligations of private party participants and that the partial risk guarantee is not a direct guarantee of specific debt service payments.

b.  Guarantees: Partial Credit Guarantee

The partial credit guarantee (PCG) is a direct guarantee of debt service owed to the lenders and covers debt service payments against all risks irrespective of the cause of the default. The partial credit guarantee would cover defaults caused by the SPV, the contractor and other project participants as well as by the government and is not limited to breaches by government or government entities of specified government related risks as in the case of partial risk guarantees. The partial credit guarantee is commonly applied to the later maturities of a loan to extend the maturity on private sector loans to international projects.

c.  B-Loan Programs

Under a B-Loan program, a MDB makes a two-tranche loan to the project entity. One tranche is called the “A-Loan” and is funded by the MDB out of 230its resources. The second tranche is called the “B-Loan” and is funded by private sector lenders through participation agreements with the MDB. The private sector B-Loans loans are not guaranteed by the MDB but do share in the preferred creditor status of the MDB which would provide some comfort to the private lender. (For further details on B-Loan programs see the discussion in the section on preferred creditor status in Chapter 20).

d.  Political Risk Insurance

Political risk insurance is provided by multilateral, bilateral and private sector institutions. The programs of the various providers vary considerably in scope of coverage, cost and maturity. However, coverage is generally available in four broad areas: war and civil disturbance; expropriation; currency inconvertibility and transfer; and breach of contract. Other risks that are growing in importance for international projects and covered by some agencies include regulatory risk, non-payment of arbitral awards and sub-sovereign government risks.

A major source of multilateral political risk insurance is the Multilateral Investment Guarantee Agency (MIGA), a member of the World Bank Group. Its insurance provides a relatively broad coverage of political risks including: expropriation and creeping expropriation; adverse regulatory decisions and other materially adverse government or legislative action; governmental breach of a 231contract and non-payment of arbitral awards related to such breaches; physical damage, business interruption or payment defaults caused by war, civil disturbance or terrorist activity; currency convertibility and transfer; and political violence.

e.  MDB Halo Effect

When an MDB participates in a project, it is said to create a halo-effect which may give some comfort to private sector lenders. This reflects the fact that the presence of an international agency may be an incentive for the other project participants (including the host government) to act responsibly.

f.   Currency Devaluation Mitigation

The risk of currency devaluation (as opposed to convertibility or transfer risk) is one of the most difficult project risks to mitigate. It is of particular concern when a project earns local currency but has to repay debt in a foreign currency While currency swaps and forwards can provide some protection, these derivatives are not always available for some emerging market currencies and, when available, can be expensive. Some of the MDB’s have attempted to develop programs that provide protection in cases where currency devaluation has an adverse impact on the project. For example, one method of providing this type of protection is through the creation of an MDB funded liquidity facility that would provide cash to the project in the event that a devaluation of local currency adversely affected hard currency debt repayment. In addition, 232some MDB’s offer assistance in providing currency swap and other derivative transactions to help mitigate currency risk.

g.  Output Based Aid

Some multilateral institutions provide output-based-aid funding (OBA) which enables recipient governments to pay subsidies to low income citizens to purchase essential services like water and power at cost-based prices. The subsidies made possible by OBA are a form of credit support for infrastructure projects that facilitates the financing of a project by improving both the size and quality of a project’s revenue stream.

2.   EXPORT CREDIT AGENCIES

In the aftermath of the financial crisis, export credit agencies have increased their support of international project financing through direct loans and various forms of credit enhancement, including commercial and political risk insurance and guarantee programs that facilitate private loans and project bond issues for international projects. For example, it is common for an ECA to insure or guarantee a commercial bank loan made in connection with the ECA’s loan and/or exports from the ECA’s economy; and this loan is sometimes referred to as a “covered loan.” In addition, the presence of an ECA in a project financing provides an halo effect similar to that provided by the MDB’s. It is hard to generalize further with respect to the ECA credit support programs because there is great 233variation from country to country. For information on the programs of a specific ECA, the reader should check its website to see what types of insurance and guarantees it offers to provide credit support for private sector loans to the project.

3.   SPECIALIZED BILATERAL AGENCIES

A number of countries have specialized agencies that provide products that can provide credit support in connection with international projects. A good example is the US Overseas Private Investment Corporation (OPIC) which is able to provide political risk insurance and guarantees to support both equity and debt for eligible international projects. Other countries also have agencies that can provide various types of insurance, guarantees and foreign exchange mitigation products in support of private funding for international projects. See, for example, the websites of the 15 bilateral agencies that are members of the Association of European Development Finance Institutions (or EDFI).

4.   PUBLIC SECTOR SUPPORT FOR PROJECT BONDS

The prospect of a continued decrease in commercial bank funding and the decreased role of monoline insurers have led market participants and public sector lenders to focus on ways to increase the use of the capital markets to fund international projects. A number of governments and public sector agencies have developed programs to provide 234guarantees and other credit enhancement for project bonds. (For details see discussion the section in Chapter 13 entitled “Impact of Basel III on Source of Funding for Project Finance”).

E.   CHECKLIST OF METHODS OF PROVIDING CREDIT SUPPORT FOR PROJECT LOANS AND BONDS

•   Sound project economics

•   Creditworthy and reliable project participants

•   Appropriate risk allocation among project participants

•   Quality and consistency of the basic project documents

•   Strong sponsor support

[image: images]   Substantial equity contributions

[image: images]   Completion guarantees

[image: images]   Contingent equity for overrun funding

•   Government support

[image: images]   Implementation agreements

[image: images]   Government backstop guarantees

[image: images]   Price subsidies

[image: images]   Shadow tolls and availability payments

[image: images]   Viability gap payments/contributions to capital costs
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[image: images]   Termination payment obligations

•   Contractual credit support

[image: images]   Fixed price, turnkey construction contracts

[image: images]   Strong off-take and supply agreements

[image: images]   Financial covenants in loan documentation

•   Insurance

[image: images]   Commercial insurance covering construction and operational risks

[image: images]   Political risk insurance

[image: images]   Monoline bond insurance

•   Support through various types of guarantees

[image: images]   Completion guarantees

[image: images]   Financial guarantees

[image: images]   Performance guarantees

[image: images]   Specific risk guarantees

[image: images]   Credit guarantees

[image: images]   Letters of credit

[image: images]   Bonding (e.g. surety bonds)

•   Multilateral development bank support

[image: images]   Partial credit and partial risk guarantees

[image: images]   B-Loan programs

[image: images]   Output based aid

[image: images]   Enhancement of project bonds
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•   Export credit agency support

[image: images]   Insurance

[image: images]   Guarantees

[image: images]   Interest rate subsidies

[image: images]   Enhancement of project bonds

•   Bilateral agency support

[image: images]   Insurance

[image: images]   Guarantees

[image: images]   Enhancement of project bonds

•   Security over project assets

•   Direct agreements with lenders

•   Payment trusts and other control accounts

•   Debt service reserve accounts

•   Cash sweeps

•   Hedging of risk through use of swaps and other derivative instruments
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CHAPTER 15

SECURITY OVER PROJECT ASSETS

Previous chapters have considered how credit support for loans is provided to potential lenders through factors intrinsic to the project itself and various types of third party support. This section discusses two additional factors that provide protection and comfort to lenders: (1) how assets of the project are used to provide collateral for loans to the project; and (2) the role of direct agreements in a project’s security package.

A.   PURPOSE OF SECURITY

As an effective method of credit support, security over project assets is generally not as useful as the size, quality and sustainability of the project’s revenue stream or many of the other forms of support discussed previously. Nonetheless, there are several reasons why lenders generally insist on security over project assets. When a lender obtains a security interest, it normally obtains the right to possess and/or sell the collateral on the happening of certain specified events such as SPV payment default. In theory, the lenders could use this right to take control of the project assets and use them to continue to operate the project, or sell them to help repay outstanding debt. However, for the lender to be able to do this effectively, the assets would need to be in good operating condition, have ascertainable value, and be marketable without lengthy 238enforcement proceedings or government consents as a condition of use or sale.

In addition there are other more defensive reasons for taking security in project assets. They are:

•   Priority in Bankruptcy: As secured creditors, lenders would have priority rights in liquidation or bankruptcy;

•   Blocking Rights: Lenders could prevent the SPV from selling the assets or prevent another creditor from acquiring security over the assets; and

•   Negotiating Leverage: The fact that lenders have the right to enforce their security interests is often useful as leverage when negotiating with the SPV, which may mean that debt owed to a security holder is more likely to be repaid.

B.   THE IMPORTANCE OF HOST COUNTRY LAWS

The laws of the host country will generally govern all matters relating to the creation, the perfection (registration or recordation) and enforcement (exercise of remedies) relating to security in project assets. This means that a major issue for legal due diligence is the content of the host country laws relating to security. These laws will vary greatly from country to country and depend, in part, on whether the country has a civil or common law tradition. The threshold question for due diligence is under what circumstances, and to what extent, the 239laws of the host country permit the seizure and sale of project assets or allow a creditor to take possession or ownership of project assets in order to operate the project. In short, how are security interests created, perfected and enforced in the country concerned?

C.   DUE DILIGENCE ISSUES RELATING TO SECURITY

To answer these general questions, a number of subsidiary issues need to be considered, including:

1.   ASSETS SUBJECT TO SECURITY INTERESTS

The threshold question is what kind of assets are available for inclusion in a project’s security package under host country law. Specifically, is collateral or security limited to tangible fixed assets or may security interests be obtained in movable assets and/or intangible assets like concession rights and future assets?

2.   TYPE OF SECURITY INTERESTS

A related question is what types of security interests or instruments are permitted under host country law. For example, the due diligence needs to consider whether any or all of the following instruments can be used: mortgages over land and fixed property; various types of security interests in movable property; a pledge of shares in the SPV; and fixed and floating charges over assets.
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3.   THE FLOATING CHARGE CONCEPT

A floating charge “floats” over the borrowers’ assets and fixes on those in possession when enforced. It enables ordinary business to be conducted before the floating charge fixes by allowing property to flow in and out of the inventory or possession of the debtor. Key questions for due diligence are: whether a lender can obtain a floating charge or whether its security interest has to be fixed on specific assets from the time that it is created; and if floating charges can be created, what assets may it cover?

4.   PROCESS FOR OBTAINING SECURITY INTERESTS

Host countries will have a different formalities and procedures for obtaining security interests, and a part of due diligence is to understand exactly what needs to be done in the country concerned to perfect the interest. For example, what consents are required? Does the lender need to take possession of an asset to perfect a security interest or are non-possessory interests permitted? Are there special signing and notarial requirements? Are there limits on the amount of security? How should the document be registered or recorded? What are the fees and the basis for calculating them?

5.   ASSIGNMENT

Some countries may have restrictions on the assignment of security interests. For example, can the interest be assigned to a trust to be held by a 241trustee for the benefit of the lenders? In the case of syndicated bank loans, permitting such assignment would facilitate changes in the composition of the syndicate without the necessity of re-registering the security each time a bank is added or subtracted. When assigning a contract related to security interests is one also assigning performance obligations or the obligation for prior liabilities associated with the assets such as environmental pollution? An assignment of collateral should, if possible, assign the beneficial rights, but not the duties, to the assignee.

6.   ENFORCEMENT

There is great variation in how security interests are enforced from country to country. The lender due diligence process needs to determine exactly what needs to be done in the host country to convert the lender’s security interest to ownership or control of assets that can used by the lenders or sold for cash to help repay outstanding loans. Security interests will be less valuable to lenders if the host country has lengthy, costly enforcement procedures where the outcome may be uncertain. For example, it is important to determine whether a lender may take possession of an asset and enforce its right in the property without a court proceeding and order.

7.   RIGHTS AFTER ENFORCEMENT

Some countries may place limits on what a lender can do with an asset once it has successfully enforced its rights and taken ownership of the asset. 242For example, can the creditor operate the project as well as sell the assets? Can it assign the asset at this stage? If it wants to sell the asset, does it need court approval and/or do the proceeds of the sale need to be in local currency?

8.   LIMITATION ON THE USE OF SECURITY

The great uncertainties that exist in many host countries in connection with the creation, perfection, and enforcement of security interests and the time and cost involved often diminish the importance of security over project assets in determining a project’s bankability and the terms and conditions of its loans. This is one reason that lenders generally also insist on a pledge of the sponsor’s shares in the SPV which may enable the lenders to exercise the rights of owners and not creditors and, in this way, escape some of the potential limitations inherent in the taking of security.

D.   DIRECT AGREEMENTS

Another problem related to the taking of security over all project assets (including contractual rights of the SPV) is the fact that a party to one of the project agreements may not give its consent to a lender taking an interest in the SPV’s rights under the agreement. A direct agreement is a contract between the lenders, the SPV and/or a party to one of the various project agreements designed, inter alia, to deal with this problem.

The two main purposes of entering into a direct agreement are: (1) to facilitate the ability of the 243lenders to take over a project by stepping into the shoes of the SPV/borrower if it defaults on its loan obligations; and (2) to prevent the parties to the project agreements from terminating them without the consent of the lenders. To accomplish these objectives, clauses commonly found in direct agreements include:

•   consent by parties to the project agreements to the creation of security in, or the assignment of, the SPV’s rights under the project agreements;

•   agreement by the parties not to exercise termination rights without giving notice to lenders;

•   agreement by the parties that they will not terminate the project contract if lenders exercise their security rights;

•   agreement by the parties that the lenders can assume the rights of the SPV under the contracts; and

•   agreement by the parties and the government that all relevant licenses, consents and permits can be transferred to the lenders.

The SPV, the parties to the project agreements and the government generally accept direct agreements as they keep the lenders involved in trying to solve any problems with the operation of the project and may create lender obligations or limits on lender action. As an alternative to direct agreements, it 244may be possible to include provisions creating lender rights in the various project documents themselves and then rely on the contract law doctrine of third party beneficiary which is explicitly recognized by statute in some countries.

E.   TYPICAL PROJECT FINANCE SECURITY PACKAGE

A typical security package for a major project financing would involve security over all of the project’s tangible and intangible property rights and might include:

•   mortgages or other security interests over all tangible property (land, equipment and buildings);

•   an assignment of the SPV borrower’s interest in all project documents, including the concession;

•   an assignment of the SPV borrower’s rights under all insurance contracts;

•   a charge in favor of the lenders over any Collateral Accounts holding security interests or Project Accounts involving collection and disbursement of the project’s cash flow;

•   a subordination agreement for the subordination of all loans made by any subordinated lender;
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•   a share pledge agreement pledging all shareholders share capital in the SPV/Borrower; and

•   any Direct Agreements with parties to the various project documents.
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CHAPTER 16

DERIVATIVES

In recent years, most major international project financings have involved the use of derivative transactions to mitigate financial and commodity risk; and project finance loan agreements often contain covenants requiring the SPV to enter into, and maintain, specified hedging transactions. The material in this chapter is intended to provide an introduction to the use of derivatives in international project financing.

A.   GENERAL CONSIDERATIONS

1.   WHAT ARE DERIVATIVES?

Derivatives are financial instruments that derive their value from some other more basic instrument, asset, or variable which is referred to as the “underlier”. A great variety of different types of underliers are used to provide the basis for determining the value of a derivative instrument. Underliers include: commodity prices, interest rates, a currency, a stock price, a bond price, a stock exchange index, or other financial index or instrument.

When the value of the underlier changes, the value of the derivative instrument will also change. For example, assume that a person has purchased an option to buy a stock (the underlier) for $50. If the price of the underlying stock is below $50, the option is “out-of-the- money” and has no value. 248However, if the value of the underlying stock increases to $60, the option is “in-the-money” and has value which will increase as the stock price increases.

2.   THE BASIC FORMS OF DERIVATIVE INSTRUMENTS

There are several basic types of derivatives which are commonly used as building blocks to create more complex derivative instruments. They are:

•   forward contracts which are agreements to buy or sell a specific amount or value of an underlier at a specified future date at a specified price;

•   futures contracts which are standardized, publicly traded forward contracts that are executed on organized exchanges;

•   option contracts which require the payment of an option premium fee and which grant the holder a right, but not the obligation, to buy (or sell) a specific amount of the underlier on or before a specified date for a specified price;

•   swap contracts which are agreements in which the counterparties agree to exchange future cash flows by making periodic payments to each other for a specified period; and

•   credit default swaps (CDS) which are, in essence, a form of insurance where one party 249obtains protection against a default in a specific underlying loan or security by paying a premium to the seller of the CDS in exchange for the seller’s obligation to pay the buyer of the CDS the amount of any loss resulting from a default (or rating change) on the underlying loan or security.

3.   THE MAIN USES OF DERIVATIVE CONTRACTS

Some basic derivative instruments have been used for decades to hedge risk inherent in business and financial transactions. Hedging is generally defined as engaging in a transaction that offsets (either fully or partially) the risks associated with another event or transaction. Agricultural commodity price risk has been hedged in the U.S. since the mid-1800’s; and in more recent decades derivatives have been used to mitigate interest rate and currency risk, equity and credit market risks, and even weather related events. In addition to hedging to protect against adverse changes in the value of a company’s liabilities or assets, derivatives are used to speculate by assuming risk in an attempt to profit from anticipated changes in the value of the underlier. They are also used to obtain more desirable terms for commercial bank and capital market borrowings and to mitigate credit exposure risks.
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4.   DOCUMENTATION OF DERIVATIVE TRANSACTIONS

The International Swaps and Derivatives Association, Inc. (ISDA), an industry association, has created a set of standardized documents to govern derivatives transactions in an effort to simplify documentation and provide certainty, uniformity, and efficiency in the market. The basic package of documents includes:

•   a standard document known as the ISDA Master Agreement which enables two derivative counterparties to have a single agreement governing transactions that they conduct with each other. The theory is that each individual transaction between the parties is entered into on the basis of the terms and conditions of the Master Agreement and that all individual transactions are combined with the Master Agreement to form a single agreement. The ISDA Master Agreement is a pre-printed agreement that deals with basic issues such as netting and other payment mechanics, standard representations and warranties, events of default creating termination rights, and procedures for termination and calculation of termination values;

•   a Schedule to the ISDA Master Agreement which gives the parties the opportunity to modify and supplement the Master Agreement in order to address issues specific to the parties and the transaction, set forth 251any special conditions precedent to the transaction, deal with various tax and administrative matters, and modify provisions relating to termination;

•   a Credit Support Annex for use in the event the parties are required to provide collateral in connection with their obligations;

•   a confirmation that sets forth the specific economic and financial terms of each individual transaction; and

•   a set of documents containing standard definitions that can be referenced by the parties in conducting and documenting the transaction.

B.   USE OF DERIVATIVES IN INTERNATIONAL PROJECT FINANCINGS

1.   GENERAL

Derivatives are most commonly used in project finance transactions to provide certainty with respect to the level of project cash flows and the revenue stream. Lenders are concerned that the project’s revenue stream might be adversely affected by fluctuations in input costs, the sales price, the interest rates payable by the SPV, and currency rates. The objective of the SPV is to use derivative instruments to turn as many variable payment obligations into fixed payment obligations as possible in order to increase the predictability and certainty of the revenue stream.
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2.   MITIGATION OF FINANCIAL RISKS: INTEREST RATE; CURRENCY; AND COMMODITY PRICE

The main uses of derivative transactions in an international project financing are to hedge interest rate, currency, and commodity price risks. Interest rate swaps are the most common derivative used in international project financings. They, in essence, convert an SPV’s floating rate interest obligations into fixed rate interest obligations in order to eliminate risk to the project’s cash flow from large swings in floating rate interest rates on outstanding loan balances. Likewise, currency swaps and forward contracts are sometimes used to convert the SPV’s debt repayment and other foreign currency obligations from one currency to another. In addition, an international project financing is often subject to the risks of commodity price fluctuations; and these risks are often hedged by using forward or futures contracts or through commodity swaps.

Specific examples of the use of derivatives in project financing include: a coal fired power project that uses forward contracts to hedge risk for both the price at which it sells electricity and the purchase price of coal and other input costs; a gold mining project that uses derivatives to hedge against the risk of a fall in gold prices; and a contractor that uses the forward markets to hedge against possible foreign exchange losses in connection with the purchase of major equipment that might result from currency movements 253between the time the purchase contract was signed and the time of delivery.

3.   MITIGATION OF WEATHER RISK

Weather is often an important factor in affecting supply and demand in both fossil fuel and renewable energy projects; and derivative contracts can be used to hedge against weather events that may affect a project’s cash flow and revenue stream. For example, derivatives are used to hedge against (1) changes in temperature patterns (e.g. an unusually cold summer) that reduce demand for electricity; or (2) deviations from predicted patterns of wind or sun that would reduce renewable energy output.

4.   MITIGATION OF CREDIT RISK

Credit risk in financial transactions can be mitigated by the use of credit default swaps. A credit default swap is a derivative instrument that provides a means to reduce (or increase) credit exposure between two parties without disposing of (or acquiring) any underlying obligations. In a project finance context, a lender might want to reduce the credit exposure it has to a particular project as a result of an unusually large loan to the SPV. Theoretically, it might do this by using a credit default swap. For example, the lender (called the Credit Protection Buyer) would purchase credit protection from a Credit Protection Seller (often a large financial institution) relating to the loan (called the Reference Obligation) to the SPV (called 254the Reference Entity). The terms of the transaction would require the lender to pay a periodic credit default swap fee to the protection seller; and if a specified Credit Event occurred (e.g. the SPV defaulted on its loan), the Credit Protection Seller would compensate the lender for its loss.

5.   LOAN AGREEMENT PROVISIONS DEALING WITH DERIVATIVES

Most project loan agreements now contain provisions relating to the use of derivatives in connection with the project. These provisions may include: a specific requirement that the SPV use derivative transactions to protect against specified project risks; requirements as to the quality and creditworthiness of the SPV’s counterparties; restrictions on the provision of security or collateral to derivative providers in a way that would give them a priority over the lenders; and protection against loss in the event that a provider of derivatives to the SPV defaults. In addition, the lender due diligence process needs to compare the provisions of the loan agreement and the swap documentation to ensure that there are no mismatches in their terms such as inconsistent event of default provisions.

6.   LIMITS ON THE USE OF DERIVATIVES IN INTERNATIONAL PROJECT FINANCINGS

While the use of derivatives can be an effective way to hedge against project risks, there are some limits on their use in international project 255financings. For infrastructure projects that earn only local currency, it may be difficult to enter into currency swaps between a host country’s local currency and the currency of debt repayment as the markets for this type of local currency/international currency swap are often limited and/or very expensive for some currencies. In addition, concerns about the creditworthiness of the SPV or the project may make derivative transactions impractical because the other parties to the transaction may not be willing to accept the SPV as a counterparty without excessive collateral or compensation. Providers may also require security in connection with derivative transactions that may limit their use in a project finance transaction if lenders are not willing to share security with hedge providers.

7.   ADDED RISKS INVOLVED IN THE USE OF DERIVATIVES

While derivative transactions may help mitigate certain types of project risks, they can also add new risks that need to be monitored. For example, interest rate and currency swaps involve the swapping of future payment streams; and each party to the swap is exposed to a counterparty risk in that the other party may not make timely payment on its obligations. To protect against this risk, parties use banks as intermediaries, one or both of the parties may be required to post collateral, and the SPV’s counterparty may claim that it should become a secured party under the project’s existing security arrangements and have voting rights under the Intercreditor Agreement. In 256addition, if for some reason, the swap needs to be terminated and unwound, there will be termination payments and other costs to one or both of the parties that are known as ‘breakage” costs that will need to be paid and which are often substantial.

C.   INTERCREDITOR ISSUES RAISED BY HEDGE PROVIDER INVOLVEMENT

When hedge providers and hedging contracts are involved in the project, a number of intercreditor issues are raised. For example, in many cases the providers of the hedging transactions are also lenders to the SPV which raises conflict of interest and other issues concerning their relationship to the other lenders to the transaction. The specific issues will vary with the project and the nature of the hedging transaction, and a number of the common matters that need to be considered by the lawyers for both the lenders and the hedge providers are set forth in Chapter 21 dealing with intercreditor issues.
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PART VI

FINANCIAL DOCUMENTATION
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CHAPTER 17

OVERVIEW OF FINANCIAL DOCUMENTATION

This chapter begins consideration of the “finance side” documentation for a major international project. The final negotiation of the package of financial documents is one of the last stages of a long process of project preparation. It generally means that an overall financial plan has been agreed and the lenders are satisfied that the project has been made bankable as a result of sound economics, appropriate risk allocation, an integrated set of project documents and the provision of any needed supplemental credit support and security.

