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Preface

Recent years have seen a dramatic increase
worldwide in the involvement of the private
sector in the development and funding of public
facilities and services, and techniques are con-
tinuously being developed to draw the public
and private sectors together with a view to
sharing the risks and rewards associated with
such activities.

These various technigues are often referred
to as ‘public/private partnerships’ (PPPs) and
range from the simple contracting out of ser-
vices to the involvement of the private sector in
the financing, design, construction, operation,
maintenance and, in some cases, ownership of
major infrastructure facilities. This report is
concerned with the latter, commonly referred
to as 'BOT’ projects. Although BOT is often
used to describe the specific build-operate-
transfer technique of infrastructure develop-
ment (under which the private sector finances,
constructs, operates and maintains the facilities
for a given period, with the public sector
acquiring operational control at the end of that
period), the expression is given its wider mean-
ing in this report and is used to refer to all
types of infrastructure projects which involve
private sector investment and funding.

There are many factors contributing to the
PPP trend. The public sector is currently suffer-
ing from a general shortage of public funds
available for the development of large-scale and
capital-intensive infrastructure projects, while
at the same time increasingly perceiving the
need for infrastructure facilities to promote
economic growth in the shortest possible
timescale, BOT structures also allow the public
sector to transfer to the private sector many of
the risks associated with the implernentation of
these projects.

For private sector investors and financiers,
BOT projects have opened up a whole new area
of opportuntties for new business and relatively
high returns. The sharing of risks with other
parties to the project and with the public sector
entity concerned enhance the appeal of BOT.

One aspect of many BOT projects which is
attractive to investors and financiers is that
they incorporate sovereign credit risk, and this
renders them more suitable for financing in the
bond markets.

For a BOT project to succeed, it must be
sufficiently attractive to both the public and pri-
vate sectors. If the risks are felt to be too great,
or to outweigh the potential benefits and
returns, the project will not proceed. Certain
types of project have proved virtuaily impossible
to finance on a BOT basis. These have included
the financing of health care facilities in the UK,
where the legal risk, in the absence of specific
legislation which has now been enacted, was
felt to outweigh the potential benefits. Other
types of project have been slow to develop. As
a general principle, however, investors and
financiers are becoming more flexible in terms
of the types of project in which they will partic-
ipate and will now consider financing a project
the revenue siream of which is market-based,
rather than assured under a long-term contract
with a creditworthy purchaser. Over recent
years, much has been learned by both the pub-
lic and the private sectors as to the types and
extent of project risk which the other will bear
and this knowledge is being used to accelerate
the implementation of BOT projects in general.

Many countries with developed economies
have made substantial use of BOT techniques.
In the UK alone, under the government’s ‘Private
Finance Initiative’ launched in 1992, BOT pro-
jects with avalue of §6.8 billion had been signed
by April 1997, of which £5.2 billion represented
transport projects. In the emerging markets,
however, the implementation of BOT projects
has progressed more slowly than expected. This
has largely been as a result of the perceived
political risks assoclated with such projects and
the difficulties and delays which have been
experienced in relation to many of them. It is,
however, expected that as governments of
emerging markets countries become more
accustomed to the requirements of foreign
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investors and financiers, the implementation of
BOT projects will become easier and quicker,
thereby encouraging further projects.

This report covers the basis of BOT tech-
nigues and their potential advg.ntages and dis-
advantages for the participants in these
projects. It gives a general view of the applica-
tion of project finance techniques to projects of
this type and also covers in some detail project
viability and public/private sector risk alloca-
tion issues, procurement procedures, conces-

sion agreements, the sources of financing avail-
able for these projects and a review of current
PPP trends in western Europe.

In a work of this type, it is only possible to
give a general overview of BOT structures and
the issues involved. It should be borne in mind
that every project is unique and the statements
contained in this report will not be equally
applicable to all BOT projects. There is no sub-
stitute for taking appropriate advice on each
individual project.



Chapter 1

Introduction to Infrastructure Projects

The principles of project financing outlined in
the following chapters relate specifically to infra-
structure projects. This term is used in a broad
sense to include all types of transport systems,
communication systems, power generation and
transmission facilities, and water supply and
treatment systems. A common feature of all of
these is the provision of services to the public.
The financing techniques referred to in this work
are equally applicable to the upgrading of exist-
ing infrastructure and to the creation of new (or
‘greenfield’) infrastructure projects.

In recent years there has been a move away
from the view, entrenched since the early 20th
century, that the development of infrastructure
is solely the responsibility of the public sector.
In the past decade or so in particular, the irple-
mentation of infrastructure projects throughout
the world has increasingly involved the private
sector. This has not, however, brought about a
return to the practices of the 19th century,
when it was common for infrastructure projects
to be undertaken exclusively by the private sec-
tor. Instead, what we are now seeing are the
public and private sectors working together
with the aim of sharing the risks and rewards of
infrastructure development, and the concept of
the public/private partnership has developed.

PUBLIC/PRIVATE PARTNERSHIPS

Meaning

The term ‘public/private partnership’ (PPP) has

no precise meaning but is used to describe

many forms of arrangement between the public
and private sectors for providing public ser-
vices. These include:

e The contracting out of services, where the
private sector is coniracted to provide ser-
vices on behalf of the public sector for a given
period and for an agreed contract price, with-
out the private sector being required to
assume any financing or revenue risk.

& Joint ventures, where the public and private
sectors assume joint responsibility for the

financing and implementation of the public

service facilities.

Leasing, where all or a substantial part of the

risks associated with funding, developing and

operating the facilities are assumed by the
private sector, with the public sector entity
taking the facilities on lease.

* Build, operate and transfer (BOT) projects,
where the private sector has the primary
responsibility for financing, developing and
operating the facilities for a fixed period of
time, which should be sufficient to enable the
private sector entity to repay the financing
and achieve the required rate of return on its
investment. At the end of that period, the

project is transferred to the public sector.

This is perhaps the most familiar form of PPP

and the basic concept has been employed

(with some variations) in many different

ways, including:

- build, own, cperate and transfer (BOOT);

— build, lease and transfer (BLT);

— build, rent and transfer (BRT);

— build, transfer and operate (BTO);

— design, build, finance and operate (DBFO);
and

—design, construet, manage and finance
(DCME).

» Build, own and operate (BOQ), where the
private sector retains the ownership and con- -
trol of the facilities, with no transfer to the
publie sector.

Development

The development of PPPs, particularly in rela-
tion to infrastructure projects, is attributable to
a number of factors. First, national governments
have increasingly found that they do not have
the resources available to maintain and develop
their country’s infrastructure to the level
regarded necessary for the economic well-being
of the couni:ry. Secondly, with continuing tecl{-
nological advances, competitiveness in world
markets has become dependent on the availabil-
ity of high-quality, efficient infrastructure.
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Thirdly, PPPs are regarded as an efficient
way of allocating the risks and responsibilities
of developing infrastructure. The private sector
is perceived as being able to bring to a project
efficiencies that the public sector traditionally
cannot match, as well as technical expertise
developed in the private sector. A government
can facilitate the project by the provision of
assets, such as land and licences, and the provi-
sion of subsidies, guarantees and/or revenues.

Lastly, a PPP is often considered preferable
to a full privatisation of infrastructure facilities
because it allows the government to exercise
considerable control over the project. It can
also be used to ensure that the private sector
does not exploit the rights granted to it to
develop and, in particular, to operate the pro-
ject, by limiting the amount of profit which the
private sector can make.

BOT PROJECT STRUCTURE

BOT is a technique that has been used exten-
sively in infrastructure projects. Here, a private
sector entity (usually referred to as the ‘con-
cessionaire”) is granted a concession by a
national government or government entity (the
‘host government’) to design and build infra-
structure facilities in its country and to operate
and maintain those facilities for a given period.
The concessionaire is responsible for raising
the finance required to carry out the project. At
the end of the concession period, the facilities
and their operation are transferred to the host
government. The concessionaire will normally
be a special-purpose vehicle (SPV), formed by
the private sector promoters {or ‘sponsors’) of
the project.

Phases of a BOT project

BOT projects generally evolve through a series

of different phases:

s Project formulation — The need for a particu-
lar infrastructure facility is identified — nor-
mally by the host government but
occasionally by a developer or international
agency. The host government will then con-
sider what means it has for financing that
facility and whether it might be suitable for
financing on a BOT basis. This latter point

will require the host government to under-
take a preliminary feasibility study.