A.   THE FUNCTIONS

The package of project documents is designed to help allocate risk, create the revenue stream and lay the foundation for a bankable project. The basic functions of the package of financial documents are to:

•   create obligations for the provision of equity, including assurances to lenders that the equity will be available when needed;

•   set forth the mechanics and terms and conditions on which loans are made, utilized, and repaid;

•   provide for the protection of lenders by, inter alia, giving lenders the right to refuse disbursement or require immediate 260repayment of outstanding loan principal if specified conditions are not maintained or if certain events occur;

•   provide lender control over the actions of the SPV;

•   govern relations among the banks in a syndicated loan and between the borrower and the lending institutions;

•   isolate and protect the revenue stream for the benefit of the lenders;

•   provide credit support and security to ensure loan repayment; and

•   establish the rules governing relations among different types of creditors.

Lenders receive approval from their loan committees or boards on the basis of various assumptions as to how the project will be structured and carried out, and they are concerned about potential changes to the project that might invalidate these assumptions and compromise loan repayment. The financial documents establish mechanisms that give the lenders the right to strictly control the actions of the SPV with respect to the project and to prevent any action that might jeopardize the maintenance of the revenue stream or divert it to other uses that might affect the repayment of their loans. In short, lenders use the financial documentation to: (1) “freeze” the project and project documents in place so that they will remain the same as when the lenders approved 261their loan; (2) control the project and permit any material changes only with the consent of the lenders; (3) create events of default which act as early warning signals that something is wrong with the project and give them the right to suspend disbursement and/or declare their loans immediately due and payable if such a default occurs; and (4) provide credit support in the form of guarantees and security which can be called upon if revenue is inadequate to repay the loans.

B.   TYPES OF FINANCIAL DOCUMENTATION

There is no standard package of financial documentation. However, the documents that are used generally fall into five broad categories as follows:

1.   Documentation Relating to Equity Funding.

2.   Basic Loan Agreement Documentation.

3.   Documentation related to Capital Market Transactions.

4.   Documentation to Govern Intercreditor Relations and Coordination of Funding.

5.   Credit Support and Security Documentation.

The specific documents used in each of these categories may vary from project to project depending on the nature of the transaction and the nature of the lending institutions involved.
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Some of the more common documents in these categories are summarized in the remaining sections of this chapter and in Chapters 19–21.

1.   EQUITY DOCUMENTATION

The quantity and complexity of the documentation required in connection with the provision of equity is substantially less than that required to document a project’s debt finance. The exact nature and amount of the documentation required will vary from project to project depending on lenders’ perception of the credit risk inherent in their loans and their assessment of the financial capacity of the sponsors and other potential equity providers.

In some cases where the equity providers are financially strong and reliable, documentation may be limited to the obligation to provide equity contributions contained in the Agreement Among Shareholders or Owners and/or in a separate Equity Subscription Agreement. In other cases, lenders may require further assurances that equity will be forthcoming when needed and require: (1) a Sponsor Support Agreement containing, inter alia, a commitment to provide contingent equity to cover cost overruns; (2) a bank letter of credit to back the equity commitments made by the sponsors and other shareholders; and/or (3) quasi-equity in the form of subordinated loans. In order to meet their equity commitments, the sponsors themselves may, for various reasons, find it advantageous to enter into separate Equity Bridge Loans to borrow the 263funds needed to meet their equity commitments during the construction process.

Issues that sometimes arise in connection with the provision of equity include: (1) the timing; (2) whether equity is paid to the SPV borrower directly or via a special trust or project account that hold the funds until needed; and (3) the need for a Share Retention Agreement to ensure continued sponsor commitment to the project. Lenders generally prefer that all equity is paid-in upfront into a special account to segregate and hold the funds and that sponsors agree to retain a certain percentage of their shares during the project, generally 100% during construction and a majority thereafter unless the lenders approve a transfer. Sponsors, on the other hand, prefer to provide equity pari passu with disbursement of debt to meet project expenditures (and not upfront into a special holding account) and want to retain flexibility to sell whenever and to whomever they want.

2.   LOAN DOCUMENTATION

Loan agreements are the central documents in the package of agreements used to provide financial documentation in international projects. The various categories of lenders discussed in Chapter 13 will have different types of loan documentation based on their mandates and sources of funding; and individual lending institutions within these broad categories will have their own preferred version of a loan agreement. However, all of the agreements will have a large number of clauses in 264common. For example, commercial bank, MDB, ECA, and DFI loan agreements all need to deal with such basic issues as the mechanics of disbursing and repaying loans, conditions precedent to effectiveness and drawdown of funds, covenants of the borrower, events of default and the administration of the loans. Commercial banks have been the main source of funding for international projects so the documentation for a syndicated commercial bank loan will be used to illustrate the documentation commonly used in all types of project finance loans—recognizing that practices for public sector lenders may be somewhat different in form if not in substance.

The package of documents for a syndicated loan includes the basic loan agreement plus a number of ancillary documents. Because most major project financings utilize several sources of financing, it is necessary to have documentation to coordinate and control the disbursement and repayment of funds, collect and allocate the project revenue, coordinate relations among the various providers of finance and to deal with the taking and enforcement of security. The basic syndicated loan agreement will include provisions dealing with some of these issues. However, it is generally necessary to have additional documentation dealing with various aspects of coordination, administration, and credit support and security. The documents related to coordination and administration include the Common Agreement, project account agreements, agency and trustee agreements, and intercreditor agreements. With respect to credit support and 265security, the agreements used include: bank letters of credit; mortgages and other liens; pledges; collateral trust agreements; and project accounts relating to project assets and income flow. Other commonly used credit support documents include: sponsor completion guarantees; other types of guarantees, bonding and surety agreements; insurance policies; direct agreements; and agreements related to derivatives. The agreements involved in documenting, administering, and coordinating loans are considered in more detail below in Chapters 18–21.

3.   DOCUMENTATION FOR CAPITAL MARKET FUNDING

There are various methods and instruments used to raise funds for a project financing in the capital markets. Unlike commercial bank loans, most capital market instruments are considered to be “securities” and subject to special regulatory and documentation requirements in most countries. The exact requirements will vary from country to country depending on the regulatory and legal regime governing the securities markets and market practices for underwriting and issuance. In the US markets, the main methods for obtaining project funding from the capital markets have been: a traditional underwritten fixed rate bond issue; municipal bonds; a Rule 144A transaction with institutional investors; and a more traditional private placement with institutional investors. Each of these methods has different Securities and Exchange Commission registration requirements 266and different documentation requirements and practices.

In recent years, the most common means of raising funds for international projects in the US capital markets has been a Rule 144A transaction which is a placement with institutional investors that is exempt from registration under US securities laws. It involves two stages: (1) the sale by the issuer (e.g. the SPV) of securities to an investment bank (or banks) in a traditional private placement transaction in reliance on a Section 4(a)(2) or Regulation D exemption under the Securities Act and (2) the resale of the securities by the original purchasers to qualified institutional buyers (QIBs) pursuant to the exemption provided by Rule 144A. The process and primary documentation for such a transaction includes:

•   a letter for the appointment of an investment bank to take the lead in organizing the transaction;

•   if a rating is required, documentation needed in connection with obtaining a rating for the security being issued;

•   a Preliminary Offering Memorandum which is used by the lead investment bank to solicit purchasers;

•   preparation and signing of a Purchase Agreement between the issuer and the initial stage-one-purchasers of the securities. (The Purchase Agreement governs pricing and other terms and conditions relating to the 267purchase and is similar to an Underwriting Agreement in a public offering);

•   confirmation of orders on the basis of a Final Offering Memorandum which includes final terms and conditions;

•   a Trust Indenture between the SPV/Issuer and a Trustee for the security holders setting forth, inter alia, the details of the terms and conditions of the security being issued along with the form of the actual security being issued;

•   preparation and delivery of legal opinions, an accountant’s comfort letter and other documents to be delivered at the closing; and

•   in addition to the documents specific to the 144A transaction, the Bond Trustee may also be a party to both the Intercreditor and Collateral Trust Agreements discussed below.

The US documentation requirements for a public offering of securities would have significant differences from those of a Rule 144A offering due to the nature of the transaction and different SEC requirements and market practice. Each non-US market in which bonds were issued would have its own legal and documentary requirements and practices.
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4.   DOCUMENTATION TO GOVERN INTERCREDITOR RELATIONS AND COORDINATION OF PROJECT FUNDING AND COLLATERAL

Complex international project financings generally involve more than one type or group of lenders (e.g. commercial banks, MDB’s, ECA’s and bondholders); and within these groups there is generally more than one institution providing funds as, for example, in the case with commercial bank syndicated loans and bond issues. Documentation is needed to govern the relations among the various creditor groups, the relations among the individual lenders within each group and the coordination and administration of the funding and collateral. The relations among creditor groups are governed by an Intercreditor Agreement, and the relations among individual lenders in each group are generally governed by terms contained in the syndicated loan agreement in the case of syndicated loans or the Trust Indenture in the case of capital market transactions. The coordination and administration of funding and collateral is done through the collective provisions in (a) a Common Agreement among lenders governing key terms and conditions of loans for a project, (b) the basic syndicated loan agreement for the project; and (c) separate Agency Agreements for the administration of the loan and any collateral.
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CHAPTER 18

SYNDICATED LOANS

Commercial banks have been the main source of funding for international projects, and syndicated loans have been the main form of commercial bank lending. For this reason, this chapter and the next utilize a commercial bank syndicated loan to illustrate the basic loan documentation process and a number of the basic concepts and clauses found in most loan documents. This chapter deals with the process of arranging and documenting a syndicated loan, and the next chapter deals with the structure and the key substantive clauses typically found in project finance loan documentation.

A.   INTRODUCTION TO SYNDICATED BANK LOANS

1.   NATURE OF SYNDICATED LOANS

Syndicated loans are transactions in which a group of banks (and often non-bank institutional lenders) join together to provide funds to the borrower. Although there may be a large number of banks and non-bank institutions participating in the transaction, the loan is governed by a single loan agreement that is generally a very complex document that can be daunting for any lawyer. Each of the banks agreeing to participate as syndicate members would have a several obligation to lend, and its relationship with the borrower would be direct or indirect depending on the type of 270syndication. A direct syndication means that each bank in the syndicate has direct privity of contract with the borrower and is a signatory to the loan agreement. An indirect syndication is one where only the lead bank has privity of contract with the borrower and the rest of the banks provide funding through participation agreements that they each sign with the lead bank and which govern their rights and duties in the transaction.

2.   THE FUNCTION

The essence of any loan transaction is simple: a promise to lend money and a promise to repay the money with interest at an agreed time or times in the future. The basic function of any loan agreement is to document the transaction by (1) setting forth the terms and conditions on which the loan is made, utilized, and repaid and (2) establishing the mechanics for disbursement and repayment. It could be a simple 1–2 page promissory note or a 100–200 page document. Syndicated loan agreements for international project finance are generally very lengthy documents because, in addition to the basic mechanical terms, they may contain several different tranches or facilities and clauses designed to control the actions of the SPV, provide for loan administration, and deal with some intercreditor issues.

3.   THE TYPES

There are two basic types of syndicated loans: revolving and term loans. A revolving facility 271permits a borrower to drawdown all or part of the principal amount of the loan, repay the amount drawn, and then reborrow the amount repaid if needed. In contrast, a term loan does not permit repayment and reborrowing of the repaid amount once a disbursement has been made. In addition, a syndicated loan is often divided into separate tranches or facilities which perform different functions by funding different stages or needs of the project. For example, a syndicated loan may have separate tranches or facilities for different currencies, a letter of credit facility, a swingline tranche, or a working capital facility. These tranches or facilities may have different drawdown procedures, maturities, and repayment schedules which adds further complexity and complicates the drafting of multi-tranche syndicated loan agreements.

B.   THE PROCESS

1.   MANDATE LETTER

The bank that is selected by the sponsor to organize the syndicated loan is generally called the Mandated Lead Arranger; and this bank enters into a letter agreement called either a Commitment or Mandate Letter with the sponsor and/or SPV borrower. The loan may be either (1) fully underwritten by the lead bank which means that it commits to provide the full amount of the loan on its own even if it is not successful in finding other banks to provide part of the loan or (2) undertaken on a best-efforts basis which means that there is no 272commitment to provide the specified amount if the lead bank is not successful in finding other banks to participate. The letter will indicate the nature of the lender’s commitment (i.e. underwritten or best efforts) and deal with such other issues as the nature and size of the commitment of the lender and the amount it plans to keep on its books, the indicative terms and conditions of the loan, the fees payable to the lender, the borrower’s obligation to pay lender expenses and the conditions precedent to the lender’s obligations (e.g. satisfactory due diligence and absence of any material adverse change).

In addition, the letter often contains clauses designed to enhance the prospects of a successful financing. The two most common are the “clear market” clause that restricts the borrower’s freedom of action and the “market flex” clause which provides lender flexibility. A typical clear market clause would require the sponsors to agree that neither they, nor any of their affiliates, would engage in arranging or syndicating any other financing in any financial market during a specified period while the financing of the project is being syndicated or arranged. The purpose of the market flex clause is to give lenders the flexibility to change the terms and conditions agreed with the sponsors and the SPV in order to improve the possibility of success in the face of changing market conditions. It would give the lenders discretion to change pricing, structure and other terms in order to ensure a successful syndication.
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2.   PRELIMINARY TERM SHEET

At some stage early in the syndicated loan process a Preliminary Term Sheet would be prepared. The term sheet would set forth proposed terms and conditions for the loan and serve as a starting point for sponsor and lender reaction and ultimate negotiation of final loan terms and conditions. The initial term sheet might be prepared in connection with a competitive process for selecting the lead bank or after this bank has been selected and has an opportunity to advise on the most appropriate terms and conditions given the market conditions at the time. The term sheet is an outline of the proposed basic terms of the financing and constitutes the beginning of more formal negotiations on the detailed terms and conditions of the loan documentation. Although it is not generally regarded as a legally binding document, the borrower should involve its counsel in the negotiation and review of the document so that it fully understands the legal implications of what the lenders are offering and seeking.

3.   INFORMATION MEMORANDUM

Once a term sheet has been agreed, the Lead Arranger will then begin to contact other banks (and in some cases Term Loan B institutional lenders) to see if they would be willing to participate in the syndicate and provide funding for the project. As part of this process, the Lead Arranger, working with the sponsor and its financial and legal advisors, would prepare an Information 274Memorandum for circulation to banks invited to consider participation in the loan. The memorandum is generally a lengthy document that contains, inter alia, a description of the project, a summary of the terms of the key project documents, pro forma financial information, the nature of the expected market for the output of the project and the indicative terms and conditions of the loan (often by attaching a copy of the Term Sheet that had been negotiated by the borrower with the Lead Arranger). The term sheet then is often modified to accommodate the input and feedback from the prospective participants in order to increase the success of the syndication.

4.   FORMATION OF THE SYNDICATE

After receiving input and indications of interest from prospective participants, the Lead Arranger then finalizes the syndicate structure by establishing (1) brackets or tiers and (2) titles for the banks participating in the syndicate. The tiers and titles are based on the size of a bank’s participation and the role that the bank plays in the transaction. For example, a bank that acts as an underwriter will generally be designated as an “arranger” and whether it is Mandated Lead Arranger, a Lead Arranger, a Co-Arranger or Arranger will depend on the size of the underwriting commitment. Banks that provide funds but do not act as underwriting banks receive different designations such as managers or simply providers or participants. In addition to titles based on size of underwriting and/or lending 275commitments, some syndicate members are assigned titles depending on various functions that are provided in connection with the syndication. For example, there is an Agent (often the Mandated Lead Arranger) that performs various administrative and communication functions in connection with the ongoing operation of the syndicate. In addition, a bank will act as the “bookrunner” who performs various administrative duties in connection with the execution of the syndication process (e.g. issuing invitations, circulating the Offering Memorandum and other information to potential participants, keeping track of the progress of the syndication and the payment of commitments, allocating and paying fees and helping in making allocations in the case of oversubscription). Finally, banks in the syndicate may be given responsibilities for dealings with lawyers, engineers, insurance advisors and other specific functions. These banks are given specific titles such as, for example, the Documentation Bank, the Technical Bank, and the Insurance Bank. A bank’s place and title in the syndicate is important to the bank in that it determines the fees that it will earn by participating in the transaction (in addition to the interest on its loan) and is a factor in determining the bank’s place in the various League Tables which indicate ranking among peers.

5.   LOAN AGREEMENT AND COMMON TERMS AGREEMENT

Once the syndicate is finalized, the Mandated Lead Arranger will negotiate a final Loan 276Agreement with the SPV borrower based the agreed Term Sheet. In addition, where a number of different types of lenders are involved (e.g. ECA’s, MDB’s or bilateral development lenders) an effort will be made to negotiate a Common Terms Agreement or Common Agreement in which the various lenders agree to use the same terms and conditions for issues that are commonly found in all loan agreements (e.g. drawdown mechanics, payments, conditions precedent, representations and warranties, covenants and events of default). In addition to the Common Terms Agreement, each lender will enter into a Separate Facility Agreement with the borrower dealing with the terms and conditions unique to its loan.

6.   CLOSING

The final step in the loan documentation process is the Closing where the Loan Agreement and other documents are signed. The initial disbursement under the loan may or may not take place at the closing depending on whether all of the conditions precedent have been met. Two of the key documents prepared by the lawyers in connection with the closing—the Closing Memo and various Legal Opinions which will be a condition precedent to the effectiveness of the loan agreement and to disbursement—are discussed in Chapter 20.
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C.   FUNDING OF SYNDICATED BANK LOANS

In order to understand some of the clauses in syndicated loan agreements, it is important for project finance lawyers to understand the assumptions that are made as to how banks that participate in syndicated loans obtain the funds that they provide to the project. In recent years, the market for syndicated loans has become more similar to other types of debt markets with the increased use of ratings, participation of non-bank investors (e.g. the so called Term Loan B institutional investors) and increased loan securitization and secondary market trading in loan obligations. In spite of these developments, many of the terms of the standard syndicated loan agreements are based on the assumption that the lending banks “match-fund” their loans to the project by taking deposits from other banks or financial institutions in the interbank market in amounts equal to their disbursements to the borrower. The banks then “relend” the amount of the deposits to the project borrower. The interest rate that the bank charges on its loan to the SPV is in theory based on the interest rate that the bank had to pay in order to attract deposits. In the London market this rate is known as the London Interbank Offered Rate or LIBOR, and there are similar rates for the interbank markets in other major financial centers.

The interbank markets in which the banks are assumed to fund their loans are short term—with 278the most common maturities for deposits being 1, 3 or 6 months. This means that the lending bank would theoretically need to repay its deposit liabilities in the interbank market as they mature unless it was able to roll-over or refinance these deposits. Since syndicated loans for project financings are much longer term, each loan that a bank makes to the project is, in theory, broken down into a series of short term loans that are assumed to be rolled over and whose interest periods match the term of the deposits used to fund the loan. The interest charged in each period is based on the interbank market deposit rate for that period (plus a spread based on the lender’s perception of risk). As a result, the interest rate the SPV pays changes every few months over the life of its match-funded loan and for this reason is said to be a “floating rate”. These concepts underlie syndicated loan agreement clauses relating to determination of the rate of interest, the method and timing of requesting drawdowns, borrower options on interest payment dates, and the various market disruption, margin protection, and broken funding clauses discussed in the next chapter.
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CHAPTER 19

STRUCTURE AND SUBSTANTIVE CLAUSES OF SYNDICATED LOANS

A.   THE GENERAL STRUCTURE OF LOAN AGREEMENTS

Although commercial bank trade associations (e.g. The Loan Syndications and Trading Association based in New York and the London based Loan Market Association) have produced standardized loan agreement provisions and recommended forms of syndicated loan agreements, there is no universal standard or model loan agreement for international project financings. Complex international project financings often have several different types of lenders who would prefer to provide finance using their own form of loan documentation. Nonetheless, all lenders will have to deal with a number of the same issues, and many use the same or similar clauses. There are different ways of categorizing the various issues and clauses found in loan agreements; and one useful way to provide some order to the loan documentation is to divide the clauses into broad groups according to the function that they perform as in the following checklist.

•   Basic terms of the loan

[image: images]   loan amount

[image: images]   interest rate

[image: images]   interest period
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[image: images]   interest rate calculation method

[image: images]   spread and fees

[image: images]   maturity

[image: images]   grace periods

[image: images]   amortization schedule

[image: images]   currency options

[image: images]   repayment options

[image: images]   prepayment

[image: images]   penalty interest

•   Mechanics of drawdown and repayment

[image: images]   conditions precedent to drawdown

[image: images]   minimum drawdown amounts

[image: images]   advance notice requirements

[image: images]   role of the agent bank

[image: images]   required legal opinions

[image: images]   repayment procedures

•   Lender protection and control over the actions of the borrower

[image: images]   conditions precedent to drawdown

[image: images]   representations and warranties

[image: images]   covenants

[image: images]   events of default

[image: images]   change of circumstances clauses
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[image: images]   margin protection clauses

[image: images]   choice of law and forum for dispute settlement

[image: images]   maintenance of insurance obligations

[image: images]   reserved discretion clause

•   Remedies

[image: images]   events of default

[image: images]   suspension of disbursement

[image: images]   loan acceleration

[image: images]   enforcement of security

•   Loan administration

[image: images]   agent bank

[image: images]   communications between SPV and the various lenders

[image: images]   loan repayment procedures

[image: images]   amendments and waivers

[image: images]   assignments of loans

•   Relations among lenders

[image: images]   role of the agent bank and its duties

[image: images]   pari passu or ratable treatment

[image: images]   decision making

[image: images]   voting majorities
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•   Miscellaneous

[image: images]   definitions

[image: images]   special tax issues

[image: images]   dispute settlement

[image: images]   waiver of immunity

B.   KEY CLAUSES COMMONLY FOUND IN SYNDICATED LOAN AGREEMENTS

This section summarizes several of the key clauses listed above that are commonly found in syndicated loan agreements and related documents. Some are unique to commercial bank loan documentation but the majority would also be found in the loan agreements of other types of lenders to international project financings. All of the summaries are highly simplified and intended to convey the general concept and not the nuances or details of the clauses.

1.   MAIN LENDER PROTECTION AND CONTROL CLAUSES

When considered together as an integrated group of related clauses, the representations and warranties, conditions precedent, covenants, and events of default clauses of a loan agreement work together to provide significant protection for lenders and enable them to exert significant control over the actions of a project finance borrower. This section describes how this protection and control is provided.
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a.  Representations and Warranties

This clause contains a long list of factual assertions on which the lenders would have relied when deciding to make a loan to the project. The purpose of this recitation of facts is to provide a basis for protection to the lenders by (1) assuring them that the project structure and assumptions that served as the basis for their credit decision are true and (2) creating a basis for lenders to suspend further disbursements or accelerate their loans by making breach of a representation or warranty an event of default under the loan agreement. The borrower is, in essence, saying to the lender that the facts on which you relied in making your loan are set forth in a representations and warranties clause and that they are true when made or deemed to have been made (e.g. on the date of each disbursement under the loan).

b.  Conditions Precedent

The purpose of the conditions precedent section is to list the various conditions that the borrower needs to satisfy before the lenders have an obligation to lend and the borrower can access funds under the loan agreement. The conditions are designed to provide lenders assurance that all the key contracts and other essential elements of the project are in place and valid and that the project will be able to operate as expected. The conditions may relate to documents (e.g. the receipt of legal opinions) or performance (e.g. all required equity has been paid-in) or the continued veracity of the 284representations and warranties (i.e. one of the conditions precedent to disbursement will always be that all representations and warranties are true as of the date of disbursement).