¢ Invitation to tender — Once the host govern-
ment has determined to proceed with a BOT
structure, it will need to decide what pro-
curement procedure to follow. This might be
determined, at least in part, by applicable
procurement laws, but it is cormmon for the
host government to invite competitive bids.
The host government will need to formulate
structured proposals that are as detailed as
possible, and should include any precise
requirements as to the infrastructure facili-
ties, the revenues which are expected to be
generated and the length and terms of the
concession. Procurement is discussed in
more detail in Chapter 3.

* Submission of bids — On the basis of the
invitation to tender, prospective sponsors,
usually acting as consortia (see Chapter 4),
will carry out their own feasibility studies for
the project and then prepare and submit bids.

s Selection of winning bid — The host govern-
ment will evaluate the bids and select a win-
ner to whom the concession will be awarded.

* Negotiation and execution of documenta-
tion — The parties to the project will prepare,
negotiate and enter into the detailed docu-
mentation required for the project. The prin-
cipal document will ‘be the concession
agreement between the host government and
the SPV. The concession agreement will set
out the rights and obligations of the parties in
relation to the project and will form the basis
of all the project contracts. The SPV will also
need to execute the documentation relating
to the financing of the project.

* Construction — The project facilities will be
constructed by a contractor, which will often
be a sponsor of the project, employed by the
SPV in accordance with a construction con-
tract. The construction costs will normally be
met from a combination of debt and equity.
Subject to passing agreed corapletion tests,
the facilities will be accepted by the SPV and
the host government.

* Operation ~ The SPV will operate and main-
tain the project facilities throughout the con-
cession period, normally by means of an
operation and maintenance agreement with



a specialist operator, which again will often
be a project sponsor. Throughout the period
of the concession the SPV will use the rev-
enunes generated by the project to operate
and maintain the facilities, repaying the
finance and making a profit for the benefit of
its investors.

¢ Transfer — The final phase of the project will
be the transfer of the project by the SPV to
the host government at the end of the conces-
sion period. The concession period will nor-
mally be sufficiently long to enable the SPV to
repay its debt and equity and pay a reason-
able rate of return to its investors. The trans-
fer should therefore be for nil, or a nominal,
consideration.

The parties
Every BOT infrastructure project will involve at
least some, if not all, of the following parties.

The host government

As mentioned earlier, it will normally be the
host government that perceives the need for an
infrastructure projeci: and determines whether
the project is suitable for financing on a BOT
basis. This will depend partly on the political
and economic circumstances of the country in
question and the government might need to
consider whether and to what extent it is feasi-
ble to change the laws of the country, or in
some instances even the country’s constitution,
to enable the project to be implemented or to
encourage foreign investment. It might be nec-
essary to enact legislation specifie to the pro-
ject, or to refine the laws relating to the
recognition and enforcement of contractual
obligations or security rights, or the laws relat-
ing to nationalisation and expropriation or to
provide for the regulatory regime within which
the project is to function. Equally, the govern-
ment might wish to provide for incentives for
foreign investment, such as tax holidays on pro-
ject profits (normally for a limited period),
exemption from customs duties and conces-
sionary tax rates.

In any event, the host government will nor-
mally provide support for the project in some
form. This might be the provision of land,
which the government might need tc expropri-

ate for the purpose, or it might be the provision
of fuel or energy, or simply the granting of
licences and consents required by local law.
The host government might be willing to sub-
scribe for some equity in the SPV. Other forms

of support that the host government might pro-

vide are discussed in Chapter 2.

The concessionaire

The project sponsors will normally wish to
form an SPV to act as the concessionaire, The
form of entity that will be most appropriate will
vary according to the circomstances. (This is
discussed further in Chapter 4.}

The SPV will be capitalised by the sponsors
in agreed proportions, normally on the terms set
out in a sponsor support agreement between the
sponsors and the SPV, This agreement will deal
not only with the sponsors’ initial capital invest-
ment but also any obligations to inject further
capital throughout the term of the concession. It
might be the case that these contribution obliga-
tions are supported by guarantees of parent or
affiliated companies of the sponsors given in
favour of the SPV.