Conditions precedent are generally divided into two categories: conditions precedent to the first drawdown and conditions precedent to subsequent drawdowns. For both the initial and subsequent drawdowns, a lengthy set of conditions must be met; and for the subsequent draws some additional conditions may be required. In order to satisfy the conditions precedent to drawdown, the borrower must provide (1) evidence satisfactory to the lender that they have all been met and (2) legal opinions as to the validity and enforceability of the loan agreement and all other key documents relating to the project.

c.  Covenants

The purpose of the covenant clause section is to provide assurance and protection to the lenders by obtaining various undertaking from the borrower relating to its future, post-disbursement action (or inaction) affecting the project. The covenants generally include agreement to: (1) take certain positive steps (i.e. affirmative covenants like provision of financial information and projected budgets and compliance with specified financial ratios) or (2) refrain from taking action that might impair the lender’s interest in the project (e.g. negative covenants prohibiting the SPV from incurring additional debt, paying dividends unless 285financial ratios are met, and creating security over project assets). In essence, the covenant sections help “freeze” the SPV borrower and the project structure in the condition that they were in when the lender first made the loan, ensure that no changes are made without lender consent, and provide assurance to the lenders that the project will be carried out efficiently and in accordance with sound industry practice.

d.  Events of Default

The events of default are a list of specified events (or triggers) which, if they occur, create a mechanism for the lenders to cut their losses by stopping any further disbursement, accelerating the loan by declaring all outstanding loan balances immediately due and payable, and enforcing any security interests held by the lenders. The occurrence of some events of default give the lenders the right to accelerate immediately, but most require that the lender take positive action by providing notice to the borrower and giving it a specified period of time to cure the default before the lenders’ rights to exercise their remedies arise. The typical sequence is: an event that could become an event of default occurs; the lender declares a default and provides notice to the borrower; any grace or cure period takes effect; and, at the end of the period, the lender may (but is not required to) take protective action by exercising the remedies noted above or grant a waiver.
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The event of default clause creates an enforcement mechanism for a breach of the representations and warranties and covenant clauses because an event of default is created if a representation and warranty turns out to be untrue or a covenant is breached. In addition, the mere existence of an event of default also improves the lenders’ bargaining position as the threat of declaring a default may help the lenders to negotiate a solution with the borrower in the event that they do not want to accelerate. Finally, when the borrower defaults—even if on a minor matter, it serves as an early warning system that there may be more fundamental problems with the project.

e.  Loan Acceleration

Once an event of default has occurred, the acceleration clause provides lenders with the ability to (1) declare the amount of the loan that is outstanding (together with any accrued interest and other sums owed by the borrower to the lenders) to be “immediately due and payable”, (2) cancel any undrawn portion of the loan, and/or (3) enforce security. This ability to accelerate loans is crucial for lenders in order to protect their interests in bankruptcy. Without this ability, the future loan repayments under the loan agreement would not constitute debt that was due and unpaid to serve as a basis for a priority claim in bankruptcy; and the lender might be left with a contingent claim only.
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f.   Summary of Main Protection and Control Clauses

The protections that these interrelated clauses provide for lenders can be summarized as follows:

•   The representations and warranties clause assures the lender that the various facts on which it made its lending decision are true as of the date of signing of the loan agreement and as of the date of each disbursement of the loan;

•   The conditions precedent clause establishes a list of documents to be provided in form acceptable to the lenders, various actions that need to be taken by the borrower, and conditions that need to exist (e.g. all representations and warranties are true) before the lender has any legal obligation to disburse the loan;

•   The covenants are the key provisions that control the action (or inaction) of the borrower by specifying actions that the borrower must take (or refrain from taking) once the loan has been disbursed; and

•   The events of default clause creates protection for the lender by specifying events or conditions that act as triggers which can be used to activate an enforcement mechanism that enables lenders to minimize any losses from the breach of representations and warranties or covenants by suspending 288further disbursement, accelerating the loan, and enforcing security.

The sections on conditions precedent, representations and warranties and covenants are generally lengthy and contain long lists in the nature of checklists of items which must be complied with by the borrower. The precise items that are included in these general clauses would vary from project to project, but an example of the types of specific items covered in each category is found in the table of contents of a typical common terms agreement found in Appendix 7.

2.   OTHER LENDER PROTECTION AND CONTROL CLAUSES

a.  Reserved Discretion

The purpose of a reserved discretion clause is to give lenders the right to restrict the ability of the SPV to exercise various rights under the project agreements. The lenders want to be able to prevent any change in the project structure which might have a negative effect on the project’s revenue stream and cash available for debt service. Areas where lenders often reserve the right to make decisions (or to veto SPV decisions) with respect to the project agreements include: termination; issues relating to payment; issues relating to force majeure and insurance; SPV consent to a change order in the EPC contract; and the right to issue or approve a certificate of completion with respect to construction. Often the lenders are not satisfied 289with the protection and control afforded by a reserved discretion clause because of the lack of privity of contract with the other parties to the project agreements; and this may lead them to seek direct agreements with each party to the key project agreements to obtain privity and greater control over the project agreements. (See Section D on “Direct Agreements” in Chapter 15).

b.  Derivative Transactions

Lenders often require the borrower to enter into derivative transactions to protect against various risks inherent in the project (e.g. interest rate risk, currency risk and commodity-price risk). In other cases, the borrower itself may elect to enter into a derivative transaction to protect itself against these risks. In this latter case the lender may insert provisions into the loan agreement to provide protection against some of the risks that the borrower incurs in derivative transactions such as counterparty risks or the need to provide collateral to secure its obligations to the derivatives provider.

c.  Right of Set-Off

A set-off clause gives the lender the right to set-off (or reduce) any amount that it might owe to the borrower by the amount that the borrower owes to the lender under the loan agreement. For example, if the borrower had a deposit with a lending bank, that lender could reduce the amount of any deposit based liability it might have to the borrower by the outstanding amount the borrower owed under the 290loan agreement. However, if the exercise of set-off rights enables a bank to receive amounts in excess of its pro rata share of principal and interest under the loan agreement, it might have to share this amount with the other banks in the syndicate under the sharing clause (See section on “Sharing of Payments Clause” below).

3.   CHANGE OF CIRCUMSTANCES CLAUSES

There are a number of clauses, sometimes called “change of circumstances” clauses, designed to provide protection and/or compensation to lenders when events occur which change the underlying assumptions of the loan transaction. Two of the more important are:

a.  Illegality

This clause is designed to deal with cases where it may have become illegal for a lender to continue to make loans (e.g. lending to a particular country is prohibited for political reasons). If such illegality occurs, the lender is relieved of its obligation to continue to advance funds; and, if funds have already been advanced before the activity is made illegal, all the outstanding amounts become due and payable.

b.  Material Adverse Change

The purpose of this clause is to protect lenders by enabling them to declare an event of default if the lenders believe that there has been a development that results in an adverse change in circumstances 291which has a material effect on the condition of the borrower or on its ability to comply with its obligations under the agreement. The lenders collectively decide whether there has been such an adverse change, but the decision must be reasonable and taken in good faith.

4.   MARGIN PROTECTION CLAUSES

Margin protection clauses deal with those changes in the assumptions prevailing at the time of the loan which affect the lender’s spread or profit on the transaction. They are designed to ensure that the lenders suffer no financial loss as a result of the changes.

a.  Increased Cost

The purpose of this clause is to pass on to the borrower any increased costs that a lender might experience due to changes in law or regulatory requirements (e.g. an increase in reserve requirements or tax in the lender’s home country). In a typical LIBOR based loan transaction, a lending bank is assumed to (1) fund its loan during each interest period by taking a deposit in the London interbank market and (2) make its profit from the spread over LIBOR it charges the borrower. In the event that the costs to the lender of making a loan increase due to regulatory changes, the lender’s profit would be reduced; and the increased cost clause requires the borrower to pay the increased costs to maintain the lender’s profit margin.
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b.  Capital Cost

Similarly, if the amount of capital that a lender has to hold against its loan commitments is increased by law or by regulatory action, the effective cost of lending would be increased and the lender’s rate of return would be reduced. As in the case of the illegality clause, the borrower would be required to cover the increased costs.

c.  Tax Gross-Up

The purpose of this clause is similar to the increased cost clause in that it shifts risk to the borrower when a withholding tax is imposed by the borrower’s country. If such a tax is imposed, the clause requires the borrower to assume the tax and pay an additional amount to the lender so that it receives the amount that it would have received if there had been no withholding tax. In this way the borrower makes a gross-up payment to the lender.

d.  Market Disruption

The purpose of this clause is to deal with cases where there has been a general disruption in the financial markets and banks cannot obtain funds in the interbank market to match fund their loans to the borrower or LIBOR does not adequately reflect the cost to the banks of funding their loans. If either of these circumstances exists, the clause requires the parties to negotiate an alternative interest rate basis for the loan.
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e.  Broken Funding

The purpose of this clause is to compensate lenders for any costs it may incur if the borrower prepays or fails to drawdown after it has filed a drawdown request. Since it is assumed that lenders match-fund their loans for each interest period in the interbank market, any prepayment or failure to drawdown may cause the lender to incur costs by paying interest on its borrowing in the interbank market that are not recovered through interest it receives on its loans to the project. The broken funding clause is intended to indemnify lenders for these costs.

5.   CLAUSES DEALING WITH RELATIONS AMONG THE LENDERS

Every loan agreement will have a series of clauses dealing with relations among the banks participating in the loan and with other lenders to the same borrower, including:

a.  Cross Default

The purpose of this clause is to ensure that creditors who lend to a borrower under one loan agreement (Agreement A) will be in a position to enforce their rights against the borrower in cases where an event of default occurs under a different loan agreement (Agreement B) and a different set of creditors become entitled to enforce their rights against the borrower. If a default occurs under Agreement B and the lenders under that agreement become entitled to accelerate their loan, this event 294automatically becomes an event of default under Agreement A which contains the cross-default clause even though there has been no other default under agreement A. This means that the creditors under Agreement A will have the right to take action against the borrower or its assets at the same time as the creditors under Agreement B. There are subtle variations in cross default clauses in that some are activated by the mere occurrence of an event of default which entitles the lender to accelerate the loan while others require actual acceleration before they become effective.

b.  Pari-Passu

The purpose of this clause is twofold: (1) to ensure equality of treatment among all members of a loan syndicate and (2) to ensure that the borrower does not have (or will not create) a class of creditors whose claims rank senior to the debt which is the subject of the agreement in which the clause is found. This is accomplished by inserting pari passu language in both the “representations and warranties” section and in the “covenants” section of the agreement In the former section, the borrower represents that the debt covered by the agreement ranks pari passu (i.e. equally) with all of the borrower’s non-subordinated debt and that it has no secured debt outstanding (other than that which it has disclosed to the lenders). In the latter section, the borrower agrees that it will maintain this equality in the future. In short, the borrower undertakes to maintain parity and equality of treatment among the lenders.
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c.  Negative Pledge

The purpose of this clause is to ensure that all of a borrower’s assets are free from encumbrances and available to satisfy the claims of all unsecured creditors in times of financial distress. In short, it prevents the preferential allocation of assets. The clause can accomplish this result by (1) creating an absolute prohibition on incurring any future secured debt without the consent of the existing lenders or (2) permitting additional secured debt only if the existing creditors are “equally and ratably secured”. Some exceptions are made for “permissible liens” which may arise in the ordinary course of business (e.g. purchase money mortgages and liens created by operation of law). In short, the clause is a restriction on the ability of the borrower to grant preferential security interests to subsequent creditors.

d.  Sharing of Payments

This clause is designed to prevent a borrower from discriminating in favor of a certain lender or group or lenders when it makes payments to members of a loan syndicate. It would come into play if one member of a syndicate receives more than it was entitled to under the loan agreement. The clause is a covenant among the lenders and not an agreement between the borrowers and the lenders; and equitable sharing is generally achieved by requiring the favored bank to turn the excess over to the agent bank who redistributes it proportionately to the disfavored banks.
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e.  Agent Bank

Loan agreement clauses dealing with the agent bank set forth the duties of the agent, the extent of its discretion, the nature of its liability, and its relation to the rest of the banks in a syndicated loan. Loan agreements will generally contain clauses dealing with the relationship between the lenders and the borrower, the relation of the agent to the rest of the banks in the syndicate, and the relations among the banks themselves.

6.   DISPUTE RESOLUTION CLAUSES

Loan agreements will also have clauses dealing with dispute resolution which include (a) a Governing Law Clause whose purpose is to designate the law to be used in interpreting the agreement; (b) a Submission to Jurisdiction Clause in which the lenders choose the forum in which they want to enforce the agreements even though courts in that forum may not have personal jurisdiction over the borrower; and (c) a Waiver of Immunity Clause in which a governmental party waives its claim to sovereign immunity to ensure that it will not be able to avoid suit by imposing an immunity defense either as a way to avoid jurisdiction or a decision on the merits.
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CHAPTER 20

LOAN DOCUMENTATION: ANCILLARY DOCUMENTS

A.   COMMON TERMS AGREEMENT AND CLOSING DOCUMENTS

There are a number of other financial documents that are integrated with, or closely related to, loan agreements. Three of the most common are:

1.   COMMON TERMS AGREEMENT

The fact that there is no standard loan documentation creates a problem when there are several lenders to the same project and each uses its own preferred loan agreement. In such cases, it may be necessary to negotiate separate term sheets for each type of lender. Then, as negotiations with the various lenders proceed, an effort will be made to simplify the negotiation process and minimize intercreditor issues by combining the similar terms in the various term sheets into a Common Terms Agreement or a Common Agreement. This agreement would contain terms and conditions agreed by all the lenders and which would be applicable to all loans for the project in such areas as drawdown mechanisms, conditions precedent to drawdowns, representations and warranties, covenants and events of default. Any terms and conditions specific to the individual lenders (e.g. interest rate, currency, maturity and amortization) would be included in separate Loan Facility 298Agreements that each lender would negotiate with the borrower. (A table of contents of a typical common terms agreement used in international project financings is provided in Appendix 7 as an example of the scope of such document).

2.   CLOSING MEMORANDUM

Even after the parties have reached final agreement on the terms and conditions of the loan agreement, the lenders have no legal obligation to lend until the agreement has been signed, declared to be effective or operable, and the conditions precedent for loan disbursement have been met by the borrower. These actions are typically taken as what is known as the closing. The closing for an international project financing is a major milestone in the life of the transaction as it is the culmination of a long period of intense preparation and negotiation of all of the key documentation associated with the project. It is especially important for the borrower as it means that once the loan agreement is signed and become effective, the lender is obligated to make funds available for the project if all conditions precedent to drawdown have been met. The closing proceedings are documented in a Closing Memorandum which serves as a checklist and organizing document describing all of the documents, parties and transactions required for the completion of the closing. The Closing Memorandum is often a lengthy document and, if properly done, can serve as a type of historical narrative of the transaction.
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3.   LEGAL OPINIONS

An essential aspect of every closing for a project financing is the delivery of legal opinions with respect to the validity of the loan agreement (and other key documents) and other legal matters relating to the project. They are a condition precedent to effectiveness of the loan agreement and the lenders obligation to make disbursements. In general terms, these opinions provide assurance to lenders that the legal basis of the transaction is sound and that the legal assumptions on which the lenders approved their loans are still valid at the time of the closing and/or drawdown of the funds. The lenders will expect to receive opinions with respect to the loan agreement and all other documents critical to the success of the project which state that each document has been “duly authorized, executed and delivered and is legal, valid, binding and enforceable in accordance with its terms.” In addition, the opinions will generally cover each of the representations and warranties that raises a special legal issue and any other material legal issues that may be unique to the specific project. The legal opinions are a way of providing added comfort to the lenders as they know that a law firm is putting its reputation on the line when it signs and delivers its opinion and that, in order to give the opinion, its lawyers will undertake final due diligence to make sure that there have been no last minute adverse developments. In complex international project financings, it is common to obtain opinions from at least three sets of counsel: (1) the borrower’s counsel (i.e. its chief legal officer 300or its outside law firm or sometimes both); (2) the lenders’ own counsel; and (3) local counsel who opines on host country legal issues.

B.   LOAN ADMINISTRATION DOCUMENTS

A number of administrative functions need to be performed in connection with loans for major international project financings. These functions include communication among, and collective decision making by, the various lenders to the project and management of project cash flow and security over project assets. While some of these issues may be dealt with to a limited degree in the basic loan agreements and the related Common Agreement, it is normal for there to be more detailed separate agreements that also deal with these issues. The most common of these administrative agreements are: (1) the Agency Agreement appointing an agent bank for administration of a syndicated loan agreement; (2) a Collateral Account Agreement to establish the mechanisms to hold, manage and enforce security on behalf of the lenders; (3) a Project Account Agreement to establish a system of accounts to receive, manage and allocate project cash flow; and (4) an Intercreditor Agreement to appoint an Intercreditor Agent and set forth the principles and mechanisms governing the relations among the various different types of lenders to the project.
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1.   AGENCY AGREEMENT

Most syndicated loan agreements or the related common terms agreement will have provisions appointing an agent bank and setting forth its duties. Depending on the nature and extent of these provisions, it may be necessary to have a separate Agency Agreement supplementing the provisions of the loan agreement or common terms agreement. The Lead Manager (or one of the co-managers) of the syndicate may act as the Agent Bank but another more independent bank may also be appointed to fulfill this function.

The agent bank acts for all of the lenders in the syndicate and is the main channel of communication among the banks and between the borrower and the participating banks. It may also calculate interest and principal repayments, monitor compliance with covenants in the loan agreement, and serve as a channel for disbursement and receipt of payments of debt service by the borrower. It is also a party, on behalf of the syndicate of banks, to the various other administrative agreements noted above. In performing its functions, the Agent Bank generally has no discretion unless specifically provided.

2.   COLLATERAL ACCOUNT AGREEMENT

A trust is often created to hold collateral and security over project assets and contracts for the benefit of the lenders. The Collateral Account Agreement would appoint a collateral agent who would be given the powers to: accept and administer the security; appoint a trustee to hold the security; 302execute security documents on behalf of the lenders; register and perfect the security interests as necessary; preserve and protect the security; and enforce and foreclose on security.

3.   PROJECT ACCOUNT AGREEMENTS

Every major project finance transaction will have a system of special project accounts that are used to collect, manage and allocate the cash flow generated by loan proceeds and the project’s revenue stream. Accounts are used in both the construction and operating phases for a variety of purposes and include both off-shore accounts and accounts in the host country. Account structure is tailored to the nature, structure and needs of the individual project so there is substantial variation from project to project. However, the basic purpose and function is the same in all cases which is to control and monitor the cash flow and establish reserves to be used in the event the revenue stream is interrupted or diminished.

a.  Purpose

The accounts would be established pursuant to a Project Accounts Agreement which would: (1) appoint a Project Account Agent to administer the agreement; (2) establish an overall account structure with various accounts (and sub-accounts) and mechanisms for the deposit and application of loan proceeds and the project revenue stream; and (3) prioritize the way in which the cash flow would be allocated to various categories of project 303expenses, reserves, and distributions. Accounts are established for both the construction and operating stages of the project; and a simplified summary of a possible structure of operational period accounts for a major international project financing is provided in the following paragraphs.

b.  Operational Period Accounts

During the operating phase of a project, the account structure may be quite complex. There is a primary general account that serves as a holding account for the revenue stream that is created by the payments from the off-takers or users of the project. In addition, there are a number of “sub-accounts” that are used to accumulate funds for specific project related purposes. Lenders to international projects prefer to have the primary account and as many other accounts as possible located outside the host country to minimize potential problems with currency convertibility or transfer and other host country control over the funds.

(1) Primary Account. The funds that are paid into the primary account are then allocated to the sub-accounts and used to pay the operating, debt service and other costs before making any dividend or other distributions to the SPV shareholders. The agreement establishing the account will establish the priority in which the various payments should be made. A typical prioritization of expenditures might be as follows:
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Category I: Costs necessary to keep the project in operation to continue generation of the revenue stream. These costs would include all essential operating costs including, fuel, raw materials and other inputs;

Category II: Taxes;

Category III: Payments of interest on debt, payments pursuant to swap transactions, agency fees, and any other payments necessary to stay current on debt obligations;

Category IV: Repayment of principal on debt obligations and termination payments under swap transactions;

Category V: Payments to any special reserve accounts established in connection with the project to ensure that the project will always have some cash available in the event the expected revenue and cash flow stream is interrupted or diminished. (e.g. debt service reserve account; major maintenance account; or a standard operating and maintenance account);

Category VI: Prepayment of debt under a “cash sweep” provision that provides that any cash left in the account after satisfying all other obligations should be used to prepay debt to reduce it maturity; and

Category VII: Dividends or other distributions to the shareholders of the SPV.
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Under this system of prioritization, the funds that flow into the primary account are allocated to the sub-accounts in such a way that the funds are used to pay the items in the various categories on a “cascade” or “waterfall” basis. This means that any available funds would first be used to pay Category I costs with any remaining funds then flowing down to pay Category II expenditures, then Category III expenditures and so on until there were no more funds available.

(2) The Sub-accounts. The sub-accounts that are often created to accumulate project receipts and cash flow to be held until needed for payment or other specific purposes include:

Operating Cost Account

Tax Payment Account

Debt Service Payment Account

Various Reserve Accounts

SPV Corporate Fund (a type of petty cash fund)

Shareholder Distribution Account

(3) Other Accounts. In addition to the general primary account and its various sub-accounts which receive and allocate the cash generated by the project’s revenue stream, there are often accounts established to receive, hold and allocate funds received from other sources. These accounts are often called Compensation or Proceeds Accounts as the sources of the funds are generally proceeds from insurance received after damage to the project 306facilities, liquidated damages received under the provisions of one of the project agreements or the proceeds from successful litigation or arbitral claims. The funds received would be held and then used to repair or replace project facilities, pay down project debt in the case of performance liquidated damages, or supplement cash flow from the revenue stream.

4.   INTERCREDITOR AGREEMENT

When more than one major category of lenders are involved as creditors of a project financing, there is typically an Intercreditor Agreement to govern priorities, voting rights and other issues that might arise among the various groups of lenders. The Intercreditor Agreement and related issues are discussed in the next chapter.
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CHAPTER 21

INTERCREDITOR ISSUES

Issues among creditors arise when there are several lenders involved in an international project financing. They arise most frequently when there are different types of creditors—multilateral development banks, export credit agencies, private commercial banks, bond investors and hedge providers—involved in the same project. This section discusses some of the most common intercreditor issues.

A.   OVERVIEW

The need for documentation to govern relations among creditors in an international project financing arises at two levels. The first is at the syndicate level to deal with the relationships among the banks participating in a syndicated commercial bank loan, and the second deals with the relationships among the different types of lenders or credit support providers to the same project. The relations among the banks within a commercial bank syndicate are generally governed by the provisions of the loan agreement, a common terms agreement and/or a separate Agency Agreement. These agreements deal with the (1) relationship between the borrower and the lenders as a group; (2) the relationships of participating banks among themselves; and (3) the role of the lead bank and the agent with respect to the other participating banks. The industry practice in these areas has become 308relatively standardized and the legal issues that need to be dealt with are relatively routine. The relationships among the different categories of lenders in an international project financing are dealt with in an Intercreditor Agreement and generally raise more difficult legal issues.

B.   INTERCREDITOR AGREEMENT

In a major international project financing the parties to the Intercreditor Agreement may be numerous and could include:

•   the Intercreditor Agent;

•   the SPV/Project Company;

•   the sponsors/shareholders of the SPV (as subordinated lenders);

•   international and local commercial banks (through their agent banks);

•   multilateral development institutions as lenders and/or guarantors;

•   export credit agencies as lenders and/or guarantors;

•   the collateral agent or trustee;

•   bond issue trustees;

•   lessors; and

•   hedging counterparties.

The basic provisions in most Intercreditor Agreements include: (1) clauses providing for pari 309passu treatment of all creditors within the same class and for pro rata sharing of the proceeds from the enforcement of security and any other proceeds that one of the lenders might receive; and (2) decision making and voting arrangements for amendment of agreements, the grant of waivers, the enforcement of security, and use of remedies such as acceleration of loans.

Difficult negotiations arise in projects where one or more of the creditors assert that certain payments to them should be excluded from the operation of the pari passu and pro rata sharing provisions of the Intercreditor Agreement. For example, MDB’s often want to treat any payments that they receive as preferred creditors as “excluded payments” under the agreement.

Negotiation of voting rights can be difficult when the lender group includes both private sector lenders such as commercial bank syndicate members and/or bond investors and public sector lenders like MDB’s and ECA’s. Issues that may arise in connection with voting include: whether the capital markets tranche, guarantors and hedge providers should have voting rights; how voting rights should be calculated and allocated; the percentage vote needed to enable remedies to be enforced and loans to be accelerated; and whether one creditor or creditor group will have veto power over specific actions that other institutions might wish to take.
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C.   SPECIFIC INTERCREDITOR ISSUES

The presence of multilateral development banks, hedge providers, and political risk insurers creates a number of special problems that are discussed in this section.

1.   PREFERRED CREDITOR STATUS: IN GENERAL

a.  The Basic Concept

The two key elements of preferred creditor status are: (1) certain creditors are accorded preferential treatment by their borrowers in the allocation and/or transfer of foreign exchange in cases where the country has imposed exchange controls or where there is insufficient foreign exchange to repay all external debts; and (2) the loans of lenders enjoying preferred creditor status are generally not subject to normal debt rescheduling procedures. In the project finance context, the multilateral development banks are the category of lenders that most frequently claim preferred creditor status. When a lender benefits from preferred creditor status, other creditors are disadvantaged and, in effect, become subordinated lenders.

b.  Categories of Preferred Creditors

The main categories of lenders historically afforded preferred creditor status were: the multilateral financial institutions; short term trade and supplier creditors; and bondholders—although it is now uncommon for bondholders to be treated as 311preferred creditors. In addition, commercial banks and institutional investors share some of the preferred status of a multilateral development bank when they participate in the various B-Loan programs of the MDB’s as described below.

c.  Applications and Consequences

When a multilateral development bank is involved in an international project financing, preferred creditor issues often arise between the MDB and the other lenders, especially export credit agencies and occasionally other MDB’s who also expect preferred creditor treatment. It arises because the export credit agencies and other lenders are treated as subordinated lenders as a result of MDB refusal to accept the standard pari passu and pro rata sharing clauses in loan documentation and inter-creditor agreements. Since most export credit agencies and other MDB’s have policies against taking a subordinated position, tensions arise and difficult negotiations often take place between the different categories of public sector lenders involved.

2.   PREFERRED CREDITOR STATUS: B-LOAN TRANSACTIONS

a.  The Concept

B-Loan transactions are loans where a MDB shares some of its preferred creditor status with private sector commercial banks and sometimes institutional investors. The B-Loan transaction involves two principal documents:
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•   a single loan agreement between the MDB and the borrower covering two tranches: an A Loan using the MDB’s own funds and a B-Loan using funds provided by the private sector lenders who purchase participations in the B-Loan tranche; and

•   a Participation agreement between the MDB and each bank or institutional investor.

The MDB is the sole lender of record for both loans as far as the borrower is concerned and acts as administrator of both the A and B loan tranches. The fact that it is lender of record for both tranches means that it is able to share its preferred creditor status with the private sector lenders. This is, in essence, a type of credit support for the B-loan participants.

b.  The Benefits

There are several more specific benefits to the private sector participants that help mitigate risks and induce them to lend to a project that they might not otherwise find bankable. There are some minor differences in the B-Loan programs of the various MDB’s, but the private participants generally enjoy the following benefits:

•   although the private sector B-loans are not guaranteed by the MDB, they share in the MDB’s preferred creditor status which gives the MDB a preferred allocation of foreign exchange;
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•   the MDB shares any funds it receives in repayment of the loan with the B-Loan participants on a pro rata basis and, in this way, shares its preferred creditor status with the B-loan lenders;

•   they benefit from the “halo” or “umbrella” effect of the presence of an MDB in the transaction as a borrower may be less likely to default since its loan is with an MDB;

•   as a result of the provisions of MDB Articles of Association or Charters, the private sector participants are exempt from any withholding tax in the borrowing country (as the B-loan is considered to be a loan from an MDB) and may be exempt from various regulatory requirements imposed by their home governments, including reserve requirements and mandatory loan loss provisioning;

•   for internal credit risk and capital adequacy purposes, the participation may count as a loan to an MDB borrower rather than a lesser rated, emerging market borrower; and

•   rating agencies may consider a B-Loan as a way to mitigate country risk and will take this into account in granting ratings for loans to the project.

The benefit to the borrower is that a B-loan transaction may enable it to obtain funding in cases where the lenders would not be willing to lend directly without the credit support the B-loan 314provides. The main benefit to the MDB from sharing its preferred creditor status is that can make a smaller loan to the project and preserve some of its lending authority to fund additional projects.

3.   HEDGE PROVIDERS

As the use of derivatives in project finance transactions has increased, hedge providers have become a more important factor in intercreditor negotiations. In many cases the providers of the hedging transactions are also lenders to the SPV which raises general issues concerning conflict of interest and their relationship to the other lenders to the transaction. The specific issues raised will vary with the project and the nature of the hedging transaction but common matters that need to be considered by the lawyers for both the lenders and the hedge providers include:

•   Does the hedge provider need to be a party to any of the basic financing documents and, if so, should it have voting rights? Should the lenders have the right to restrict actions by the hedge providers by requiring prior consent of the lenders before certain specified actions can be taken (e.g. enforcing collateral)?

•   What priority should be established (1) as between the ongoing payments under the hedge contracts and the payment of interest on the loans and (2) as between any lump sum termination payments under the hedge contracts and principal payments under the 315loan agreements? Should the hedge providers participate in the project’s cash waterfall? If so, on what basis? For example, should ongoing, ordinary course payments under the hedge contracts be included in the interest payment pool?

•   Should hedge providers be permitted to have a security interest in project assets as collateral? If so, how should collateral under the hedge contracts, the loan contracts and related collateral agreement be shared? Should hedge providers have a voice in determining when project collateral is enforced?

•   Should all project debt obligations including obligations under hedge contracts be accelerated at the same time or, at least, subject to cross-default that would trigger simultaneous or cross-acceleration? How, in general, should acceleration be coordinated?

•   How should lenders deal with the fact that in some countries derivative transactions may have favored treatment in bankruptcy proceedings?

4.   NEGATIVE PLEDGE CLAUSE

a.  The Concept

The negative pledge clause (or “NPC”) is a common loan agreement covenant whose basic purpose is to provide protection for unsecured 316creditors. It is found in the loan agreements of both public sector lenders like the multilateral development banks and private sector commercial banks. There are different formulations of the precise language of the clause. Some clauses contain an absolute prohibition on new liens, and others permit liens but require that the unsecured lenders be equally and ratably secured by giving them the same security as the new secured lenders. Despite the different approaches, in all cases the NPC restricts a borrower’s ability to create liens on its assets which grant a priority to certain secured creditors over unsecured loans.

The major multilateral development banks generally lend to governments on an unsecured basis, and most have NPC’s of the equally-and-ratably-secured type in their sovereign loan agreements. This fact effectively prevents the creation of any new lien on a country’s public or governmental assets as security for external debt unless a waiver is given by the MDB. Unlike the NPC’s found in many private sector loan agreements, most MDB clauses apply only to “public assets” and “external debt” and are concerned only with protecting priority for their loans in the allocation, realization, or distribution of foreign exchange. This means that the basic purpose of the MDB clause is to ensure that the borrowing country has adequate foreign exchange to repay its sovereign loans to the MDB as they come due.
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b.  Application in International Project Financing

Negative pledge clauses in MDB loan contracts with host country governments often create a significant problem for international project financings where private sector lenders want to take a security interest in public assets held by state owned or controlled entities acting as SPV’s (or controlling shareholders of SPV’s). The MDB negative pledge clause would generally prevent security in any government assets held by the SPV borrower for the purpose of securing foreign loans for the project. This would be the case even if the MDB were not a lender to the SPV for the project in question because of the presence of negative pledge clauses in other loan agreements the MDB has with the government for other projects or purposes unrelated to the project.

MDB’s can waive the application of the clause and often do. However, the waiver process can be lengthy; and the outcome is often uncertain. Thus, lawyers frequently structure around the problem in various ways. Most of the structures used are designed to obtain funds to carry out the project through mechanisms that do not require the government controlled entity to raise “external debt.” Structures that have been used to accomplish this objective include sale of receivables, advance payment for production, and lease financing. In contrast with the MDB’s, it is not unusual for commercial bank loan agreements to have an exception to their NPC covenants for project 318financings and permit liens on (1) assets which are the subject of the project financing or (2) revenues which arise from the operation of such assets.

5.   OFFSHORE ACCOUNTS

Various multilateral institutions and some governments have, from time to time, expressed concern over the use of offshore project accounts to receive and hold foreign exchange earned through exports from an international project financing. Even though they recognize the fact that such accounts may actually create opportunities for lenders to support projects that would make a net positive contribution to a country’s foreign exchange earnings, they may still oppose their use. The basic reason is that they consider the payment of project proceeds into a foreign account as preferential treatment for certain creditors and a reduction of the country’s flexibility to manage its foreign exchange reserves. In short, they believe that the use of an offshore account creates a preference over the foreign exchange assets of the host country which would have the effect of subordinating all other loans that do not share in the account and possibly threatening the preferred creditor status of multilateral lending institutions.

6.   CONFLICTING INTERESTS IN THE PLEDGED SHARES OF THE SPV

The political risk insurers of the equity investors in the SPV and the lenders to the SPV often have conflicting interests when SPV assets are 319expropriated and the insurers pay compensation to the shareholders of the SPV. The conflict arises because of the potential for conflicting claims on the shares of the SPV by the lenders and the insurer. If the insurer pays compensation, it becomes subrogated to the rights that the insured party had against the host government and obtains a right to assert the same claim for compensation against the host government that the insured SPV shareholder had. As a condition of paying compensation, the insurer generally requires the insured equity investor to deliver its shares in the SPV to the insurer free and clear of any liens or other encumbrances. On the other hand, the lenders would generally require a pledge of the same shares held by the SPV shareholders as part of the collateral package for their loans. Thus, there is a direct conflict between the insurer and the lenders over who has the priority claim on SPV shares. There is no easy solution to this dilemma which often results in difficult negotiations between the insurers and lenders.
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PART VII

WHEN PROBLEMS ARISE
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CHAPTER 22

RENEGOTIATION AND RESTRUCTURING

The renegotiation of financial and investment transactions is common in international business. This is especially true in the international project finance field as most projects are long-term undertakings that involve a set of business, financial, and political factors that change over time. As a result, the project finance community has generally accepted the fact that even the most carefully structured projects may need to be renegotiated or restructured and that project documents should be considered as organic instruments subject to change over time.

A.   THE NEED FOR FLEXIBILITY IN PROJECT FINANCE DOCUMENTATION

A well designed contract will include provisions to allow the parties to readjust their relationship. It is important to recognize the possible need to renegotiate at the outset of a transaction when the contracts are being drafted and to build some flexibility into the original structure and documentation to make it easier to undertake the needed adjustments. A common way of doing this is to include provisions in the various project documents that allow parties to readjust relationships over time within the context of the original project structure.
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The types of renegotiation or adaptation clauses vary from agreement to agreement depending on the parties, the nature of the project, and the applicable governing law. The most common are:

1.   AUTOMATIC REVIEW CLAUSES

Where the parties agree to meet periodically to review whether the contract continues to operate fairly and to try to negotiate solutions to any problems that arise;

2.   AUTOMATIC ADJUSTMENT CLAUSES

Where tariffs and other key financial and economic factors are automatically adjusted pursuant to a relevant index or other indicator such as inflation, small movements in exchange rates, or input costs; and

3.   SPECIFIC RENEGOTIATION CLAUSES

They can be of two types: those that identify specific events that would result in renegotiation and general clauses that do not specify specific events but which would require negotiations in such circumstances as economic hardship or distortion in the economic equilibrium of the contract.

These clauses can provide the parties the necessary flexibility to deal with most of the problems that arise within the context of the original project structure. However, they are often not sufficient to deal with more fundamental problems, including: bankruptcy of a key participant; major currency devaluations; failure of 325estimated demand to materialize; and major changes in taxation and/or government regulation of the project. These problems would require more fundamental changes in the way the project is structured and lead to a major restructuring as described in the remaining sections of this chapter.

B.   ELEMENTS OF A RESTRUCTURING

1.   THE PROCESS

There are three commonly recognized phases in a major restructuring for an international project financing: the conflict and confrontation stage; the standstill phase; and a final phase in which new arrangements and relationships are agreed and implemented. In the conflict and confrontation stage, the parties begin to realize that there are serious problems with the project and often take actions that escalate the difficulties such as threats to cancel contracts or institute litigation. In most (but not all) cases, the parties soon realize that it is in everyone’s best long run interest to try to reach a negotiated rather than a litigated solution. As a result, they agree on a standstill period during which all parties agree to refrain from pursuing remedies while trying to negotiate a more permanent solution. During this stage, they will undertake an assessment of what went wrong and conduct an extensive new due diligence exercise with respect to both project and financial documents. The results of this due diligence will serve as the basis for new long term agreements 326that embody the terms of the renegotiated and restructured project

2.   KEY ELEMENTS OF A STANDSTILL AGREEMENT

The basic concept of the standstill is to provide the project participants with some time to cool-off from the initial conflict and to try to work out a coordinated solution. The alternative would be for each creditor and each party to a key project agreement to try to pursue independent remedies to maximize their own position. Given the large number of parties and their conflicting interests, this latter approach seldom produces positive results.

Under a standstill agreement, there is a temporary waiver of existing defaults and agreement by all parties to refrain from taking any legal action or exercising other remedies. In addition, the agreement might provide for either a debt service moratorium or the continuation of some payments on a substantially reduced basis to show good faith by the borrower. There may also be some reduction in the tariff or prices paid by offtakers if consumer resistance is one of the elements that created the need to renegotiate. Standstill agreements are generally short term (e.g. six months) in order to keep the pressure on all parties to reach a solution; but they are customarily extended if there is evidence of progress.
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3.   INSTITUTIONAL AND ORGANIZATIONAL ASPECTS

In the case of restructuring of syndicated bank loans for a traditional corporate or sovereign financing, a formal Bank Steering Committee composed of representatives of the major syndicate participants is generally created. While this committee does not have the power to bind the rest of the lenders in the syndicate, it provides an organized focal point for the negotiations and a channel of communication among the participants and between the syndicate and the borrower. In the case of the renegotiation and restructuring of an international project financing, the process is less formal as there is often a more diverse group of creditors (e.g. export credit agencies, multilateral development banks, political risk insurers, bilateral agencies as well as commercial banks). Generally the Intercreditor Agent and one or two of the major creditors will assume a lead role in trying to bring the different categories of creditors together to work out a common solution consistent with the terms of the Intercreditor Agreement.

4.   PREREQUISITES TO A SUCCESSFUL RENEGOTIATION/RESTRUCTURING

The actions that need to be taken in order to fully understand what went wrong and the various steps that need to be taken to resolve the problems on a sustainable basis include:

•   an assessment of the basic causes of the need for restructuring;

328

•   an updating of market conditions and long run demand forecasts;

•   a revised financial analysis based on projections of future cash flow to determine a new sustainable level of debt and debt service payments;

•   a review of all project and finance documents to determine how a restructuring might affect obligations under the contracts and how they should be restructured;

•   identification of the consents, approvals and waivers needed from each lender and each party to a project agreement;

•   a review of the security arrangements for the project to determine what (if any) changes need to be made;

•   a review of all covenants in the loan agreement to see which are affected by the restructuring; and

•   an evaluation of creditor voting requirements needed to approve the restructuring.

5.   KEY VARIABLES IN A DEBT RESTRUCTURING

The new terms and conditions for the restructured debt must provide for debt service obligations that are sustainable over the remaining life of the loan and that can be repaid from the revenue stream generated by affordable and politically acceptable offtake/user arrangements. 329The variables which may need to be adjusted to meet these conditions include: interest rates; grace periods; amortization schedules; maturities; and the amount of the outstanding principal that would be subject to reduction via haircut, write-off or debt-equity swap.

6.   THE POLITICAL AND SOCIAL DIMENSIONS

In addition to the redrafting of project agreements and rescheduling of project debt, a restructuring of a major international project financing almost inevitably involves the need to work closely with the host government, the local legislature, and non-governmental organizations. In many cases, it is government action (e.g. repudiation of a purchase agreement by a government offtaker or changes in taxes or other laws) that creates the need for the renegotiation. In other cases, government may be reacting to public and consumer concerns over the level of tariffs for water, power, or toll road projects or over environmental and social aspects of the project. Because the government and the various nongovernmental organizations are often part of the reason why the project experiences problems, they must also be part of the solution and their needs satisfied in the restructuring process.

7.   POTENTIAL PROBLEM AREAS

There are a number of problems that are often encountered in restructuring international projects. 330Some are unique to project finance restructurings while others are common to other types of restructuring as well. They include:

•   bondholder tranches which present a difficulty when it comes to canvassing the vast number of holders and voting on proposed changes;

•   multilateral development banks who often assert preferred creditor status and refuse to participate in restructurings;

•   lack of interim finance for project finance restructuring as there is generally no source of new finance except for existing lenders and project participants; and

•   need for 100% approval for changes in some areas. As a result, it is difficult to change basic terms and conditions which means that the restructuring process can be stalled or prevented by a single, difficult holdout creditor who refuses to agree to modifications accepted by the others.

8.   THE ROLE OF THE LAWYER

The restructuring process is, like most project finance activities, a multidisciplinary exercise. Much of the work in this phase is financial in nature as the financial model needs to be revised, and new financial projections and calculations of new sustainable debt levels need to be made. Many projects will also require engineering and technical expertise to make essential revisions in the 331operational aspects of the project. The tasks of the lawyer include: conduct of a new legal due diligence exercise in light of the changed circumstances; a comprehensive review of all existing documentation to identify the areas where changes need to be made; redrafting the documents to make the necessary changes; and assessing the nature of lender and other participant approval needed before the restructuring can be implemented.

C.   LESSONS FROM MAJOR PROJECT FINANCE RESTRUCTURINGS

The benefits of trying to work out problems that arise in project financings through negotiation rather than arbitration or litigation are illustrated by comparing the experiences of two major power projects in Asia—the Paiton Project in Indonesia and the Dabhol Project in India. Both were projects that had high quality sponsors and contractors and high quality lawyers and other advisors that created a structure and legal documentation to provide the standard protections for international project financings. Yet, both projects experienced major problems that necessitated renegotiation and restructuring.

Both projects were private power projects designed to provide badly needed electricity to be purchased by government owned distribution companies who were responsible for delivery and sale to the ultimate consumers in Indonesia and India, respectively. The Paiton Project was a 1,230MW coal fired independent power project, and 332the sponsors were Edison Mission Electric (a US utility), Mitsui & Co Ltd. (a Japanese company serving as contractor) and General Electric Capital Corp (an affiliate of the supplier of some of the power equipment). The financing package included: (1) loans, political risk insurance and guarantees from Japanese and US government agencies (2) a syndicate of commercial banks providing construction period funding with ECA backing; and (3) an international public bond issue. As a result of the Asian financial crisis in the late 1990’s, economic activity and the demand for power decreased in Indonesia; and the local currency depreciated dramatically against the dollar. These factors resulted in a refusal by the Indonesian government offtaker to take or pay for power from the facility which, in turn, created a crisis which led to the need to renegotiate and restructure.

The Dabhol Project was a 740MW power plant undertaken pursuant to an Indian government program to attract private developers to assist in the expansion of the Indian power supply sector. Enron, the main sponsor of the project, obtained a no-bid contract to carry out the project and subsequently enlisted General Electric (a major equipment supplier) and Bechtel (the contractor) as co-sponsors and providers of equity. The debt was provided by a group of lenders that included Indian government owned banks, a syndicate of foreign commercial bank lenders, export credit agencies and the US Overseas Private Investment Corporation (OPIC). OPIC also provided political risk insurance for the sponsors’ equity investment and for one of 333the commercial banks. The World Bank was approached for possible funding but declined to support the project after undertaking an analysis that concluded that the project was not economically viable. After an initial year of operation, demand began to drop, the government purchaser cancelled the offtake contract, and the plant was shut down in 2001 and employees terminated.

In the Paiton Project, after an initial period of confrontation and attempts at arbitration and litigation, the parties realized that cooperation would be best for all parties and entered into a standstill agreement while the project was renegotiated and restructured. The project continued operating during the standstill, and in 2010 underwent an 815MW expansion. What had started as a private sector project remained a private project after a successful restructuring. On the other hand, in the Dabhol Project the parties did not make a major effort to cooperate and work together to resolve the problems that arose. There was no standstill arrangement, and all parties resorted to a protracted pattern of litigation and arbitration in an effort to maximize their individual interests to the detriment of the overall project. The project was shut down in 2001 for four years and in 2005 what had started as a private sector project ended up with 100% host government control after being taken over and restarted by entities controlled by government. It continued in operation as a publicly controlled project until it was again shut down in 2013.
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The lesson from these two problem projects is clear. Parties involved in major project financings should make every effort to resolve problems by making adjustments and restructuring through negotiation and avoid resort to arbitration or litigation if at all possible.
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CHAPTER 23

DISPUTE SETTLEMENT

In recent years, there has been a major increase in the number disputes concerning international project financings that has made project finance dispute settlement through international investment arbitration a growth industry for lawyers. The purpose of this chapter is to provide an overview of the dispute settlement process in an international project finance transaction.

A.   UNIQUE NATURE OF INTERNATIONAL PROJECT FINANCE DISPUTE SETTLEMENT

The numerous, interlinked contracts among parties from different countries create unique dispute resolution problems for international project financing. These problems include:

•   each project agreement could theoretically have its own dispute settlement clause with a different governing law and a different forum for hearing the dispute;

•   the possibility that more than one Bilateral Investment Treaty will be applicable to the same project;

•   a project financing is a single, integrated transaction involving many interlinked agreements which means that disputes in one contract may impact the operation of other contracts and the project as a whole; and
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•   the need for a method of consolidating disputes that may arise under different project agreements.

These potential problems create the need for very careful planning for dispute resolution at the time that the project is being structured and project documents are being drafted. Lawyers with special expertise in international investment dispute settlement must be consulted as the concession and key project agreements are being negotiated to ensure the use of the most appropriate dispute settlement mechanisms and to minimize the possibility of conflict among the dispute provisions of the various documents.

B.   BASIC DISPUTE SETTLEMENT OPTIONS

The options for resolving disputes in international project finance transactions fall into two broad categories: (1) those in which the parties themselves agree on a solution—e.g. amicable settlement as a result of negotiation, mediation or conciliation; and (2) those in which a third party (or parties) reach a decision that is then imposed on the parties—e.g. arbitration and litigation. These options are summarized below.

1.   METHODS WHERE THE PARTIES THEMSELVES AGREE ON A SOLUTION

a.  Negotiation

Most project documents and bilateral investment treaties contain an obligation for the parties to try 337to resolve their differences by negotiating directly among themselves as a prerequisite to other more binding forms of dispute resolution.

b.  Mediation and Conciliation

Mediation and conciliation are very similar processes. Mediation is form of dispute resolution that represents a variant or extension of negotiation when the parties are not able to resolve a dispute themselves. It involves the use of an impartial third party to facilitate discussion and, hopefully, agreement among the parties which will enable the parties achieve a new working relationship. Conciliation is a similar process where the neutral third party plays a more active role in actually proposing solutions and seeking concessions from the parties. A mediated or conciliated solution is quicker and cheaper than other alternatives but has the possible disadvantage of lack of procedural safeguards and enforcement mechanisms that may be inherent in a more adversarial process.

c.  Mediation-Arbitration

Mediation-arbitration (or “med-arb”) is a process in which it is agreed by the parties at the outset that there will be a mediation followed by an arbitration if mediation is not successful in resolving all issues in dispute. The advantage of this process is that only the unresolved issues will be arbitrated which should reduce the time and cost of any arbitration.
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Arbitration-mediation is a variant of med-arb which reverses the order of the two methods of dispute settlement. The process begins with an arbitration which considers all issues related to the dispute but does not issue a decision or award until after a mediation is undertaken. The mediation will involve the same issues as those dealt with in the arbitration but after the parties have heard and are aware of the full evidence and arguments of the other side as a result of the arbitration. The expectation is that this will increase the possibility of reaching a mediated settlement because each party will have a better understanding of the other party’s positions and the strength of the evidence and arguments supporting them. After the mediation is concluded, the arbitrators will issue an award on any remaining issues not resolved in the mediation.

d.  Dispute Review Boards and Conciliation Commissions

A dispute review board is a mechanism commonly used in connection with EPC contracts to resolve disputes that arise during the construction phase of a project. It is a body that exists during the construction process to hear initially all disputes under a construction contract, and its members are generally technical experts with construction industry backgrounds. If the parties are unable to reach an amicable settlement, all disputes first go to the dispute review board for resolution. If the parties agree with the board’s determination, it becomes final and binding. If one party disagrees, a 339further attempt is made at amicable settlement and then the dispute goes to arbitration if the parties are not able to agree.

In addition, some countries (e.g. Chile) include in their concession agreements a provision for a Conciliation Commission which is a body somewhat similar to a dispute review board that has jurisdiction over all claims and disputes that arise under the concession agreement and seeks to resolve the differences through conciliation. In the event that conciliation fails, the parties may then ask the Commission to act as an arbitral body whose decision is final and not subject to appeal.

e.  Potential Disadvantages

It is generally preferable to have a process in which the parties themselves ultimately agree on a way to resolve the dispute. This has the advantage of enabling the project to continue with minimal disruption without undue acrimony, and it avoids the cost and time associated with both investment arbitration and litigation. Unfortunately, there are two main shortcomings of this type of dispute resolution: (1) these is no formal enforcement mechanism to ensure that the parties stick to their bargain as there is in arbitration and litigation; and (2) when a government party is involved, the officials representing the government generally have limited authority to compromise and commit the government and the use of public funds to help settle the dispute. The path of least resistance for a government official is often to have an outcome 340imposed by arbitration or litigation rather than a compromise solution among the parties.

2.   METHODS WHERE THIRD PARTIES IMPOSE A RESOLUTION OF THE DISPUTE

a.  Arbitration

Arbitration is a dispute resolution method which the parties control and where independent arbitrators are appointed by the parties to hear and resolve the dispute. In the international context, a distinction is made between commercial arbitration and investment arbitration with the majority of international project finance cases utilizing international investment arbitration.