The relationship between the sponsors them-
selves needs to be clearly defined and will usu-
ally be set out in a shareholders’ agreement or
joint venture agreement between them. These
agreements are likely to address issues such as
how the SPV is to be administered, how it is to be
financed, how the sponsors are to share profits
and how, if at all, the sponsors may transfer their
shareholdings or other interests in the SPV.

The SPV might, either initially or as the pro-
ject progresses, have other equity investors,
such as a development finance institution, insti-
tutional or private investors and, occasionally,
the host government itself.

Lending banks ,
Most BOT projects to date have been funded to a
great extent by commercial debt. The percent-
age of the anticipated project cost that commer-
cial banks will be prepared to lend will vary
greatly, depending on such issues as the size and
sector of the project, the projections and source
of project revenues and the banks’ evaluation of
all other risks associated with the project. The
banks will usually lend directly to the SPV.
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The banks will be expected to finance the
project on a ‘non-recourse’ or ‘limited
recourse’ basis. In this context, this means
that the commercial banks will expect to have
recourse to the SPV and all its assets for the
repayment of the debt, including its Iand and
buildings, plant and machinery, its rights
under the various project contracts and,
importantly, its rights tc project revenues,
while the banks might have some, but not
unlimited, recourse to the sponsors in respect
of the liabilities of the SPV to the banks.

The key issue in agreeing to a limited
recourse financing is that the banks will wish to
be satisfied that the income which the project
can be expected to produce will be sufficient to
repay the financing within the allotied time.
The source of the income is therefore vital in
the banks’ assessment of the risks that they are
taking on the project.

In return for agreeing to finance the project
on a limited recourse basis, the banks will
require the ability to exercise a considerable
degree of control over the SPV and its activi-
ties, and to have the ability to take control of
the project if any one of a large number of
events of default should cccur.

Other lenders

The SPV might in addition be able to borrow
from other sources, particularly national and
regional development banks, bilateral agencies,
including the export credit agencies, and devel-
opment finance institutions.

Finance lessor

Depending on the jurisdictions involved and the
tax regimes in those jurisdictions, it might be
possible for the SPV to benefit from lower costs
of funds by reason of tax-based leasing of
equipment from a finance lessor.

Parties to the project contracts
As the SPV will have no or a limited workforce,
it needs to ensure that it performs its obliga-
tions under the concession agreement by effec-
tively sub-contracting those obligations to third
parties. The principal contract parties will be
the construction contractor and the operator of
the project facilities. It is common for one or
both of these parties to be sponsors, or affili-
ates of the sponsors.

The SPV will also need to ensure that it has
adequate supply contracts in place for the sup-
ply of raw materials and/or natural rescurces

Exhibit 1.1
A TYPICAL BOT STRUCTURE

Development
" finance
governmen institutions
Finance lessor Concession ‘Investment
agreement agreement
Equipment Lending banks
lease
Credit
agreement
Guarantee
\?gnﬁzig}ss ZIPeE Sponsor support Concesssig)&naire/
holders agree- ' - . Export credit
ment? agreement Buyer credits agencies
Construction
contract
Qperation and
maintenance Supply Offtake
agreement contract contract
Operator Suppliers Offtakers Contractor




required for the project and, depending on the
nature of the project, offtake contracts
whereby third parties (or ‘offtakers’) agree to
purchase the product of the project. Such con-
tracts should generally introduce some degree
of price stability and certainty to, and thus
reduce the risk of, the project.

The principal project coniracts are dis-
cussed in Chapter 4, and a diagram of a typical
BOT structure is set out in Exhibit 1.1.

ECONOMIC AND FINANCIAL VIABILITY

Whether a BOT project can be considered eco-
nomically and financially viable needs to be
viewed from the perspective of the host govern-
ment and the private sector.

The host government

The host government, when considering
whether a project is economically viable, will
wish to be.satisfied that the project represents
value for money in relation to government
expenditure as a whole, and that its infrastrue-
ture objectives could not be met in a more cost-
effective way. This will almost inevitably
involve the host government making compar-
isons with the economics of financing the pro-
ject using public funds.

Most host governments will be able to bor-
row at a lower cost than that demanded of a
private sector special purpose entity borrowing
for the purposes of a BOT infrastructure pro-
ject. There are, however, other factors that will
have an effect on the outcome of the compari-
son, such as the allocation of risks between the
host government and the private sector, the
efficiency and expertise which the private sec-
tor can be expected to bring to the project and
the acceleration of economic activity in the
host country brought about by the project.