Any arbitration depends on the consent of the parties who also determine the details of the conduct of the arbitration and make decisions on such matters as appointment of arbitrators, rules of procedure, the jurisdiction of the arbitral tribunal, the situs and the governing law. There are two basic methods of making these decisions: ad hoc arbitration and institutional arbitration. In an ad hoc arbitration, the parties and their lawyers assume the entire responsibility for establishing the rules of procedure and arranging for the site and conduct of the arbitration. They may choose to use the UNCITRAL Arbitration Rules for ad hoc arbitration which provides an established set of procedures for conducting the process, but the parties remain responsible for organizing the forum and providing all of the necessary support staff and 341facilities. In institutional arbitration the parties turn these responsibilities over to a specialized arbitral institution whose purpose is to provide a forum, a set of rules for selecting arbitrators and conducting the arbitration, and administrative support and assistance. Each institution has its own set of rules and procedures and administers and facilitates the arbitral process for a fee.

There are two treaties that facilitate the enforcement of arbitral awards. The New York Convention on Recognition and Enforcement of Arbitral Awards makes it easier to enforce an arbitral award in any of the 120 member countries as it does not permit any review on the merits and limits the grounds for challenge The Washington Convention governs the enforcement of final ICSID awards and requires that countries that are ICSID members enforce an ICSID award as if it were a final judgment of its highest domestic court.

b.  Litigation

Litigation is a dispute resolution method that utilizes a country’s court system, procedural rules and its laws and regulations to resolve disputes. Host country court systems often have characteristics that make participants hesitate before using litigation to resolve disputes arising out of major project financings. Many foreign investors are reluctant to use the courts and judges of the host country to resolve disputes because of perceived inadequacies in the local legal system, fear of local bias or concern that local court judges may lack the 342specialized technical expertise sometimes needed in complex international project financings. While arbitration permits the parties to determine the rules of procedure, the use of litigation means national rules of court procedure must be used which may limit flexibility and party options. In addition, litigation is often a costly, lengthy process; and the awards of national courts are subject to appeal domestically and are often difficult to enforce in other countries as it may depend on treaties providing for reciprocal enforcement of judgments.

C.   THE CURRENT ENVIRONMENT

1.   OVERVIEW

Every international project finance transaction takes place within the context of treaties relating to international investment, national rules and regulations governing investment, and the concession and various other project and financial documents governing the internal aspects of the transaction, including dispute resolution. When faced with a dispute in a project financing, the parties must consult the terms of the relevant treaties, agreements or regulations to see whether any of them will govern the dispute in the specific case and whether they impose any constraints on their freedom of action in making decisions relating to dispute settlement.
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2.   BILATERAL INVESTMENT TREATIES (BIT’s)

In the past two decades there has been a great increase in the number of state-to-state bilateral investment treaties and other international investment agreements. There are over 3,000 bilateral investment agreements and numerous preferential trade and investment agreements, regional agreements and multilateral conventions and instruments with provisions relating to international investment such as NAFTA and the Energy Charter.

The basic purpose of a BIT is to promote investment flows between the two countries that are parties to the treaty. To accomplish this objective, most BIT’s will contain, inter alia, clauses:

(1)  defining the type of the investors and specific types of investment that are eligible for protection under the BIT;

(2)  setting forth substantive standards of protection and treatment of an eligible investment; and

(3)  outlining methods available for the settlement of disputes that arise under the treaty.

The most common substantive standards embodied in BIT’s include: fair and equitable treatment; national treatment; most favored nation treatment; full protection and security; protection from unlawful expropriation and freedom from denial of 344justice. The most common form of dispute settlement under BIT’s is a period of mandatory negotiation and, if negotiation is not successful, arbitration which allows a private sector investor to bring a claim directly against the state party in case of alleged violations of the treaty by one of the countries. Arbitration before the World Bank’s International Centre for the Settlement of Investment Disputes (ICSID) is commonly specified, but many treaties also allow other methods and venues for dispute resolution.

3.   GROWTH OF INTERNATIONAL INVESTMENT ARBITRATION

Project participants often make no serious attempt to renegotiate or restructure when conditions affecting the project change in a material way. Moreover, many attempts to renegotiate are unsuccessful. In these situations, parties often resort to more formal dispute resolution methods like arbitration and litigation. Because of the reluctance of foreign investors to rely on litigation in host country courts, most disputes arising out of international project financings have been the subject of international investment arbitration under BIT’s.

D.   KEY ISSUES IN INVESTMENT DISPUTE ARBITRATION

While international investment arbitration may have advantages over litigation in the host country, its increased use in recent years has highlighted a 345number of issues which have led some to question its suitability for the resolution of disputes arising out of complex international finance transactions and to propose changes to the current system. Some of these issues are summarized below.

1.   CONFLICTING ARBITRAL AWARDS ON THE SAME FACT SITUATION

In an international project financing, it is possible for there to be more than one BIT applicable to the same project and for arbitrations under these BIT’s to be held before different tribunals in different fora. As a result, there have been cases of conflicting arbitral awards arising out of the same fact situation which casts doubt on the reliability and predictability of arbitration as a means of dispute settlement. Examples of conflicting awards include the CME/Lauder cases involving an investment in the Czech Republic, the SGS cases arising out of similar fact situations in Pakistan and the Philippines, and cases involving the currency devaluations in Argentina

2.   PRECEDENT AND APPEAL

The substantive standards set forth in most BIT’s and which guide the arbitral tribunal’s decision making are general, vague and not well defined by a body of precedent. In fact, there is no accepted doctrine of stare decisis or precedent in international investment arbitration which means that arbitral tribunals are not bound by any prior interpretations that might have been made in 346previous cases on similar issues. In addition, with limited exceptions, there is no appeal on the merits from an arbitral decision. This lack of doctrine of precedent and limited appeal means that arbitral tribunals are, in essence, free to interpret the provisions of applicable BIT’s as they see fit without concern of reversal on the merits by an appellate body. This adds to the unpredictability of international investment arbitration.

3.   CONSTRAINTS ON HOST GOVERNMENT’S FLEXIBILITY TO REGULATE

International investment arbitration subjects host government public policy and regulatory decision making to a process that is not public and that is undertaken by a three person tribunal that makes its decisions in private rather than as part of a public process and debate. This has led many observers to argue that arbitration under a BIT has a chilling effect on needed regulation and led many governments to question the value of international investment arbitration as a way to resolve issues arising out of a government’s actions that are taken in the overall interests of a country’s citizens.

4.   CONFIDENTIALITY

Arbitration is a private, non-public process where the proceedings and the final award are confidential and not available to the public unless the parties agree otherwise. This means that many issues of great importance to the citizens of the host 347government are decided in private by parties with no official affiliation with the government itself.

5.   COST AND TIME

One of the often cited benefits of arbitration is that it is a faster and less costly method of dispute resolution when compared with litigation. While this is true in many cases, any cost and time advantages of arbitration seem to be shrinking as international investment arbitration becomes more like domestic major case litigation with more emphasis on expanded use of discovery and wrangling over jurisdictional and procedural issues. There have, for example, been cases that have lasted for several years with legal costs in the millions of US dollars.

6.   JOINDER OF PARTIES AND CONSOLIDATION OF DISPUTES

Given the highly integrated, multi-party, multi-contract, multi-nation nature of most international project financings, it is almost inevitable that a dispute settlement proceeding under one contract will raise issues for parties under another project contract. It is also possible for two separate dispute procedures to arise out of the same fact situation but under different contracts with different parties. These possibilities mean that project finance dispute settlement needs to be comprehensive in nature if it is to be successful; and in order to obtain such comprehensive settlement it may be desirable to join parties or consolidate proceedings. While 348judicial proceedings in many countries have procedures to compel consolidation or joinder, arbitration is a process that depends on the consent of the parties and joinder and consolidation are generally not possible without consent of all parties concerned.

This can be a major disadvantage in using arbitration when trying to resolve disputes involving many parties and many contracts. The project participants may deal with these problems by entering into a single arbitration contract at the outset of the transaction in which all parties provide for, and consent to, consolidation and joinder in connection with project disputes. Recent ICC Rules announced in 2012 also make an effort to deal with some of the shortcomings of arbitration with respect to complex cases like those involved in international project financings by establishing procedures to deal with multi-party proceedings and the consolidation of multiple arbitrations.

7.   UMBRELLA CLAUSE

An umbrella clause in a BIT enables the breach by one of the BIT parties of a project related contractual obligation contained in a project agreement to be used as the basis for a claim under a BIT. A typical umbrella clause in a BIT would read:

“Each Contracting Party shall observe any other obligation it has entered into with regard to investments in its territory by investors of the other Contracting Party”
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This language means that if a government breaches an obligation in one of the project agreements (e.g. an offtake agreement), it could be subject to the dispute settlement provisions of the BIT because it violated the umbrella clause which says that it must honor all obligations with foreign investors. This result would be possible even though the dispute resolution clause in the contract that was violated called for another forum for dispute settlement and even though the contract breach is relatively minor and does not independently violate any of the government’s substantive obligations for treatment of investors contained in the BIT.

8.   USE OF ANTI-ARBITRATION INJUNCTION

In several projects where the foreign investor has attempted to use arbitration to resolve disputes, the local courts have restricted resort to arbitration by intervening through the use of an anti-arbitration injunction. For example, a host country court might issue an injunction to delay or block arbitration in order to enable the government or another local party to seek local judicial review of its claim that the project contracts are invalid or unenforceable. Local courts also may be inclined to issue anti-arbitration injunctions in cases where the project has become controversial in the host country or where there are allegations of corruption by the foreign investor.
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9.   CHALLENGES TO THE JURISDICTION OF THE ARBITRAL TRIBUNAL

In many international investment arbitrations brought under the dispute settlement provisions of a BIT, there is a challenge to jurisdiction of the arbitral tribunal. There are a variety of grounds for this challenge, including: there is no “investment” within the meaning of the BIT; the investor bringing the claim does not have the benefit of the treaty because it is not a resident or citizen of one of the contracting states; the investment violated the laws of the host government with respect to entry; the timing of the investment was outside of the parameters of the treaty and local remedies had not been exhausted. Many claims under BIT’s are rejected by tribunals on jurisdictional grounds with the result that there is never a hearing on the alleged substantive violations designed to provide protection to investors. This means that lawyers for investors must plan carefully to ensure that the investment meets all of the jurisdictional requirements of the relevant BIT.

10.   FINALITY AND ENFORCMENT OF ARBITRAL AWARDS

Two of the assumed benefits of using international investment arbitration to resolve disputes arising out of international project financings are: (1) to achieve early finality of the tribunal award because of limited grounds for challenge in national courts or in an ICSID annulment proceeding; and (2) to use the New York 351or Washington Conventions to facilitate enforcement of the final award. Unfortunately, the recent history of international investment arbitration suggests that that lengthy challenges to the finality and enforcement of arbitral awards are possible, that states do not always pay promptly when they have been found liable for damages, and that it may be difficult to execute on a final judgment against government assets.

E.   PROPOSALS FOR CHANGE

The issues and problems outlined in the preceding sections have led to various proposals for reform of the international investment arbitration process. The proposals have included: a rebalancing of the relationship between the foreign investor and the host government to create greater obligations on the part of the investors; the establishment of some type of process for appeal from arbitral decisions; and mandated mediation or conciliation as a prerequisite to arbitration

F.   BENEFITS OF NON-ADJUDICATORY DISPUTE RESOLUTION

The above discussion of international investment arbitration in general and the Dabhol Project in particular should make it clear that the parties involved in a dispute arising out of an international project finance transaction should make every effort to resolve their differences by negotiation, mediation or conciliation rather than arbitration or litigation.
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PART VIII

APPLICATION OF PROJECT FINANCE TECHNIQUES TO SPECIFIC ECONOMIC SECTORS
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CHAPTER 24

INFRASTRUCTURE PROJECTS

Project financing can be used in a wide variety of economic sectors, including infrastructure, oil and gas, mining, and manufacturing. Each sector has its own unique characteristics that influence the net cash flow available to service debt and the specific project finance techniques that are used. This chapter and the next outline these characteristics for the infrastructure, oil and gas and mining sectors and discuss how project finance concepts and techniques are used to fund projects in each.

A.   INFRASTRUCTURE GENERALLY

Infrastructure is a very broad economic sector that includes a number sub-sectors which provide important public goods and services including power, water, transport, telecommunications, government buildings, and other public facilities. In recent years, governments have become increasingly concerned by the lack of up-to-date infrastructure needed to support continued economic growth. In addition, the fiscal problems in many countries have led them to explore ways of financing infrastructure that would supplement traditional direct government financing from budgets funded by taxation and market borrowings. The main alternative used has been Public Private Partnerships (PPP’s). After describing the PPP concept, this section identifies some of the more 356general problems frequently encountered in financing infrastructure projects.

1.   PUBLIC-PRIVATE PARTNERSHIPS

Public-Private Partnerships (or PPP’s) are a method of structuring and financing a wide variety of projects in the infrastructure sector. The types of infrastructure using PPP’s include: power generation; transport (roads, bridges tunnels, airports, and ports,); water (treatment plants, waste water, and sewerage); telecommunications; and public buildings and facilities (government buildings, schools, hospitals, and stadiums). Since the PPP structure is applicable in so many situations, it is useful to introduce PPP’s generally before analyzing specific sub-sectors of infrastructure.

a.  Definition of PPP

PPP’s can be described in very general terms as a method of providing all or part of a traditional public service pursuant to a contractual relationship between a private sector entity and a governmental entity. The contract allocates the project’s risks and responsibilities among the public and private parties and establishes the basic terms and conditions of the relationship (e.g. ownership of the project asset, financial terms, performance standards, and dispute settlement methods). The method is in stark contrast to the more common traditional method of providing a public service or facility where the government assumes 100% of the 357risk and is responsible for design, preparation, finance, procurement, operation, and maintenance of the project.

b.  Reasons for Use of PPP’s

PPP’s are currently used to finance a relatively small percentage of infrastructure in most countries as the bulk of infrastructure is still funded and implemented by governments or government controlled entities. However, the use of PPP’s involving project financing is increasing worldwide. There are two main reasons for this growth.

First, a private sector firm may be more efficient than the government in designing, managing, constructing, operating and maintaining projects. Studies suggest that infrastructure projects carried out as PPP’s have a better record of being completed on-time and on-budget than government only projects. This suggests that PPP’s may provide a government and its citizen’s better “value-for-money” than if the government undertook the project on its own. However, this is not always the case; and before undertaking any PPP project a government should conduct a rigorous value-for-money analysis and use the PPP method only if the results of the study show a net long-run benefit to society.

The second reason is that the fiscal difficulties in many countries mean that it is difficult for governments to fund basic infrastructure out of their own tax revenues and market borrowings. As a result, they look to PPP structures where the 358private sector party is responsible for providing and arranging the bulk of the up-front funding for the project as a way for governments to spread payment for infrastructure over time and to meet infrastructure needs with a reduced long run commitment of government financial resources.

c.  Types of PPP’s

In reality, almost every project undertaken today involves some form of interaction or participation by both government and the private sector. For example, in cases where a government acts as initiator and sponsor of an infrastructure project it intends to operate and maintain, it generally contracts a private company to construct the works. Alternatively, in cases where a private company acts as sponsor of a project it will generally need to obtain a government concession (e.g. in the mining or oil and gas sectors) or permission (e.g. building permits and zoning approval) and comply with all environmental and social obligations of the government. In short, cooperation between the government and the private sector is inevitable when any major project finance transaction is undertaken. PPP’s are a special and more intense form of government-private cooperation in carrying out a major project—especially in the infrastructure area.

There are many different forms of PPP’s ranging from a management contract where the private party provides limited specified services to much broader concession type arrangements. Under the 359concession, the private entity is generally given a license to design, build and then operate an infrastructure facility for the duration of the concession. It is expected to design the facility, mobilize funding for the facility’s construction, oversee the construction and operate and maintain the facility using its own resources. In order to finance the project, the private party typically uses project finance techniques to raise the needed funds, and the project is structured as a PPP.

There are two basic types of PPP projects: “greenfield” and “brownfield” projects. A greenfield project is one where a completely new project is constructed while a brownfield project is one in which an existing project is renovated or rehabilitated. In addition, there are a variety of specific contractual arrangements that are used to split ownership, project risks and responsibilities between the private participant and the host government. They are best known by their acronyms, and some of the most common are:

•   BOT (Build, Operate, and Transfer). A private sector investor designs, finances, builds, operates (but does not own) and maintains the project facility and transfers it back to the government at the end of the concession period.

•   DBFOM (Design, Build, Finance, Operate, and Maintain). A private party designs, arranges finance, constructs, operates and maintains a project under a concession for a specified period.
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•   DBO (Design, Build, and Operate). The private sector participant designs, builds and operates the project but is not responsible for raising finance.

•   ROT (Rehabilitate, Operate, and Transfer). This is a variation on the BOT scheme. A private party rehabilitates existing assets rather than building new ones and then operates, maintains, receives revenues and ultimately transfers the facility back to the government.

•   BOOT (Build, Operate, Own, and Transfer). The project facility is financed, built, owned, operated and maintained by the private investor who transfers it back to the government at the end of the concession.

d.  Financing of PPP’s

The financing structure that the majority of PPP’s use is a project financing model similar to the basic method outlined in Chapter 1 of this book. This structure involves the use of an SPV owned by the private sector participants and which enters into a concession or similar PPP agreement with the public entity. The SPV then obtains non-or limited recourse loans from lenders based on a set of project documents that creates the revenue stream that lenders rely on for repayment of their loans.

As in the case with most project financings, the lenders may be reluctant to rely solely on the projected revenue stream as the sole source of debt 361repayment and often require various forms of supplemental credit support. In the PPP context, the government partner is often called on to provide some of this credit support, and common forms of government financial support in PPP projects include:

•   monopoly or quasi-monopoly status through concessions or other PPP agreements;

•   viability gap payments (the government funds a percentage of the estimated capital costs of the project and thereby reduces the cost that the private participant needs to fund);

•   availability payments (the government agrees to make payments to the SPV for the public facility or service as long as the facility or service is available for public use). This method of credit support is often used in connection with PPP toll roads and eliminates market risk for the lenders and the need for the private party to collect tolls from individual users;

•   use of the government’s regulatory powers to create preferences for renewable energy projects by requiring public utilities to provide customers with a minimum percentage of energy from renewable sources (called “Renewable Energy Standards”) and/or to purchase renewable energy from renewable energy producers at a price 362sufficient to make the renewable project financially viable (called a “Feed-in-Tariff”);

•   provision of tax credits, cash payments in lieu of credits, deductions, and/or generous depreciation allowances to encourage certain types of projects;

•   assistance to low income consumers (especially in the water sector) in the form of cross subsidies in tariff arrangements or subsidies using output based aid (commonly referred to as OBA) from MDB’s or bilateral donors. This not only assists low income citizens but also helps the project maintain the revenue stream to repay project debt.

2.   GENERAL CHARACTERISTICS OF INFRASTRUCTURE PROJECTS

Infrastructure projects generally have a number of common characteristics that influence the project finance techniques used to provide funding. In addition, in various sub-sectors of the broader infrastructure sector, there may be more specific factors that influence the method of financing.

The major general characteristics of the infrastructure sector that impact the way a project is financed include:

a.  Generally Reliable Cash Flow

Infrastructure is a basic societal need and, as such, there is a relatively constant demand that generates a steady revenue stream from the output 363of most infrastructure projects. There are, of course, exceptions during periods of economic downturn and slow growth; and the converse of steady revenue is that the upside potential is limited. These relatively stable long-term cash flows produce a steady income stream that is of increasing interest to institutional investors who often seek stable long-term assets to match their actuarially predictable long-term liabilities like pensions and life insurance.

b.  Relatively Low Technical/Technology Risks

With the exception of telecoms, most infrastructure projects do not generally rely on complex or new technologies; and, as a result, tend to have relatively low technical risks—especially when compared with projects in some other sectors like oil and gas.

c.  Substantial Government Role

Infrastructure has traditionally been thought of as a responsibility of government and, as such, something that citizens expect government to provide as a government function. This means that the role of the government in the infrastructure sector is often greater than in other sectors. Key aspects of the government role in infrastructure projects include:

(1) Government Regulation. Even in countries where some infrastructure has traditionally been provided by the private sector (e.g. power in the United States), the government has a major regulatory role which impacts how 364projects may be financed. While no sector can escape some form of government regulation in the modern economy, projects involving infrastructure tend to have more government regulatory involvement in a range of issues. This is due to the public service nature of infrastructure and the fact that governments are ultimately accountable to the public if infrastructure is deficient or prices too high for consumers. Many infrastructure projects are monopolies or quasi-monopolies, which means that the markets in which they operate are non-competitive. This, in turn, means that government regulation and direction play an important role in setting prices and return on equity in many infrastructure projects.

(2) Need for Government Assistance and/or Subsidies. In some types of infrastructure projects (e.g. renewable energy, roads and water), it is common for the government to provide a subsidy and/or favorable regulatory treatment to enhance the economics of the project to enable private sector participation or to keep prices at a reasonable level for consumers and users. These measures have included tax benefits, renewable energy standards, contracts for difference, feed-intariffs, and output based aid.

(3) Government Counterparty Risk. When the government provides various forms of credit support for infrastructure projects, it often becomes a counterparty to the SPV. For 365example, a government owned distribution company is often the offtaker from the SPV in a power or water project, the government may make availability payments to the SPV in connection with a toll road project, and it may provide various commitments in connection with foreign exchange convertibility and transfer risks. In each case, the government’s creditworthiness or willingness to perform as a counterparty is a risk that lenders will evaluate.

d.  The Role of Individuals as Ultimate Offtakers/Users

In infrastructure projects that provide services directly to individual consumers (e.g. toll roads) the revenue stream is not backed by long-term offtake/user contracts with a few creditworthy purchasers but by thousands of individual users. This means that the market is a retail and not a wholesale market and that the quality of the due diligence on basic market demand is critical to the bankability of the project and the willingness of lenders to advance funds.

e.  Constraints on Pricing Policy of Infrastructure Projects

Given the public interest nature of most infrastructure projects and the fact that the ultimate users are often individual citizens, there are political and societal pressures to keep prices for usage as low as possible. Sometimes these pressures 366can be so great that the sponsor will have bill collection problems (e.g. in the water sector in many emerging markets) and difficulty earning enough to adequately maintain the infrastructure while also receiving an acceptable return on its equity investment.

f.   Risk of Public Opposition to PPP’s

Another common characteristic of infrastructure projects is the frequency of labor union and citizen opposition to the concept of PPP’s based on potential loss of public sector employment and ideological reasons relating to private involvement in government functions.

g.  Environmental, Social and Human Rights Issues

In recent years environmental, social, and human rights issues have become an increasingly important part of project finance preparation and due diligence. These issues arise in almost every infrastructure sub-sector. For example, fossil fuel power plants face opposition because of greenhouse gas emissions and siting issues; and hydroelectric projects are opposed because the often require relocation of people and cause ecological damage. Both public and private sector lenders require consultation with the local people most affected by the project as a part of the preparation process; and many argue that a project needs to obtain the “free, informed prior consent” of affected peoples before a project may proceed. This means that project 367sponsors and lenders need to devote increased attention to identifying and mitigating these risks through increased consultation with affected groups and willingness to adjust the project to meet environmental and social standards.

h.  Foreign Exchange Risk

The foreign exchange risk can be especially difficult to mitigate in infrastructure projects in many emerging markets. Most infrastructure projects serve the local market only and receive revenue from users in local currency. Often the project needs to borrow abroad in a foreign currency to fund the project; and this creates a currency mismatch between the currency in which revenue is received and the currency in which debt repayment is owed. While this currency exposure can, in theory, be hedged, the currency swap markets in many currencies are often very limited and costly.

B.   POWER INFRASTRUCTURE

1.   GENERAL

In recent years, the largest user of infrastructure project finance has been the power sector. The segments of this sector are classified on the basis of the fuel source used to generate electricity. These sources (and a very rough approximation of their percentage of world-wide use based on 2013 International Energy Agency data) are:

(1)  fossil fuels (68%): coal (41%); and gas and oil (27%);
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(2)  nuclear (12%); and

(3)  renewables (20%): hydro (15%); and wind, solar, biomass, geothermal, wave and tidal (5%).

Each of these segments has characteristics that determine whether and how project financing can be used to fund generation facilities. This section discusses the characteristics of the fossil fuel and renewable sectors and some of the project finance techniques used to finance projects in them. Pure limited recourse project finance is rarely used in the nuclear sector because of the huge costs, very long construction periods, and extensive regulatory, environmental and political risks.