The private sector

The essential factor in determining whether a
project is financially viable for the private sec-
tor is whether cautious expectations of project
revenues will be sufficient to repay project debt
and equity and enable investors to receive a
reasonable return on their investment. In par-
ticular, lending banks will wish to be satisfied

that their debt will be repaid within the term of
the financing, which will normally be consider-
ably shorter than the concession period, allow-
ing for a margin of error and the possibility of
extending the term of the financing should the
need arise. The investors will wish to have their
investments repaid and to receive their returns
as s00n as possible, but in any event within the
concession period. These areas are considered
in more detail in Chapter 2.

RISK ALLOCATION

Ome of the key issues in any BOT financing is
the allocation of the various risks associated
with the project between the public and private
sectors and, after that, among the individual
parties involved. Although the specific risks in
any project will vary case by case, certain risks
will be common to most BOT projects:

s Completion risk — Perhaps the greatest per-
ceived risk of a BOT infrastructure project is
that the construction of the infrastructure
facilities will not be completed in the manner,
within the time and at the cost originally con-
templated. These risks may be practical risks
associated with the construction process,
such as geological problems, disputes among
the workforce, weather conditions, availability
of raw materials and transport problems, or
may be the risk that the construction contrac-
tor defaults or becomes insolvent.

s Technology risk — There may be risks associ-
ated with the technology proposed to be used
in implementing the project.

» Political risk — The perception of the politi-
cal risks will depend upon the jurisdictions
involved in the project. This will be a con-
cern principally in relation to the jurisdiction
in which the project facilities are located,
and careful consideration will need to be
given to the social and political stability of
that jurisdiction, the extent to which it has a
developed legal system, and any other factors
that might affect the position of a party
investing in that jurisdiction. Again, depend-
ing on thé jurisdiction, there may be a foreign
exchange risk in relation to the ability of for-
eign investors to convert local currency
receipts of the project into the required hard
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currency and to repatriate funds in order to
make the necessary payments abroad, as well
as to pay returns on the equity contributions
of the investors and to remit the proceeds of
any sale of that investment.

s Exchange rate risk — Where the revenues of
the SPV are in a currency different from that
of its payment obligation, the SPV will be at
risk of unfavourable changes in exchange
rates which could leave it unable to meet
those payment obligations in full.

s Legal risks — The laws of the relevant juris-
dictions will need to be assessed in relation
to issues such as the enforceability of con-
tractual obligations, the enforcement of secu-
rity, insolvency, procurement, corporations
and the regulation of all activities associated
with the project.

« Environmental risks —~ The failure to comply
with applicable environmental requirements
could lead to civil or even criminal liability
on the part of the project parties. Although
environmental liability is more likely to be
incurred by the SPV or the operator of the
facilities, the sponsors and lenders to the
project will also need to consider to what
extent they could incur liability.

These issues are also dealt with more fully in

Chapter 2.

FINANCING

Traditionally, infrastructure projects have been
financed partly by debt and partly by equity, but
finance for BOT projects is available from a
wide variety of sources.

Equity

BOT projects will normally be financed at least
in part by the subscription for shares in the 5PV,
The principal subscribers will be the project
sponsors, though there may be other investors —
for example, the host government, institutional
investors and, in some cases, the general public
in local or international capital markets. Equity
is discussed further in Chapter 6.

Senior debt
To date the commercial banks have been the
greatest source of senior debt for BOT projects.

The financing of projects has become a spe-
cialised area, particularly as it requires the term
of the debt to be much longer than the term of
loans for general corporate purposes. This, cou-
pled with the perception among commercial
banks that project financing is relatively high
risk, means that banks will wish to receive
enhanced margins on their loans compared, for
example, with corporate lending direct to the
sponsors, particularly during the construetion
phase of the project. Because of the risks
involved and the reliance by the banks on the
project revenues to service and repay their
debt, the banks will require a substantial degree
of control over the activities of the SPV and will
wish to be able to assume control of the project
if it gets into difficulties.

Mezzanine finance

Mezzanine finance has characteristics of both
debt and equity, and will rank between the two
in terms of priority. Essentially this type of
finance is treated as debt while the project has
sufficient resources to service it, but is treated
as equity if it has not. Mezzanine finance is also
discussed further in Chapter 6.

Capital markets

To date the capital markets have not been used
extensively to finahce BOT projects. Although a
number of bond issues have been made in the
United States for project financing and a limited
number of BOT projects have been successfully
financed via the capital markets in the United
Kingdom, these are traditionally conservaiive
markets. The credit rating agencies have proved
unwilling to give good investment ratings to
one-off projects, particularly in view of project
completion risk, without significant credit
enhancement. These markets are, however,
increasingly being seen as a desirable source of
funding, given that the available maturities and
terms of such funding are likely to be more
favourable to the SPV than senior commercial
debt. The expectation is that these markets will
in the future be used more extensively.

Leasing
It can be advantageous to consider tax-based leas-
ing facilities in respect of project equipment. The



feasibility of this will depend upon such issues as
the jurisdiction in question, its tax regime and the
type of equipment. The economic benefits of
introducing tax-based leasing can be consider-
able, and a number of United Kingdom projects
(particularly independent power and cable pro-
jects) have taken advantage of such facilities. The
use of this financing technique does, however,
introduce certain risks, and it will need to be con-
sidered to what extent the project economics can
tolerate adverse changes in the relevant tax
regime. These issues are discussed in further
detail in Chapter 6.

Development finance institutions

Many developing countries have access,to fund-
ing from development finance institutions, such
as the International Finance Corporation {IFC)
and the Asian Development Bank. Funds are
available with long maturities, but, depending
on the institution, might only be available to
governments or for projects that have the bene-
fit of a host government guarantee. This is par-
ticularly the case where funds are available at a
subsidised rate.

Certain agencies provide financing for BOT
projects, such as the IFC, the UK's Commeon-
wealth Development Corporation and the Euro-
pean Bank for Reconstruction and
Development. The financing will be offered on
commercial terms, but may be available for a
longer term than is available in the commercial
sector. These agencies will generally be
required to limit the percentage of the total pro-
ject costs which they will finance.

Export credit agencies
These sources of funds and credit support are
likely to be attractive to a BOT project in that
they generally offer a competitive rate of inter-
est, often at a fixed rate, and longer loan matu-
rities. It needs to be borne in mind that the
support is generally available only to promote
exports of the agency’s home country. A careful
evaluation of the advantages and disadvantages
of the support should therefore be made.
These agencies are able to offer a variety of
incentives, including:
¢ buyer credits in the form of direct loans to
the SPV;

* loans and grants to overseas governments;

* guarantees to project lenders; and

» political risk insurance for project lenders
and sponsors.

Sponsor support

Equity

As discussed earlier, the sponsors will normally
be the principal subscribers for equity in the
SPV. They will need to ensure that they have
the resources to fund the equity prior to and
during the construction phase, though in the
longer term the expectation is that this will be
at least partly offset by the profits that the
sponsors make from their contractual arrange-
ments with the SPV.

Consideration will need to be given as to
whether the sponsors should be able to sell all
or part of their equity investment to other
shareholders and what avenues might be open
to them to achieve this.

Other forms of support

As well as coniributing the initial equity, the

sponsors might be required to give additional

support to the project, including:

¢ Completion guarantees — The sponsors might
be required to guarantee to the SPV that the
project will be completed on time, or to guar-
antee, throughout the construction phase, the
repayment of the commercial debt. The com-
mercial banks might require any guarantee to
be supported by a letter of credit.

* Funding shortfalls — The sponsors will nor-
mally be required to subscribe for further
equity in the SPV in the event of any shortfall
in the funding of the SPV, typically where the
cost of completing the project facilities is
greater than the amount of original equity
and debt combined.

» Price guarantees — The sponsors might be
required to make up any shortfall between
the market price of the SPV’s product and
an assumed price on which the project eco-
nomics depend.