2.   FOSSIL FUEL

Most of the general characteristics of infrastructure projects summarized previously are applicable to fossil fuel projects. In addition, projects involving fossil fuels have some unique aspects which influence how they are financed. This section discusses some of these factors and summarizes how various project finance techniques can be used to mitigate some of the risks that are of concern to potential lenders.

a.  Characteristics of Fossil Fuel Projects

(1) Environmental Factors. Fossil fuel plants (especially coal fired facilities) raise major environmental issues that create citizen and political opposition focused on emissions of 369greenhouse gases and siting of the plant. Both public and private sector lenders apply increasingly rigorous environmental and social standards to fossil fuel plants; and government regulatory agencies have established strict regulatory requirements. This increases the time and money that sponsors need to devote to project preparation and obtaining permits and other regulatory approvals. As a result of these factors, in recent years many planned coal fired plants have been cancelled for environmental and/or regulatory reasons.

(2) Fuel Supply Costs. While fossil fuels are plentiful and generally readily available, their cost depends on economic, political and weather conditions affecting the markets.. As a result, fuel input prices can be subject to substantial fluctuations that affect project cash flow unless dealt with through long term, fixed price supply contracts, fuel cost pass through provisions in offtake contracts, or hedges in the derivatives market.

(3) Electricity Sales Prices. As in the case of fuel prices, the price at which electricity is sold fluctuates. Factors causing change include variations in fuel costs and fluctuations in demand due to changes in the level economic activity and weather conditions. These fluctuations affect cash flow and the revenue stream and can be mitigated through long term offtake contracts that provide some price 370protection and commodity price swaps in the derivatives markets.

(4) Regulatory Risks. Most countries highly regulate the siting, construction, and operation of power projects—including the environmental and pricing aspects of the project. This means that the regulatory risk (e.g. changes in regulation that affect the revenue stream) is relatively high. For example, there is growing pressure on governments and regulatory bodies to require utilities to include the full external costs of greenhouse gas emissions in their pricing calculations which would immediately make renewable energy sources more cost competitive with fossil fuels.

(5) Technical Risks. The technical risks in most fossil fuel power plants are relatively low—especially when compared with nuclear facilities or some types of renewables. Most technologies used are well known to sponsors and lenders and generally should not be a major negative factor to be considered in their decision to proceed with most fossil fuel projects.

(6) Transmission Risks. When compared with renewable energy projects, the transmission risk for fossil fuel projects seems more manageable as the generation facilities do not need to be located at the site of the fuel source but can be situated closer to the source of demand. This reduces, but does not eliminate, the regulatory, environmental, right of way, 371and other risks associated with transmission line permitting and construction.

(7) Merchant Power Plants. Traditionally, most independent fossil fuel power plants sold electricity under long-term power purchase contracts with a single purchaser who was usually an electricity distribution company that delivered and resold the power to individual businesses or residential consumers. Lenders liked this approach as it reduced the demand risk and enabled them to focus on the terms of the power purchase agreement and the creditworthiness of the offtaker/user rather than on estimates of the overall demand for power.

In recent years, regulatory changes in some countries have led to greater use of so called merchant power generation plants where sales are made directly into a regulated power market. There is more uncertainly as to the volume of sales as each plant must compete on the basis of price with other plants also selling into the market; and lenders are often hesitant to accept the risks inherent in merchant power plants.

(8) Different Types of Power. There are different types of generating plants that produce different types of power that, in turn, may have an impact on the way a power offtake contract is structured and the power is priced. Some plants are “base load” (i.e. they provide a steady predetermined amount of power) while 372others are “peaking plants” (i.e. they are designed to provide variable amounts of power to serve peak demand periods). In addition, some plants sell another product in addition to electricity. Some sell capacity as well as actual power while others are co-generating plants that sell both electricity and the steam and heat generated by burning fuel for various industrial processes; and some renewable energy facilities sell Renewable Energy Credits in addition to power. Finally some power is designated as firm power that is not subject to interruption while other power is interruptible and can be interrupted at any time without violating the offtake contract.

b.  Dealing with Fossil Fuel Project Risks

A number of the concepts and techniques discussed in earlier chapters are often used to deal with some of the issues raised by the special characteristics of fossil fuel power projects. They include:

(1) Extensive Environmental Preparation and Consultation. There is nothing a sponsor can do to change the fact that fossil fuels emit greenhouse gases that are damaging to the environment. What a sponsor can do is to take all steps possible to minimize and mitigate the negative impact. This might mean burning natural gas instead of coal, using the latest minimization technologies, strictly complying with all environmental regulations and, if the 373technology improves and becomes cost effective, using capture and storage techniques to minimize emissions into the atmosphere.

(2) Use of Commodity Price Derivatives. The fluctuations in fuel prices and/or the price at which electricity is sold is of major concern for lenders as they represent risks that might negatively affect the revenue stream they are relying on for debt repayment. They can be hedged to some extent using commodity price derivatives, and lenders typically include provisions in their loan agreements requiring the SPV borrower to enter into appropriate derivative transactions.

(3) The Use of Long Term Power Purchase Agreements. Many of the demand risks associated with fossil fuel plants can be eliminated by the use of long term power purchase contracts with take-or-pay type provisions that shift demand risk to a creditworthy purchaser as long as the facility is capable of producing power.

(4) The Use of Escalation Clauses. Escalation clauses are terms included in power purchase agreements that adjust the power sales price for changes in key variables such as inflation, foreign exchange rates, and fuel prices. These clauses have the effect of passing the burden of these changes on to the purchaser so that they are not borne by the SPV. However, if the amount of escalation is too great, consumer 374resistance to price increases reduces the effectiveness of these clauses.

(5) The Use of Capacity Charges. Capacity charges are payments made to a power plant seller to reserve and hold available for the purchaser a certain percentage of the capacity of the plant. These charges are generally designed to cover all of the fixed costs of the facility, including debt service; and the use of capacity charges provide lenders with comfort that debt service will be covered even in periods of low energy usage.

3.   RENEWABLE ENERGY PROJECTS

a.  Characteristics of Renewable Energy Projects

Renewable energy projects also have special characteristics that influence the way that they are financed. They include:

(1) Environmental Benefits. Projects that generate power from renewable energy sources have undeniable net environmental benefits, and it is this fact that has led governments to encourage their use through subsidies and regulation. Nonetheless, there is scattered environmental opposition to some types of renewable projects (e.g. biofuels and some wind farms) because of economic, siting and aesthetic reasons
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(2) Cost Competitiveness. Renewable energy projects tend to have high upfront capital costs relative to the amount of energy ultimately produced. While major improvements in technology have increased efficiency and reduced costs, renewable energy in general is still not fully competitive with traditional fossil fuels based on a capital cost per kilowatt hour basis. Some segments of renewables are nearly competitive, but to be fully competitive most need to be subsidized in various ways by governments until technologies have improved or until utilities using fossil fuel are required to include the full external costs to society of greenhouse gas emissions as part of fossil fuel generation costs.

(3) Intermittent Supply. Facilities generating power using renewable sources like water, wind, and sun all have the problem of intermittent input supply which limits their use to mostly peaking facilities. With the exception of hydro, storage of renewable energy is dependent on the development of more efficient batteries or other means of storage. The intermittent nature of supply affects predictability of revenues which is of concern to lenders and is one factor that has led many governments to provide various forms of incentives and subsidies for renewable energy.

(4) Transmission Needs. The main types of renewable energy facilities need to be located where adequate supplies of wind, sun, and 376water are found. Many sites are far from urban centers where consumer demands are greatest which means that long transmission lines often need to be built to connect to existing power grids. This involves the need to deal with right of way, environmental, interconnection, and permitting issues which add to project costs and provide incentives for distributed generation (e.g. roof-top solar).

(5) Nature of Offtake/User Contracts. One of the features of fossil fuel plants is that sales are generally made pursuant to longer term power purchase contracts which include both a capacity and an energy charge. The capacity charge concept provides some comfort to lenders as it covers debt service irrespective of the amount of power actually purchased. Given the intermittent nature of renewable energy supply, sellers are less able to provide firm commitments of capacity; and renewable power purchase contracts are generally energy only.

(6) Hydropower Projects. Hydropower projects involve the construction of dams to capture water in reservoirs which is then used to turn turbines by force of gravity from falling water to enable generators to produce electricity. (A few hydro facilities are so called “run-of-the-river” plants that use normal river flow to turn the turbines.)

Like other sources of renewable energy, hydropower plants are dependent on a “fuel source” (i.e. water) that is subject to periods of 377low availability (e.g. during major droughts) which results in decreases in power output. However, unlike wind and sun, water can be stored in reservoirs (either naturally or by pumped storage) so it is a somewhat more reliable source than wind or sun. Nonetheless, the uncertainty of production from hydro facilities means that long term take-or-pay contracts that lenders can rely on to generate sufficient revenue for debt service are not as common in hydropower projects.

Hydro projects also create environmental and social issues due to the flooding needed to create reservoirs of stored water and interruption of normal river flow which disturbs the traditional river ecology. This often creates a need to relocate people from their villages and destroys their traditional way of life and fishing and hunting grounds. As a result, there is often fierce opposition by local affected peoples and international nongovernmental organizations to hydro projects on environmental and social grounds. While such opposition can sometimes be overcome by intensive consultation and well designed and implemented relocation and compensation programs, it adds to project costs and is often a risk that private sector lenders are not willing to assume.
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b.  Dealing with Renewable Project Risks

(1) Renewable Energy Subsidies. To enhance competitiveness and encourage renewable energy production, governments may (a) enter into contracts for difference, (b) provide tax credits, cash payments in lieu of credits, and/or generous depreciation allowances, and (c) require utilities to meet minimum renewable energy standards and purchase a minimum quantity of renewable energy pursuant feed-in-tariffs at prices above the cost of power from other sources. While these techniques are helpful in the short term, a government requirement that pricing of electricity generated by fossil fuel sources include the full cost of greenhouse gas emissions would be far more effective in boosting long-run market competitiveness of renewable energy.

(2) Weather Derivatives. Derivative contracts can also be used to hedge against weather events that may affect a renewable project’s cash flow and revenue stream. For example, derivatives can be used to hedge against (1) changes in temperature patterns (e.g. an unusually cold summer) that reduce demand for electricity or (2) deviations from predicted patterns of wind or sun that would reduce renewable energy output. For example, swap derivative contracts based on temperature, wind or sunlight provide for compensation if the specified variable (e.g. wind flow or wind speed) deviates by specified amounts from an 379accepted index of past history of wind flow or speed in the locality concerned. In such a swap, if the wind flow during a specified period deviates from a specified amount, one party agrees to pay the other if wind flow exceeds that amount and the other party agrees to pay if below that amount.

(3) Renewable Energy Credits. An aspect of some renewable projects that sometimes helps in their financing is the fact that they not only generate electricity but also may earn Renewable Energy Credits which can be sold to provide a supplemental source of revenue. For example, see Chapter 13 (Section F) for a discussion of the use of Certified Emission Reductions.

(4) Added Credit Support or Security. The intermittent supply and technology risks mean that lenders and/or offtakers may insist on added security or credit support from the SPV to provide relief in the event the SPV does not meet its performance obligations under the offtake agreement. The types of credit support might include letters of credit, sponsor guarantees, subordinated liens or supplier warranties (e.g. with respect to wind turbines).
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C.   TRANSPORT INFRASTRUCTURE: ROADS

1.   CHARACTERISTICS OF ROAD PROJECTS

Governments often undertake road transport projects (i.e. roads, bridges and tunnels) by creating a PPP structure to raise funds using project finance concepts and techniques. The basic characteristics of transport projects differ substantially from those of power projects as discussed above and raise a different set of issues for project finance lenders. These issues include:

a.  Minimal Nature of Certain Project Risks

A positive factor for most road transport projects is that many risks encountered in other sectors are absent or minimal in nature. For example, there is no ongoing supply or input risk similar to fuel price or weather related risks similar to those found in power projects. In addition the technical risks and technology obsolescence risks often found in other sectors are generally lower in both the construction and operational stages—with the exception of roads over difficult ground conditions and terrain. These factors give lenders some comfort when considering whether to lend to road projects.

b.  Nature of Market and Traffic Risk

On the other hand, transport projects involve a type of market related risk not found in wholesale power projects financed on the basis of power purchase contracts. The road transport market is 381composed of thousands of individual road users who, in traditional project financed toll roads, were expected to create the project’s revenue stream by paying tolls for the use of the roads. This revenue stream was highly dependent on the amount of traffic using the road which created a major risk for lenders. To deal with this risk, sponsors and lenders required extensive traffic studies in order to accurately assess traffic flows and the expected size of the revenue stream. Unfortunately, in many project financed toll roads, the traffic studies were flawed and overly optimistic. This led to the failure of many toll road project financings which were taken over by governments who had to assume the debt created by the project.

c.  Political, Environmental and Routing Risks

The tolling of roads is often a sensitive political issue. Roads routed through high density urban areas or environmentally sensitive areas often attract resistance and vocal opposition on social and environmental grounds; and these risks are of major concern to lenders.

2.   DEALING WITH ROAD PROJECT RISKS

The failure of many toll road financings, led to the development of alternatives to tolls collected by the SPV/sponsors from users at toll booths. These alternatives included:
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a.  Shadow Tolls

One method was the use of “shadow tolls” where the government (and not the users) made payments to the SPV/Sponsor based on the volume of traffic that had used the road. While this system reduced user resistance to using the roads and substituted the government’s credit for the collective credit of the users, it did not eliminate the traffic risk entirely since payments were based on traffic volume.

b.  Availability Payments

This led to the use of so called “availability” payments from the government to the private party. These are payments that are made as long as the road meets minimum standards and is available to receive traffic. The payment is set at a rate high enough to ensure an ongoing income stream sufficient to provide for adequate maintenance and cover debt service payments to lenders and leave some return for the private party on its equity. While availability payments from governments may eliminate demand risk, they create an “appropriation risk” in that the ability of many governmental obligors to make continuing payments depends on their ability to get annual budgetary appropriations from parliaments and legislatures.

c.   Viability Gap Payments

Some governments are willing to provide support for road projects in the form of “viability gap payments”. In this technique, the government 383agrees to pay up to a specified percentage of the capital cost of the project (e.g. 20%) leaving the private party to fund or raise finance for the balance. This means that the private party is able to charge a lower toll or require a lower availability payment from the government. The lower tolls mean that user resistance should be less and the project should have a better chance of generating adequate traffic flows and a revenue stream that covers debt service on the reduced level of private sector debt.

D.   OTHER FORMS OF TRANSPORT INFRASTRUCTURE: AIRPORTS, PORTS, AND LIGHT RAIL

Ports, airports and light rail also depend to varying degrees on individual passengers to create a portion of the revenue stream through passenger facility charges, exit taxes and use of airport parking, shops and other services. However, most ports and airports also receive substantial revenue from creditworthy parties (e.g. airlines and shipping lines) under longer-term contractual arrangements, including lease agreements, landing and gate fees, dock access and storage, and baggage and cargo handling. In addition, a portion of the revenue received from airlines and shipping companies is often earned in foreign exchange. The existence of these factors may make it somewhat easier to fund airports and ports than road and light rail transport.
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E.   TELECOMMUNICATIONS INFRASTRUCTURE

The telecommunications (or “telecoms”) sector comprises a broad range of activities relating to the collection and processing of voice, video, written text and other data and transmitting it via radio, optical or wireline signals. These activities include manufacturing of equipment and construction of infrastructure to create communications networks that provide switching, transmission, signaling and connection to ultimate customers. These networks include switching and operation and control centers, signal and relay towers, transmission lines, satellites, and cables for fiber optic networks.

1.   CHARACTERISTICS OF TELECOMMUNICATIONS PROJECTS

The telecoms sector has a series of unique characteristics that limit the use of traditional project finance. They include:

a.  Rapid Technological Change

Technical complexity, rapid technological change, and obsolescence are key characteristics of this sector; and the fact that change is so frequent means that demand for a particular telecoms service may also change quickly as consumers switch to newer technologies. As a result, it is difficult to forecast accurately the long-run demand for some types of telecom services and to enter into the long term purchase contracts that are often the basis for a project financing.
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b.  Retail Nature of the Market

A high percentage of the telecoms market is a retail market composed of individual customers (e.g. cell phones). For many telecoms projects, this means that revenue estimates depend on market studies which try to assess overall retail demand rather than on evaluation of the creditworthiness of a few purchasers under long term contracts with committed offtakers.

c.  Unpredictability of the Revenue Stream

The combination of the effects on demand of rapid changes in technology and the retail nature of that demand means that it is difficult to predict long-term revenue and net cash flow over the life of many telecoms projects.

d.  Regulatory and Licensing Requirements

In most countries, the telecoms sector is subject to extensive regulatory and licensing requirements which are complex and change frequently as technology advances. In addition, telecoms projects are often subject to regulation by more than one country and/or by international conventions (e.g. satellites) which raises issues involving the uncertainty of cross border regulation. This general regulatory environment creates substantial regulatory risk that impacts the ability of sponsors to undertake project financing.

386

e.  Need for Interconnection

Many telecoms projects involved shared use of infrastructure and the need for different networks to be interconnected. This requires shared use and interconnection agreements which add complexity and create an added level of uncertainty when assessing a potential project’s revenue stream.

f.   Right of Way Issues

Like projects in the power sector, telecoms projects need to acquire rights of way and sites for cables, transmission lines, subsea cable landing, and towers which is often difficult and can delay project implementation.

2.   APPLICATION OF PROJECT FINANCE TECHNIQUES TO THE TELECOMS SECTOR

In spite of the significant problems created by the unique characteristics of the telecoms sector, project financing techniques are often used to finance certain types of telecom projects. For example, subsea cable, fiber optic network, and satellite projects are often able to raise funds on the basis of long term leases or contracts for the use of capacity on satellite transponders and subsea and land cables. The capacity payments under these contracts create a revenue stream that can serve as the foundation for a project financing for satellites or cables. A classic example of this use of project finance was the FLAG (Fiberoptic Link Around the Globe) which involved a subsea cable that runs from the United Kingdom to Japan through 25 different 387jurisdictions to link telecommunications carriers and networks in Europe, the Middle East and Asia.
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CHAPTER 25

OIL, GAS, AND MINING PROJECTS

A.   OIL AND GAS PROJECTS

1.   SECTOR CHARACTERISTICS

a.  Broad Range of Activities and Stages

The oil and gas sector involves diverse forms of economic activity that often use specially tailored project finance techniques to raise funds. The chain of oil and gas activity runs from exploration for reserves to the delivery of a final product to ultimate business or household users and includes:

•   geological research and exploration to locate reserves;

•   development and procurement of the facilities to extract the reserves;

•   the actual production from the reserves;

•   pipelines, tankers, other vessels and systems to gather and transport the crude oil and gas once extracted;

•   the processing of the crude oil or gas in refineries, LNG gasification and regasification facilities, and petrochemical plants into various end products; and

•   delivery by pipeline, tanker, rail, and truck to end users.
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The stages in this chain are often classified in three broad, and sometimes overlapping, categories: (1) Upstream, which includes exploration, production and gathering; (2) Midstream, which includes transportation, storage and wholesale marketing of petroleum products; and (3) Downstream, which includes the refining, processing and distribution of petroleum products.

b.  Global Nature of the Markets

Unlike infrastructure, the markets for oil and gas are global in nature and often characterized by production in one country, cross border transport by pipeline or tanker to another country for processing, and sometimes further transport to another country for final use. This is illustrated by the trend in recent years of increasing globalization of natural gas markets, including the expansion of pipeline systems in Eastern Europe, Russia, Central Asia, and Asia and continued expansion of LNG projects around the world.

c.  Fewer Foreign Exchange Risks

Unlike the infrastructure sector, a substantial percentage of the transactions involved in an oil or gas project financing are conducted in US dollars. This means that is less risk of a mismatch between the currency of a project’s revenue stream and the currency (or currencies) of the borrowing for the project.
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2.  KEY RISKS IN THE OIL AND GAS SECTOR

There are a number of special risks inherent in the oil and gas sector that are relevant to the way a project financing in the sector is structured and carried out. They include:

a.  Reserve Risks

Perhaps the greatest risk in any upstream project is the reserve risk—i.e. the risk that the size and/or quality of the reserve in the ground or underwater will turn out to be less than estimated by geologic studies and surveys. Since the revenue stream for the project is dependent on the reserves, any major shortfall in quality or quantity of production could impair the project’s net cash flow and its ability of the project to service its debt.

b.  Technical Risks

While much of the technology in the oil and gas field is time-tested and reliable, there are some segments that face significant technological risks. One of these areas is the extraction of offshore oil and gas—especially from deep wells where the technology is newer and less tested.

c.  Environmental and Social Risks

There are numerous potential environmental and social issues that need to be carefully evaluated and mitigated before undertaking an oil or gas project. They include: the siting of facilities; pipeline right-of-way and leakage issues; leakage from offshore production facilities or tankers; and concerns over 392contamination from shale oil and gas extraction. Most of these are manageable risks; but they are factors that can attract public and public resistance, add significant time and cost to the regulatory and permitting process, and weigh heavily in lender risk analysis.

d.  Cross Border and Political Risks

The global, cross border nature of oil and gas projects creates a set of risks not typically found in infrastructure projects. A substantial portion of the world’s oil and gas reserves are located in politically unstable areas of the world. This means that political and conflict related factors often play a major role in the availability and sustainability of oil and gas supply and its transport.

e.  Pricing Risks

Economic and political factors and new production sources (e.g. shale production) and new sources of demand (e.g. China) can lead to swings in oil and gas supply, demand, and pricing which can significantly impact a project’s revenue stream. While some price changes can be hedged using derivative products, this adds to the cost and complexity of the financing.

3.   PROJECT FINANCE TECHNIQUES USED IN OIL AND GAS SECTOR

Each of the stages in the development, processing and delivery requires large amounts of funding which are often—but not always—provided using 393project finance techniques. The specific techniques used will vary with the particular activity being financed and the source and nature of the reserves (e.g. onshore or offshore). Many of these financing techniques are unique to the oil and gas sector; and some of the more common include:

a.  Upstream (Financing Exploration, Development, and Production)

The banker’s toolkit of methods for project financing upstream activities includes:

(1)  reserves based financing which involves various techniques based on production from the estimated reserves including (a) borrowing base facilities; (b) production payment financing; and (c) other forms of securitization of receivables from the sales of a future stream of oil or gas from the reserves; and

(2)  various types of ship mortgages and long term charterparty contracts with major oil producers to create a reliable revenue stream that serves as the basis of financing drilling rigs, drill ships, offshore platforms, and offshore service vessels in the floating production, storage and offloading subsectors.
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b.  Midstream and Downstream (Financing Transport, Processing, and Delivery)

Facilities commonly financed in these stages include (1) oil tankers and pipelines for delivery of product to refineries and petrochemical facilities and subsequent delivery to end users and (2) the processing facilities themselves. The most common project financing techniques used are:

(1)  long term charterparty contracts for oil and LNG tankers;

(2)  throughput and deficiency agreements with creditworthy users to finance pipelines of all types; and

(2)  tolling contracts to finance refineries and some types of petrochemical facilities.

4.   LNG PROJECTS

A typical LNG project provides a good example of the potential use of basic project finance techniques in the oil and gas sector as it involves upstream, midstream and downstream activities. Whether project finance is used in all or some of these stages would depend on: the creditworthiness of the main sponsors, offtakers/users, and other key participants; and the location and exact nature of the project. However, project finance techniques might, in theory, be used as follows:

•   various types of reserve based financing might be used in connection with the 395exploration, development and production of the gas;

•   throughput agreements might be used to fund any pipelines needed to gather the gas and to transport it at various subsequent stages of the project;

•   charterparty contracts might be used to raise finance for service and storage vessels and for LNG vessels to transport the gas once it had been liquefied;

•   tolling agreements could be used for gasification and regasification facilities; and

•   take-or-pay (or hell-or-high-water) contracts with the ultimate distributor of the gas.

B.   MINING PROJECTS

Mining projects have many of the same characteristics and risks as oil and gas projects. Specifically, they are often located in remote and/or politically sensitive areas; and they have long transport and processing chains from the extraction of raw ore to delivery of a final product to the ultimate consumer which add to logistical costs. Extensive geologic studies are required to confirm the presence and size of viable ore bodies; environmental and social opposition to development of new mines is common; refining and smelting often requires huge amounts of electric power which leads to the location of many refineries and smelters close to low cost power and the need to transport raw ore over long distances by rail or sea; and prices 396for both raw ore and finished products are subject to substantial variations due to changes in economic conditions and the nature of the contracting process.

These risks are mitigated by, inter alia: intensive geological studies confirmed by expert second opinions; intensive consultations with local communities affected by new mining operations and the design of fair compensation and relocation arrangements; various types of reserve based financing; long term charter of bulk ore carriers to carry ore to refineries, smelters or other users; long term tolling arrangements for smelting and refining; construction completion guarantees; long term ore sales (offtake) contracts with major creditworthy buyers; political risk insurance; and use of the derivatives markets to hedge changes in commodity prices.

C.   VESSEL FINANCING FOR OIL, GAS, AND MINING PROJECTS

As noted above, revenue stream based project financing is also used to fund ships and other vessels, including bulk cargo carriers, tankers and various types of oil rigs, drill ships and offshore service vessels. The basis for the project financing is a long term charterparty contract which is similar to an offtake/user contract in other types of projects in that it can provide a long term fixed price revenue stream that is used to repay the loan for vessel’s construction (or refinancing of construction finance). As long as lenders are comfortable with the creditworthiness of the entity chartering the vessel, 397the longer-term fixed price revenue stream generated by the charter contract helps create bankability for the loan.
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APPENDIX 1

EXAMPLE OF A GENERIC PROJECT RISK MATRIX
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APPENDIX 2

GENERAL DUE DILIGENCE CHECKLIST

1.   Host Country. The purpose of the due diligence with respect to the host country is to assess the general climate for investment in the country in which the project will be carried out. The analysis covers such areas as:

•   macroeconomic situation

•   political stability

•   tax and foreign investment laws and the consistency of their application

•   dispute resolution process and the independence of the judiciary

•   foreign exchange regime and a forecast of future foreign exchange rates

•   good governance and corruption issues

2.   Project Participants. The purpose of this analysis is to evaluate who will carry out the project and the creditworthiness, financial strength, and commitment of each key participant in the project. It would include analysis of:

•   the project sponsors, including creditworthiness and experience in similar projects

•   other project participants (contractors; suppliers of equipment and other essential inputs; users or off-takers; operators; 406lenders; key advisers; and other parties essential for the success of the project)

•   the nature and strength of each participant’s financial situation, experience in similar projects, and commitment to the project

•   the host government’s commitment to the project and its willingness to provide cooperation and support

•   the quality of the advisors and consultants to the project

3.   Basic Organization and Structure. The evaluation of this topic considers the nature of the borrowing entity and how the project is to be organized and structured during both the construction and operational phases of the project. It would assess:

•   the sponsor and other ownership interests in the project, the terms of any shareholder agreements dealing with amount and nature of contributions, management, restrictions on sale, and other intra-sponsor matters

•   the nature of the proposed borrowing entity

•   the nature of the entity that will carry out the project (if different than the borrowing entity)

•   the legal and tax factors that influence the proposed organization and structure of the project

4.   Basic Economic Viability of the Project. The economic viability assessment looks at the market 407in which the project will be operating in order to determine the prospects for the viability of the project. The assessment would include:

•   market studies of current and future demand for the project’s product or service

•   analysis of the level, certainty, and predictability of revenue flows over the life of the project

•   competitive factors

•   other factors which could affect the future viability of the project

5.   Quality of Project Preparation. The purpose of this analysis is to evaluate how well the project has been prepared. It includes analysis of:

•   the quality of the feasibility and design studies

•   the quality of geological studies for mining and petroleum projects

•   the quality of hydrological studies for hydro and other water projects

•   the quality of the cost estimates for the project

•   procurement procedures

•   any environmental analysis that has been done

•   acquisition of needed land or rights of way and site clearance
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•   the tax planning for the project

•   the preliminary financial and legal assessments

•   accounting systems to be used in connection with the project

6.   Project Risk and Insurance/Hedging Analysis. The purpose of this analysis is to ensure that all material project risks have been identified and avoided, mitigated, or transferred to the maximum extent possible within the context of available risk management techniques, including insurance and hedging. The main areas of risk that are analyzed include:

•   overall risk assessment

•   technical risks

•   human resource risks

•   natural resource risks

•   market risks, including the risk of competition

•   construction risks, including both completion and overrun risks

•   risks of interruption of the stream(s) of revenue generated by the project

•   general financial risks

•   foreign exchange risks

•   credit risks

•   interest rate risks
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•   insurance and hedging possibilities

7.   Technical and Design. The purpose of the technical due diligence is to ensure that the technology and design are feasible and appropriate for the project. It would include assessment of:

•   the nature of the technology and design

•   whether the technology and design are new and novel or whether they are tested and proven

•   the quality of the engineering and design consultants

•   the adequacy and state of preparation of the project site

8.   Procurement. The procurement process is reviewed to assess whether the most appropriate method of procurement was used and whether all relevant laws and regulations were followed. Factors considered include:

•   the applicable procurement laws and regulations

•   the nature of the procurement process used (e.g. competitive bidding; unsolicited bid; sole source contract)

•   how the various elements of the project were bundled for procurement purposes

•   the clarity and quality of the bidding documents
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•   the openness and transparency of the procurement process

•   assurances of equality of opportunity and treatment for all bidders

•   the nature and competence of the bid evaluation panel

•   the nature and extent of any post award negotiations on the terms of the concession or other contract

•   whether there were any protests by losing bidders and how these protests were resolved.

9.   Construction Plan. The purpose of the due diligence in this areas is to assess the feasibility of the construction time schedule and estimated completion date which is critical for the commencement of revenue flows from the project. It would include assessment of:

•   quality of contractors and their experience in similar projects

•   reliability of the construction cost estimates

•   reliability of the estimated completion date

•   adequacy of contingency or overrun funding

•   construction of needed ancillary and support facilities (e.g. roads)

•   whether a turnkey contract was involved.

10.   Operational Matters. The due diligence on the proposed operation of the project is intended to 411assess the experience and quality of the proposed operator and identify potential operational phase problems. It would analyze:

•   the nature and availability of key operational inputs (e.g. coal, gas, or oil for thermal power projects)

•   the quality and experience of the proposed operator

•   the terms and conditions of any Operation and Maintenance Agreement

•   typical operational problems that have arisen in similar projects

11.   Financial Model and Projections. The analysis of the financial model and financial projections made for a project assesses their quality and realism in light of the economic prospects for the project. It would include:

•   review of the assumptions used in creating the financial model, construction and operating budgets, the revenue flows, borrowing costs, debt amortization and other key variables used in running the financial projections

•   profitability, rate of return, and debt coverage

•   sensitivity analysis

•   the experience and quality of the preparer of the financial model
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12.   Finance Plan. The analysis of the finance plan ensures that the most appropriate sources of finance have been identified and that there are no gaps in the finance plan. Such analysis covers:

•   the rating of debt (if applicable)

•   market capacity studies

•   evaluation of the basic alternative sources of finance

•   the basic terms and conditions of the proposed financing.

13.   General Legal and Regulatory Considerations. This part of the due diligence determines the legal feasibility of the project and ensures that all legal and regulatory risks and issues have been identified. Factors considered include:

•   the preliminary legal feasibility analysis

•   the regulatory regime for the project

•   dispute settlement options, including arbitration, governing law, and forum for dispute resolution

14.   Key Contract Documents, including Concessions. This topic is especially important for long term lenders and is designed to ensure that loans are protected and secured by appropriate and legally binding documentation. Analysis would include:

•   the terms and conditions of the key contracts and credit support arrangements for the project including concession agreements (and other licenses necessary to carry out the 413project), off-take and supply contracts, essential leases, construction contracts, operating and maintenance agreements, financing documents, guarantees, insurance, shareholder agreements, and other key documents

•   security over project assets, contracts, and the revenue stream

•   whether the key contracts have been duly approved and authorized and the persons signing the contracts have proper signing authority

15.   Environmental Considerations. This aspect of due diligence is to be sure that any environmental factors (including relocation of people and archeological considerations) are identified and dealt with. Factors reviewed include:

•   need for an environmental assessment

•   any environmental assessment that has been produced

•   compliance with local environmental law

•   need for relocation of people.

16.   Consultation with Affected Communities and Human Rights Issues. Every major international project will impact the local community and affect the lives of those affected by the project’s construction and operation. Due diligence in this area would review:
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•   the adequacy of sponsor consultation with affected communities to insure that local input was obtained

•   potential human rights issues

•   likelihood of claims based on failure to consult or alleged human rights abuses (e.g. action under the Alien Tort Claims Act)

17.   Corruption Related Issues. The growth of national and multilateral anti-corruption laws and codes and their increasingly aggressive enforcement by some countries means that due diligence in this area has increased in importance. An anti-corruption due diligence review would include:

•   an assessment of the relationships among the various project participants and the project’s procurement process, construction contracts (and related sub-contracts), supply and logistical arrangements and related documentation to identify areas that offer opportunities for corruption

•   a review of the adequacy of any anti-corruption compliance programs created for the project
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APPENDIX 3

SUMMARY OF TAX AND ACCOUNTING ISSUES

(Note: Tax and accounting issues are very technical and complex. This Appendix is highly simplified and included only to alert readers to some of the key tax and accounting issues involved in an international project financing. When dealing with these matters in an actual transaction, tax and accounting experts should always be consulted.)

TAX ISSUES

Overview

Tax and accounting matters are often the critical factors in determining how an international project finance transaction is structured and operated. They influence decisions in such matters as:

(1)  how the SPV is structured (e.g. an unincorporated joint venture, a corporation, a partnership, or some other form of business organization);

(2)  how a sponsor provides its “equity” to a project (e.g. in the form of traditional equity common stock or subordinated debt);

(3)  the percentage equity ownership interest of the sponsors in the SPV (e.g. to ensure that the desired accounting treatment—416consolidated, equity or cost based—is achieved);

(4)  the countries included in the tiers or chain of ownership that sponsors and other equity investors use to channel funding from their home countries to the SPV and to receive dividend, interest, and other distributions;

(5)  the way the overall project is structured (e.g. the use of a lease to maximize the tax deductions associated with asset ownership); and

(6)  the way a project is operated (e.g. the locus and design of a projects supply and sales arrangements to take advantage of transfer pricing and other income shifting transactions to minimize taxation).

Each international project will have its own set of tax and accounting issues based on the specific facts and circumstances of the project. The purpose of this appendix is to outline in a very general way some of the concepts, practices and issues that are commonly involved when structuring, financing and operating an international project financing

Specific Issues

Issue 1. Tax and accounting objectives of sponsors and other main participant’s. The threshold issue is to determine the tax and accounting objectives of the various parties and assess the extent to which they might be achieved in the way the project is structured and operated. For example, for a US 417sponsor operating under US tax law some of the objectives that it might seek to attain in structuring its interest in an international project financing include:

•   defer receipt of its share of the profits so that does not have to pay US tax until the funds are repatriated to the US;

•   credit any foreign income taxes paid against US tax;

•   deduct its share of any project losses against US taxable income from other sources; and

•   use depreciation on a flow-through basis to shelter other income.

Issue 2. The impact of tax and accounting issues on the form of the SPV. The form of the SPV is often determined by tax and accounting issues. Some sponsors may have a tax situation that makes it beneficial to have income from the project taxed on a “flow through” basis which means that the sponsor’s share of profits and losses of the project are taxed as if the SPV entity did not exist. In other words, the sponsor’s percentage share of profit, loss, and expenses flow through the SPV to the sponsor to be taxed at the sponsor level and provide deductions against other income. In such case, the sponsor would prefer an SPV form like a partnership where income and deductions would receive flow through tax treatment.

Issue 3. Location of various project ownership entities. Tax issues not only affect the structure of the SPV but the nature and location of the entities 418the sponsors use to hold their interests in the SPV. Sponsors need to consider what ownership structures and tax regimes are available under the law of (1) the project’s host country and (2) various potential intermediary countries in the chain of ownership between the parent sponsor and the SPV in the host country and then decide on (a) the entity that is used to own the project and (b) the entities that the sponsor uses to hold the investment in the company and serve as the conduits for payments to and from the SPV and the ultimate parent sponsors.

Issue 4. The consequences of the interaction of the tax laws of the various countries with tax jurisdiction over all or part of a project’s operations. It is almost inevitable that a major international project will be subject to potential tax liability in more than one country. A major part of the tax planning for such a project involves ways to minimize the overall tax burden of the project, its sponsors, and other key participants by structuring the project to maximize the use of the more favorable tax regimes. There are a number of sub-issues to be considered when attempting to devise such strategies. They include:

•   The source of the income subject to tax. Countries claiming jurisdiction to tax the project may have fundamentally different approaches to taxation. For example, does the country tax on a territorial (or source) basis (i.e. the country in which the income is earned) or on a residential basis (i.e. the residence of the recipient of the income)? In other words, is a participant taxed by its 419home country on a worldwide basis wherever the income is incurred, by the country in which income originates, or both? Most countries base taxation on the territorial source of income—i.e. the income must originate from activity that takes place in the territory of the taxing country. However, some countries, including the United States, tax income on the residence of the taxpayer—i.e. they tax the income of their residents on income that they earn anywhere in the world even though the activity that generates the income take place outside of the country imposing the tax. The interaction of these differing regimes can add to the complications in structuring a project.

•   Double taxation/no taxation. Application of more than one tax regime to a project will lead to conflicts or inconsistencies that could create advantages or disadvantages. For example, in some cases, project profits may be subject to double taxation: once in the host country where the project is located and again when returned to the home country in the form of dividends and/or interest. In other cases, a gap in coverage may lead to situations where there is no tax on certain types of income.

•   Tax credits. If a country taxes the worldwide income of a project participant, the participant may be able to credit certain taxes paid in the project’s host country 420against the tax owing in its home country up to specified limits.

•   Tax havens. Some low tax jurisdictions around the world operate as tax havens—i.e. low or no tax on income generated by economic activity that took place in another jurisdiction. These countries may have treaties or understandings with other jurisdictions that allow income to be shifted or deflected from a higher tax jurisdiction where a project’s income is generated to the tax haven where the level of taxation is lower. This tax arbitrage is often done through complicated schemes involving intra-company transfer pricing or royalty, principal, and interest payments among related entities.

•   Impact of bilateral tax treaties. Countries often enter into bilateral tax treaties to minimize the negative impacts of conflicts and inconsistencies in the tax laws of the countries concerned. They reduce and/or eliminate taxation of specified income or transactions involving the treaty parties. A common example is the use of bilateral tax treaties to reduce or eliminate withholding taxes on dividends and/or interest in order to minimize double taxation.

Issue 5. Tax deferral. In countries like the United States that tax its citizens on a worldwide basis, a major issue that arises is whether the taxpayer is taxed on its share of project income when it accrues 421abroad or only when it is returned to the home country. In other words, can project participant defer home country taxation on project income until it is returned to its home country? Under US tax law, taxation of certain types of foreign income is deferred until the income is transferred back to the US. In such cases, the chain of ownership may be structured in tiers so that income may be accumulated in offshore holding companies to take advantage of tax deferral.

Issue 6. Use of project losses and depreciation. Most projects have large capital costs subject to depreciation and generally incur losses during the construction and start-up periods. Sometimes sponsors are in a position to use the SPV’s losses and depreciation deductions to shelter income from other sources, and attempt to structure the SPV and the project so that it may accomplish this objective. In addition, in cases where the sponsors cannot use the depreciation deductions themselves, they may structure the project to pass these deductions to parties that may be able to utilize them (e.g. through a lease transaction).

Issue 7. How tax issues may influence the structure and nature of funding. The differences in the tax treatment of debt and equity are important factors in determining how a project sponsor funds its investment in the project—e.g. the mix of sponsor equity and sponsor subordinated debt. For example, the interest paid by the SPV on the sponsor’s subordinated debt may be tax deductible by the SPV, the principal repayments on subordinated loans may not be taxable in the 422sponsor’s home country, and the SPV may be able to pay interest on subordinated debt in cases where losses might prevent the payment of dividends on equity (i.e. during the construction and start-up phases). Another issue that may impact the type of funding provided is the nature of withholding tax on interest, partnership interests, or dividends. Moreover, if the home and the host countries classify a financial instrument or a transaction differently, the sponsor may structure its investment as a hybrid instrument that is treated as a loan which generate deductible interest for foreign tax purposes in one country but equity for tax purposes in the other country.

Issue 8. Host country tax environment and nature of local taxes. There are a number of specific issues arising out of the host country tax regime that influence how a project is structured and operated. They include:

•   tax incentives and tax holidays;

•   withholding taxes on interest and dividends (if any);

•   the effect of tax treaties;

•   the nature of the depreciation deduction (e.g. if the deduction is too large in the early years, a “dividend trap” may be created if the deduction is so large as create a loss on the income statement and the local laws prohibit payment of dividends even if the SPV has ample cash);
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•   local law requirements with respect to the form of ownership or local participation that affect tax planning and make the attainment of sponsor tax objectives impossible or more difficult;

•   how the local taxes are characterized—e.g. as income taxes or some other form like a transaction tax or a VAT tax. This characterization may be relevant for, for example, the availability of US foreign tax credits; and

•   taxes associated with the taking of security over project assets (e.g. registration taxes)

General Concepts and Practices

There are a number of other general concepts and practices are commonly utilized in the tax planning for international project financings. They include;

•   Tax Arbitrage. Tax planners will consider whether there is any possibility of tax arbitrage as a way to minimize taxation of a project and its participants. Tax arbitrage is a practice that exploits differences in tax systems by moving receipt of income from one country to another (i.e. from a high tax jurisdiction to a low tax jurisdiction) in a legal way that minimizes but does not avoid taxes and is consistent with the tax law of all countries concerned. This is often done through transfer pricing, royalties, intra-company loans and other intra-group income shifting transactions.
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•   Income Shifting. This is a practice related to tax arbitrage where the sponsor arranges for part of the income generated by a project to be taxed in a country other than the host company using various intra-company transfer pricing, royalties, and loans to shift the origination of income to a lower tax jurisdiction.

•   Entity Classification. Different countries may classify the form of the SPV differently for tax purposes (e.g. a corporation rather than a partnership) which may affect the way the project is taxed and structured.

•   Classification and Recognition of Income. Different countries often have different ways of classifying and recognizing when and where income is received (e.g. actual receipt or accrual) which may need to be considered in tax planning.

•   Tax Consequences of Property Transfer. Often the sponsors and/or other project participants will transfer property—either tangible or intangible—to the SPV to be used in connection with the project. Such transfer requires careful planning to avoid recognition of gain or loss on the transfer and/or deemed royalties of the transfer of technology

ACCOUNTING CONSIDERATIONS

Accounting considerations are also a major factor in how project sponsors decide to structure their interests in an international project financing. 425Among the most important issues are (1) whether the debt that the SPV raises for the project is “off-balance sheet” for the sponsor (i.e. the debt and borrowings are not reflected on the sponsor’s balance sheet) and (2) the nature of the footnote and other disclosure that needs to be made in a sponsor’s financial statements for significant sponsor contingent liabilities (e.g. completion guarantees, other forms of sponsor support, and payments under lease obligations).

Generally accepted accounting principles determine when a sponsor’s proportionate share of project assets, revenue, and expenses need to be reflected on the sponsor’s balance sheet. A highly simplified summary of the options for accounting treatment is as follows:

•   Consolidation: If the sponsor owns 50% or more of the SPV, these items are consolidated on a line-by-line basis (and equity interests owned by others are reported as a minority interest).

•   Equity basis: If a sponsor has a 20–50% ownership interest in the SPV, it carries its ownership as an investment on its balance sheet and reports a percentage share of project income and losses; but the project assets and liabilities are not shown on the sponsor balance sheet.

•   Cost: If a sponsor owns less than 20% of the SPV, the sponsor carries the ownership as an investment at original cost and reports income only if it receives dividends. Project 426assets and liabilities do not show up on the balance sheet.
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APPENDIX 4

CHECKLIST OF CONCESSION PROVISIONS

There is no standard form of concession as the terms of each agreement are determined by a combination of factors peculiar to the country, sector and project under consideration. There are, however, several matters that are commonly dealt with in concession agreements and are listed in this appendix.

Scope and Nature of the Agreement

•   formal grant

•   objective and purpose

•   extent and coverage

•   duration, possibility of extension and ultimate expiration

•   requirements for re-bidding

•   assignability and transfer

•   ability to acquire a security interest in the contract rights

Parties to the Agreement

•   The sovereign state itself should be a party to the contract and the sole government party should not be a government agency or a sub-sovereign governmental entity.

•   It is common for there to be more than one governmental party to the agreement—e.g. 428the sovereign state and a government agency responsible for the relevant sector.

•   In the case of agreements with state or municipal governments, the issue is more complicated and depends on the country’s constitution and laws dealing with the division of power and the basic structure of government.

Exclusivity of Concession Rights

•   nature and scope of the right to undertake the project

•   Concessionaires and lenders prefer exclusive rights

•   Governments often agree not to grant competing concession rights or engage in competing activities through government controlled entities.

Scope and Nature of the Project

•   project description

•   geographic coverage

•   design specifications and facility requirements

•   performance output and quality standards and requirements

Nature of the Private Participant

•   ownership and shareholding, including minimum equity requirements
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•   restrictions on transfer of share ownership

•   nationality and/or local ownership requirements

•   local content and local sub-contracting requirements

•   personnel: local hiring and limits on foreign workers

•   composition and citizenship requirements of board of directors

Basic Obligations of the Private Participant

•   meet construction standards and schedule

•   operate the facility in accordance with performance specifications/standards

•   make all payments of concession fees to the government

•   select and oversee contractor

•   meet any ongoing investment, expansion, and maintenance obligations

Basic Obligations of the Government

•   make site available for construction after proper site clearance and creation of access

•   make ancillary services available such as temporary power and water

•   facilitate construction and operation of the project through assistance in the approval process, and in obtaining necessary legislative and political clearance
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•   monitor and inspect project on a timely basis

Government Support Obligations

•   specification of conditions precedent to the grant of support

•   fiscal incentives or exemptions

•   customs duty exemptions

•   special treatment under local labor laws for work permits, expatriate taxation, and remittance of salary

•   obligation to facilitate implementation and operation of the project and refrain from interference to the economic and financial detriment of the project

•   performance guarantees of government owned entities

•   price subsidies to poorer consumers or other politically sensitive groups

•   fuel subsidies

•   direct credit and other financial guarantees

Payments to the Government

•   The host government can receive revenue from a project carried out under a concession in a number of ways, including taxation, an initial lump sum payment, a fixed canon or concession fee payable on a periodic basis, a share of revenue or profits, or through dividends as a shareholder.
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•   concession fees and/or profit sharing and the method of calculation

•   provisions for the adjustment of the government’s share

•   taxes

Design and Engineering

•   approval of design and engineering plans and construction schedule

•   process for agreeing any deviations in the plans and schedule

Construction

•   specification of construction standards and schedule

•   site clearance and availability issues

•   possible requirement as to nature of the construction contract (e.g. fixed price turnkey contract)

•   possible preference to local subcontractors

•   meet performance standards

•   supervision, monitoring and inspection, including possible requirement to use an independent engineer or a quality assurance inspector

•   bonding, insurance and other risk mitigation

•   completion tests
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•   contractor penalties/bonuses for late/early completion

Operation

•   specification of performance tests and operational standards that must be met

•   maintenance obligations

•   any ongoing investment or expansion obligations

•   ongoing insurance obligations

•   provision for temporary takeover by the government in an emergency situation

•   ongoing role of the relevant regulatory body

Pricing of the Project’s Output or Service

•   role of the regulatory body in price determination and adjustment

•   pricing methodology or formula

•   price adjustment provisions over the life of the concession (i.e. automatic adjustment through various indexing formulae, by the regulatory process on a periodic basis or one time discretionary adjustment due to unforeseen change in circumstances)

•   cross subsidy among classes of consumers

•   government subsidy of price paid to certain classes of consumers
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Accounting, Audit and Project Management

•   specification of accounting and audit standards

•   obligation of concessionaire to devote adequate resources to ongoing project management in terms of quantity and quality of personnel, equipment, and funding

Lender Provisions

•   Since the concession or other basic project document is the key operational document, it is carefully reviewed by potential lenders to ensure that it will be bankable—i.e. that it contains adequate safeguards as to completion, reliability of the revenue stream, enforcement of security, and payments in event of early termination.

•   If lenders feel that the contract is not adequate, they will require, as a precondition for agreeing to a loan, the inclusion of clauses to make the agreement “bankable.” The most common of these clauses are:

[image: images]   adequacy of revenue stream

[image: images]   adequacy of security, including security in the concession itself

[image: images]   step-in-rights

[image: images]   ability of the concessionaire to assign its rights under the concession to the lender

[image: images]   repayment of outstanding loans in event of termination
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[image: images]   dispute settlement provisions

•   Lenders may insist on a clause requiring the government to enter into a Direct Agreement with the lenders

Early Termination

•   events of default that give rise to a right of early termination by either the government or the private participant

•   rights to cure any event of default to prevent termination, including so called “step-in-rights” for lenders

•   procedures to be followed in the event of default, including cooperation between the government and the lenders to find an alternative private sector partner

•   compensation in the event of termination, including the possibility of liquidated damages and the lenders’ need to have assurances that there will be adequate funds to pay any debt outstanding at termination

•   lender ability to take security in the concession itself in the event of termination and the ability to assign the contract to a new private sector partner.

•   Specific defaults that give rise to termination will vary from project to project by may include:

[image: images]   default by the concessionaire on the loans to the project;
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[image: images]   failure of the concessionaire to meet the specified performance or investment obligations in a timely manner;

[image: images]   bankruptcy, dissolution or liquidation of the concessionaire

[image: images]   failure by the government to make the site available, provide the necessary rights-of-way, or honor the tariff provisions of the concession with respect to rates or rate adjustment; and

[image: images]   failure by the government to compensate the concessionaire in the event of a “materially adverse state action.”

•   In addition to actions by the parties, a right to terminate may arise as a result of events outside the control of either party such as a force majeure event or a change in circumstances that leads to economic hardship or destroys the economic balance or equilibrium of the transaction.

Security Interests

•   description of the nature of security interests in both tangible and intangible project assets, including the concession itself

•   the government’s obligation to cooperate in registering and enforcing lender security in project assets

•   assignability of security interests
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Force Majeure

•   Concessions often contain extended provisions defining what constitutes force majeure and requiring insurance and other risk mitigation measures against a force majeure event.

Waiver of Sovereign Immunity

•   Concessionaires and lenders will seek an explicit waiver of sovereign immunity stating that activities under the concession are commercial in nature so that the host government can be sued and its assets attached in the event that it defaults on its obligations under the concession.

Dispute Settlement

•   form or method of dispute settlement ranging from informal resolution by the parties themselves, mediation, and arbitration to formal court proceedings

•   determination of the place of the settlement proceedings: host country; home country; or neutral location

•   the choice of governing law: host country law; home country law; third country law (generally England or New York); general principles of international law

•   role of applicable bilateral investment treaties.
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Changes in the Agreement

•   Concessions may contain provisions dealing with the circumstances in which the terms and conditions of the contract may be altered to meet changing circumstances that will be inevitable over the life of the agreement

•   In many countries with a civil law tradition, the host government retains a unilateral right to alter the contract for public policy reasons; and, for obvious reasons, the private participants and their lenders seek to limit this right to the maximum extent possible

•   In some countries amendments may be made to restore the original economic balance or equilibrium after mutual agreement when there are circumstances that materially affect the private partner’s economic return

Separability

•   A separability clause provides that, if one or more clauses of an agreement are declared invalid (or become non-operative for other reasons), this does not make the entire contract invalid and that the parties will, if necessary, endeavor to negotiate new provisions to deal with the void

Role of Regulatory Agencies

•   identification of the agency (or agencies) with jurisdiction

•   nature and extent of jurisdiction
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Various Annexes

•   Concession often have extensive annexes which contain details of a number of the matters noted above. They would typically cover:

[image: images]   technical specifications

[image: images]   completion tests (physical, technical and financial completion)

[image: images]   calculation of liquidated damages

[image: images]   pricing methodology and adjustment
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APPENDIX 5

CRITERIA FOR EVALUATING DEBT FINANCE

The terms and conditions of debt finance will vary widely depending on the source of the finance. This means that the SPV borrower needs to carefully assess the appropriateness of the different potential sources of debt using a generally accepted set of evaluation criteria. A major consideration for both the project sponsors and the lenders is whether a particular finance plan is the one that is the most appropriate for the project. Any evaluation of sources of debt finance and loan proposals inevitably involves tradeoffs and the balancing of different interests. The purpose of this Appendix is to look at some of the key factors to consider when evaluating offers of debt finance and to discuss some of the tradeoffs which may need to be made. The key factors that should be considered in evaluating the various types of debt finance are:

(1) Overall Cost of Borrowing. The project sponsor should have a clear understanding of the overall (or all-in) borrowing cost. In most cases, the most important factor in determining the cost of borrowing is the interest rate. However, the sponsor’s all-in cost calculation should also consider: (a) the currency in which the borrowing is made; (b) the additional fees that are charged in connection with the loan and (c) the other expenses associated with the borrowing.
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– Interest Rate Considerations. The absolute level of the interest rate is the starting point for any consideration of interest costs. However, a second major consideration is whether the rate is fixed or floating. Fixed rates are obviously better for planning purposes as they enable those involved with the project to predict with certainty the cost of capital and the debt service requirements over the life of the project. However, loans with a floating rate are generally more readily available than fixed rate loans but less desirable from a planning standpoint. Any potential sponsor must, therefore, consider the tradeoff between fixed and floating rates.

Another important factor is the time at which interest payments are scheduled to begin. To alleviate any cash flow problems during the construction, it may be possible to capitalize interest so that the interest which accrues is treated as part of the cost of the project and funded by the same investors who fund the project itself. In this way, no immediate cash payments are required for interest during the construction period.

– Currency. Another major factor in evaluating a financing plan is the currency in which loans must be repaid. In general, expected changes in exchange rates as between the currency of borrowing and the currency of the project revenue stream used to make repayment must be considered as part of the cost of borrowing. It is important to ascertain 441how much local currency the project has to generate to buy the foreign exchange to repay the loan.

Because of exchange rate factors, a low interest rate on a loan denominated in a currency that may appreciate against the currency in which the project earns its revenue may be less advantageous than a higher rate on a loan in a weaker currency. Any project borrower is generally faced with a choice of borrowing strong currencies at lower interest rates or weaker currencies at higher interest rates. Ultimately, the choice among sources of financing must be based on an assessment of future exchange rate developments with respect to the currencies in which the project borrows and earns its revenue and on the ability to hedge the risk inherent in such rate movements.

– Other Fees and Expenses. In addition to the coupon rate of interest, most loans have other fees which add to the overall cost of borrowing. For example, banks charge fees for arranging and servicing loans and export credit agencies charge country credit premiums or exposure fees. In addition, commitment fees and compensating balances that require the borrower to keep a certain percentage of the funds on deposit in the lending bank will also raise the overall cost of borrowing and should be considered along with the interest rate. Borrowers must also pay a variety of expenses associated with borrowing, including 442accountant and lawyer fees, travel expenses, printing costs and hedging costs.

(2) Availability. Changes in financial market conditions can affect the ability of sponsors to obtain funds from sources of finance that are particularly sensitive to market conditions. On the other hand, other sources may be more resilient and more readily available during difficult times. In addition, some lenders may be willing to fund construction while others are not willing to assume any construction period risk.

(3) Drawdown of Loan Proceeds. In the construction of a major project it is important to have the funds from borrowings available at the time they are needed—not before or after. Therefore, sponsors need to pay attention to how the debt funds may be drawn down from the lender or underwriter. The most desirable method involves a flexible drawdown which allows the SPV to obtain funds at the time they are needed (e.g. to make progress payments under the EPC contract) and in the amounts needed. The least desirable for the SPV in a project financing would be to receive all the funds from a particular lender in one lump sum at the beginning of construction and before they were actually needed. This would require the SPV to invest the funds in the short term markets until needed and run the risk of a “negative carry” which occurs when the interest that it earns on these investments is less than the interest that the SPV is required to pay on its borrowings.
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(4) Maturity. The maturity of a loan is the number of years that the principal of the loan remains outstanding before the final repayment is due. A loan’s maturity can have a major effect on the size of annual debt service payments and cash flow and is, therefore, an important element in any evaluation of a source of finance or a finance plan generally. In some cases, it may even be the difference between an unprofitable and a profitable project. Longer maturities generally mean lower annual amortization of principal and provide for more flexibility for structuring a repayment schedule that provides for lower payments in the early years when a project is starting up and larger payments in the years when a project reaches its peak earning capacity. However, shorter maturities are generally more readily available than longer maturities. This is particularly true with private sources and means that often the major source of longer maturity loans will be official sources like the MDB’s and ECA’s.

(5) Methods of Repayment. There are a number of different methods of repaying loans; and the project sponsor needs to consider the effect of the various methods on cash flow and try to negotiate a pattern of debt service payments appropriate for the project. For example, the level payment (or mortgage) method is designed to assure equal annual payments of debt service (i.e. principal plus interest) during the life of the loan. At the other extreme, some loans are structured so that the entire amount of principal is repaid in one lump sum at the maturity date with interest being paid periodically 444during the years prior to final maturity. This method is called a bullet loan. In addition, borrowers are often able to negotiate balloon repayment schedules with higher overall debt service in the later years when the project should be more profitable. There may also be grace periods in which there is no repayment of principal for a period of time. In addition, some lenders will allow the borrower to capitalize interest that is due during construction and then “paid” out of the proceeds of the loan. This has the effect of increasing the principal amount of the loan and allowing the construction period interest to be amortized over the life of the loan.

All of these different methods of payment result in a different pattern of debt service obligations and have dramatically different effects on a project’s cash flow. To ensure the most advantageous amortization schedule for the project, the sponsor needs to consider several key questions in connection with loan maturity and the principal amortization schedule. They are:

•   How many years does the project have to repay the loan?

•   When does repayment begin?

•   May interest during construction be capitalized?

•   Is there a grace period on interest and/or principal repayment?

•   What type of amortization—level payment; balloon; or bullet?
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•   And, finally, how much does the SPV have to pay in debt service each year?

(6) Security and Third Party Credit Support Requirements. Some types of lenders generally lend on an unsecured basis (e.g. multilateral development banks) and then try to protect their position as general creditors of the SPV through negative pledge clauses in their loan agreements. Other lenders (e.g. commercial banks) generally insist on being secured creditors of the SPV in a project financing and require liens over all project assets. These same lenders often require various forms of other credit support (e.g. guarantees and/or political risk insurance) to enhance creditworthiness of the project debt.

(7) Procurement. Often an offer of finance is made conditional on the purchase of goods or services from the country (export credit) or firm (supplier credit) which is supplying the finance. This is most always true with supplier and export credit loans and sometimes true with bilateral aid where such credit and aid are tied to purchases in the country concerned. This means that the borrower loses the freedom to conduct international competitive bidding for project components which may mean that the price is higher and/or the quality is lower than would be the case under more competitive conditions.

(8) Conditions Imposed in Connection with the Loan. In addition to evaluating the purely financial factors associated with the loan, the borrower must carefully evaluate the non-financial conditions 446imposed by the lender in connection with granting the loan. The type of conditions will vary from lender to lender but often include requirements as to: (1) environmental and social issues (2) disclosure and reporting of current financial information; (3) the choice of law governing the loan and the locus and method of dispute settlement; (4) the use of the proceeds of the loan; (5) financial covenants; (6) restrictions on the pledge of assets; and (7) the manner in which the project will be operated.

(9) Market Factors. There are significant differences in the characteristics of the markets in which funds for major projects are raised. There are differences in market size and capacity: some are large and liquid while others may be large but not very liquid. Some market segments are a relatively constant, reliable source of funding (e.g. MDB’s and ECA’s) irrespective of conditions in the financial markets while others are dependent on market conditions which make them more fickle and variable (e.g. commercial banks and the capital markets). There are also differences in risk tolerance among the various sources of finance and some types of funding require a credit rating while others do not.

(10) Legal Considerations. The project sponsor’s lawyer will need to review a number of legal and regulatory issues in connection with the evaluation of potential sources of finance for the project. These include: the lender’s internal approval process and the time it takes to process and approve the funding; the need to register or obtain regulatory approval for the financing; listing requirements (if 447any); information disclosure requirements; flexibility of renegotiating and restructuring debt; nature and extent of the documentation; nature and extent of covenants that may be expected; type of security (if any) that the lender will expect; preferred creditor status; negative pledge clause issues; potential inter-creditor issues; cross default clauses; priority in bankruptcy proceedings; and choice of law and forum requirements.

(11) Management Considerations. Another issue that needs to be evaluated is the extent to which the lender will intrude into the SPV’s management of the project by insisting on authority to, inter alia, approve yearly budgets and monitor the project’s operation and by imposing various restrictive covenants in the loan agreement.

(12) Motivation for Lending. While all lenders will require a project to demonstrate economic viability and will have minimum standards of creditworthiness, different types of lenders have very different basic motives for lending. Governments generally lend for political, developmental and humanitarian purposes; multilateral development bank lending is for economic and social development; export credit agencies lend in order to promote exports for their country’s businesses; and private sector sources lend primarily for profit and, in some cases, market share. The nature of a lender’s prime motive for lending can become a significant factor in determining a lender’s risk tolerance and willingness to cooperate when things go wrong with a project and renegotiation and restructuring is 448required. These considerations can be important in a lender’s decision to lend and in a borrower’s desire to obtain funds from a particular source of finance.

(13) Standards of Creditworthiness. Private sector lenders generally have more stringent standards of creditworthiness than official lenders because of the basic differences in motivation noted above. This is manifested through such factors as greater concern with political risk/country limits; higher threshold required for financial returns (interest and return of, and on, equity); generally shorter maturities and average life; greater consideration given to immediate project cash flow and assets as sources of debt service payments; and little or no consideration given to non-financial or economic benefits (e.g. employment and development aspects).

(14) Other Factors. A number of other miscellaneous factors need to be considered when evaluating sources of finance for a major project. They include: does the lender have the ability to provide a “halo” or “umbrella” effect for the project? does the source have preferred creditor status? what percentage of the project will the lender finance? (ECA’s and MDB’s may have formal limits on the percentage of project costs they may finance while private sources generally do not have similar restrictions); and what stage of the project will the lender finance? construction phase? post-construction phase? Both?
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APPENDIX 6

RELEVANT FINANCIAL CONCEPTS AND RATIOS

Sponsors, lenders and other participants use a project’s financial model to produce various financial ratios that assist in decision making during the life of the project. This annex summarizes in a highly simplified manner the nature and use of a few of the most common financial concepts and ratios.

1.   Hurdle Rate; Internal Rate of Return (IRR); and Net Present Value (NPV). The first critical decision that a project sponsor needs to make is whether it should pursue a specific project opportunity. The potential sponsor will typically be considering a number of different options for the use of its resources and needs to have a method for determining which opportunity to pursue. It may have a minimum rate of return that it will accept on the use of its funds (called a “hurdle rate”); and, unless the returns on a specific opportunity exceed the hurdle rate, the project will not be pursued.

Even if the expected return exceeds the hurdle rate, the sponsor needs a method of determining the relative rate of return of the project when compared with other potential projects. This is typically done using internal rate of return and/or net present value calculations. These calculations are based on the concept of the time value of money—i.e. the fact that money earned today is worth more than the same nominal amount of money earned at some future date because a party receiving money today 450has the potential to invest that money and earn interest. Conversely, to determine the present value (i.e. the value of future cash flows in “today’s money”) the party needs to discount the future value by the expected interest rate.

Using the time value of money concept, a project sponsor can calculate the expected IRR and NPV for each of the projects it is considering. In simplified technical terms, the IRR is the interest rate that makes the discounted cash flow (i.e. present value of the expected cash flows over the life of the project) equal to the cost of the project. The IRR on a project can then be used to compare the returns with the sponsor’s hurdle rate, its cost of capital or what it could earn by investing the same amount of money in another project or in financial assets. If the IRR is less than the hurdle rate, the weighted average cost of capital or what it could earn on another project, the project would not be worth undertaking from a financial point of view.

An alternative method of determining whether a project should be undertaken is to use a net present value calculation to determine a project’s profitability over its life. The net present value is the sum total of the present values of all of a project’s future cash flows discounted to the present less the project’s initial investment costs. If a project’s NPV is positive, the project should be profitable. If negative, it would not be profitable.

2.   Debt Equity Ratio. A calculation designed to show the amount of debt in a project relative to the amount of equity at any given point in time. It is 451expressed as a ratio calculated with the amount of interest bearing debt as the numerator and the amount of equity as the denominator

3.   Debt Service Coverage Ratios. There are a number of financial ratios use to assess the expected ability of a project generate sufficient cash flow to service the principal and interest on its outstanding debt. In general, the ratios provide an estimate of how much cash flow will be available to cover payments on outstanding debt. This coverage is expressed as a ratio with cash flow available for debt service (CADS) as the numerator and the expected interest and principle as the numerator. The higher the ratio the more likely it will be that the project will be able to service its debt. There are different views of exactly how cash available for debt service should be calculated with lenders taking a more conservative view that it should be limited to revenues less expenses for the relevant period (i.e. net operating cash flow) while borrowers often argue for inclusion of any current cash and reserve balances.

There are variations of the coverage ratio (i.e. historic, projected, and loan life) with the most common being an Annual Debt Service Coverage Ratio which compares the net operating cash flow expected for the year with the amount of debt service over the year. In addition, there is a Loan-Life Coverage Ratio (LLCR) which provides estimates of the ability to repay loans over the entire term of the loan. Specifically, it compare estimates of the discounted net operating cash flows with the amount of debt left outstanding on the date 452of calculation. Other coverage ratios—e.g. the Project Life Coverage Ratio and the Reserve Tail Coverage Ratios—are used to compare the net discounted cash flow over (a) the life of the project (not the loan) or (b) over the estimated life of proven reserves with the aggregate debt service requirements over the remaining life of the loan. The life of the project is usually measured by the duration of the Concession (or similar basic agreement) or the Offtake/User Agreement (or other revenue generating contract). The lenders use the Project Life and Reserve Tail Coverage Ratios to determine how much “extra” revenue might be available as a “cushion” or “tail” to repay debt in the event it is not fully repaid at maturity.

4.   Weighted Average Cost of Capital (WACC). The weighted average cost of capital is a calculation that provides an estimate of the overall cost of financing a project which can be used as a hurdle rate for making investment decisions or determining a project’s capital structure. It is calculated by (1) determining the returns required by investors on the various sources of capital for a project (e.g. common equity, preferred stock; bank loans, bonds, subordinated debt) measured by interest rates and the cost of equity (determined by the investor’s hurdle rate); (2) multiplying the various required return for each capital source by the percentage of the total capital provided by that source and (3) adding the results of (2) together to give a weighted average cost of capital.
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5.   Average Life of a Project’s Debt. A measure of the number of years it will take to pay half of a project’s outstanding debt at any point in time.
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APPENDIX 7

OUTLINE OF A COMMON TERMS AGREEMENT

Among

SPV BORROWER

THE VARIOUS LENDERS

VARIOUS FACILITY AGENTS

VARIOUS TRUSTEES

THE COLLATERAL AGENT

THE INTERCREDITOR AGENT

TABLE OF CONTENTS

ARTICLE 1—DEFINITIONS: RULES OF INTERPRETATION

1.1       Definitions

1.2       Rules of Interpretation

1.3       Conflict with a Loan Agreement

ARTICLE 2—FUNDING

2.1       Availability of Advances

2.2       Mechanics for Requesting Advances

2.3       Mechanics for Funding Advances

2.4       Limitations on Drawdowns

2.5       Security

ARTICLE 3—PAYMENT; PREPAYMENTS

3.1       General Terms
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3.2       Interest Provisions Relating to All Advances

3.3       Change of Circumstances

3.4       Repayment

3.5       Prepayment

ARTICLE 4—CONDITIONS PRECEDENT TO THE INITIAL DRAWDOWNS AND SUBSEQUENT DRAWDOWNS COMMON TO EACH FACILITY

4.1       Conditions Precedent to the Initial Drawdown

4.2       Conditions Precedent to Subsequent Drawdowns

ARTICLE 5—REPRESENTATIONS AND WARRANTIES

5.1       Organization

5.2       Authorization

5.3       Legality, Validity and Enforceability

5.4       Compliance with Law

5.5       Compliance with Operative Documents

5.6       Governmental Authorizations

5.7       Litigation

5.8       Financial Statements

5.9       Security Interests

5.10     Existing Defaults

5.11     Taxes

5.12     Contingent Liabilities

5.13     Environmental Laws

5.14     Utilities
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5.15     Sufficiency of Project Documents

5.16     Intellectual Property

5.17     True and Complete Disclosure

5.18     Construction Budget

5.19     Immunity

5.20     Subsidiaries and Beneficial Interests

5.21     No Other Powers of Attorney

5.22     Labor Disputes and Acts of God

5.23     Capitalization

5.24     Liens

5.25     Title

5.26     Project Schedule

5.27     Transactions with Affiliates

ARTICLE 6—AFFIRMATIVE COVENANTS

6.1       Use of Proceeds: Repayment of Indebtedness

6.2       Existence and Conduct of Business

6.3       Diligent Construction of the Project

6.4       Good Utility Practice

6.5       Project Revenues

6.6       Compliance with Legal Requirements

6.7       Operating Budgets

6.8       Books, Records Access

6.9       Access to Auditors

6.10     Financial Statements

6.11     Reports: Cooperation
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6.12     Debt Service Coverage Ratios

6.13     Taxes and Other Governmental Charges

6.14     Notices

6.15     Fixed Interest Rate Requirement

6.16     Borrower Equity and Sponsor Subordinated Debt

6.17     Indemnification

6.18     Additional Project Documents

6.19     Replacement of the Operator

6.20     Security Interest in Newly Acquired Property

6.21     Project Plans

6.22     On-site Spare Parts Inventory

6.23     Replacement of Auditors

6.24     Proper Legal Forms

6.25     Preserving the Project Security

6.26     Management Letters

6.27     Governmental and Environmental Reports

6.28     Enforceability of Loans and Notes

ARTICLE 7—NEGATIVE COVENANTS

7.1       Indebtedness

7.2       Limitations on Liens

7.3       Nature of Business

7.4       Sale or Lease of Project Assets

7.5       Merger, Consolidation, Liquidation, Dissolution
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7.6       Changes of Charter Documents or Legal Form

7.7       Waiver, Modification and Amendment

7.8       EPC Contract: Completion

7.9       Contingent Liabilities

7.10     Loans, Advances or Investments

7.11     Amendments to Operative Documents

7.12     Other Agreements

7.13     Commissioning of the Plant

7.14     Hazardous Substances

7.15     Immunity

7.16     Distributions

7.17     Transactions with Affiliates

7.18     Assignment

7.19     Transfer of Interests

7.20     Abandonment of Project
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APPENDIX 8

REFERENCE MATERIAL

The purpose of this book has been to provide a concise introduction to the key legal aspects of international project finance for law students and others with limited project finance experience. It has intentionally omitted more detailed presentation and discussion on many issues. For those readers who wish more in depth analysis, there are a number of excellent sources of further information—both online and hard copy.

One of the most comprehensive sources on project finance legal issues is the World Bank’s Public-Private Infrastructure Center for Contracts, Laws and Regulations. This website deals with the legal and contractual aspects of infrastructure projects and contains, inter alia, sample documents (often with annotations and practical drafting notes), sample clauses, and sample PPP legislation and regulations. It can be accessed at www.worldbank. org/pppirc.

Another excellent online source is the Harvard Project Finance Portal website. This site provides access to the extensive information on project finance assembled by the Harvard Business School. Through this site you can obtain case studies, articles and general information on all aspects of project finance, including legal issues. The site can be accessed at www.hbs.edu/projfinportal or by searching for “Harvard Project Finance Portal”.
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In addition, the websites of the leading project finance law firms are often excellent sources of more technical legal information relating to project finance transactions. Finally, there are a number of relatively recent books and treatises either dealing specifically with the legal aspects of project finance or containing useful chapters on legal matters. They include:

Books That Focus on Legal Issues

1.  John Dewar. Ed. International Project Finance: Law and Practice. Oxford University Press. (2010).

2.  Graham D. Vinter (with contributions by Gareth Price). Project Finance: A Legal Guide. Sweet & Maxwell. (Third Edition). (2006).

3.  Andrea Kramer and Peter Fusaro. Energy and Environmental Project Finance Law and Taxation. Oxford University Press (2010).

4.  Scott L. Hoffman. The Law and Business of International Project Finance. (Third Edition). Transnational Publishers/Kluwer Law International (2007).

5.  Jeffrey Delmon. Private Sector Investment in Infrastructure: Project Finance, PPP Projects and Risk. (Second Edition). Kluwer Law International (2009).

6.  Jeffrey Delmon and Victoria Rigby Delmon. International Project Finance and Public Private Partnerships: A Legal Guide to Key Growth Markets. Wolters Kluwer (2011).
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Books with a More General Focus

1.  E. R. Yescombe. Principles of Project Finance. (Second Edition). Academic Press/Elsevier Science. (2014).

2.  Richard Tinsley. Advanced Project Financing: Structuring Risk. (Second Edition). Euromoney Books. (2014).

3.  Stefano Gatti. Project Finance in Theory and Practice: Designing, Structuring and Financing Private and Public Projects. (Second Edition). Academic Press, an imprint of Elsevier (2013).

4.  Deborah A. Demasi and Kenneth B. Weiner. International Project Finance. (Fourth Edition). Juris Publishing Incorporated (2013).

5.  Frank J. Fabozzi & Carmel F de Nahlik. Project Financing. (Eighth Edition.) Euromoney Books. (2012).

6.  John D. Finnerty. Project Financing: Asset-Based Financial Engineering. John Wiley & Sons, Inc. (Second Edition). (2007).

7.  M. Fouzul Kabir Khan and Robert J. Parra. Financing Large Projects: Using Project Finance Techniques and Practices. Pearson/Prentice Hall. (2003).
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