+ Letters of support/comfort letters — The spon-
sors will need to consider to what extent they
are willing to undertake legally binding obliga-
tions in respect of such matters as their con-
tinuing ownership of the SPV and the
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Exhibit 1.2
A TYPICAL BOT FINANCING STRUCTURE

Sponsors/equity
i investors
Commercial banks Mezzaning investors
]
Equity
Senior debt _.Mezzanine finance
‘ -
Concessicnaire/
SPV
Lease finance ! Bond finance

Development

Finance lessor funding

Develépment
finance institutions

Expaort credit

support Bond investors

Export credit agencies

provision of resources, or whether they wish
merely to confirm their intentions but without
_incurring liability if they fail to implement
them. Under English law, the appropriate doc-
uments are a letter of support in the former
case and a comfort letter {(which does not con-
stitute a binding obligation) in the latter. Spon-
sor support is discussed further in Chapter 4.
A diagram of a typical BOT financing struc-
ture is set out in Exhibit 1.2.

BUILD, OPERATE, TRANSFER

The three principal phases of a BOT project
merit further consideration.

Build

Concession agreement

The concession agreement will, among other
matters, set out the design and build specifica-
tions of the project facilities and the require-
ments of the host government in relation to the
construction of those facilities. These construc-
tion-related requirements are likely to include:

* 3 construction timetable;

» the tests that will determine whether con-
struction has been completed for the pur-
poses of the concession agreement;

LI} provi'sion for the payment of liquidated
damages if completion is delayed;

* the ability of the host government to vary the
specification;

* rights of inspection;

» information and reporting requirements;

* insurance requirements; and

» controls over sub-contracting.

Concession agreements are discussed fur-

ther in Chapter 5.

Construction contract

The first issue to be considered will be the type of
construction contract that is appropriate in the
circumnstances. The construction contract will
most commonly be a ‘turm-key’ contract, whereby
the contractor is responsible for corpleting the
project facilities and handing them over to the
SPV in fully operational condition. There are two
main methods of pricing turm-key contracts:



¢ Fixed-price — Under a fixed price construction
contract, the contractor undertakes to com-
plete the construction by a given date and for
a fixed price. The onus is therefore on the con-
tractor to price the work realistically at the
outset. Except as otherwise provided, the
fixed price will not be subject to alteration.
= Cost plus or cost plus fee — Here, the con-
tractor is reimbursed for the costs incurred
in the construction and is paid a fee for its
work on an agreed basis, which might be a
fixed fee or be calculated by reference to a
percentage uplift on the costs.
A fixed-price construction contract is the norm
in the construetion of BOT infrastructure facili-
ties. Although it could work to the advantage or
disadvantage of the contractor, it is of enormous
benefit to the project as it offers certainty as to
the construction costs. This in turn permits
more accurate cash flow projections and should
protect the project from potentially disastrous
cost overruns during the construction phase.

In the construction industry, fixed price
construction contracts will often provide for
incentive payments to the construction con-
tractor to complete the construction ahead of
schedule. This is not normally the case in BOT
infrastructure construction, as the SPV is
unlikely to have funds available to it for this
purpose. It is normal, however, for the contrac-
tor to be obliged to pay liquidated damages to
the SPV if completion is delayed.

The SPV will seek to pass on to the contrac-
tor the obligations relating to comstruction
which it is undertaking under the concession
agreement, and any further construction-
related obligations imposed on the SPV by the
banks under their financing documents.

Construction contracts are also discussed in
detail in Chapter 4.

Operate

Concession agreement

The concession agreement will also set out the
host government's requirements as to the oper-
ation and maintenance of the project facilities
throughout the life of the concession. The gov-
ernment’s interests are two-fold. It will wish to
ensure that the project facilities perform as
expected during the concession period and alsc

that they meet minimum requirements when
they are transferred to it at the end of the con-
cession period.

Operation and maintenance agreement

The SPV will need to enter into appropriate con-
tractual arrangements with a specialist operator
to ensure that these obligations are performed. In
addition to operating the project facilities on a
day-to-day basis, it is normal for the operator to
perform some maintenance. The operating
arrangements are therefore commonly contained
in what is referred to as an operation and mainte-
nance agreement. Where the operator is not
equipped to perform specific major maintenance
work, it might sub-contract this to a specialist.

Although the actual operation of the project
facilities will not commence for some consider-
able time after the construction contract is being
negotiated, it is essential to involve the operator
in the project at an early stage. The operator
should be consulted on those aspects of the
design and construction of the facilities which
will impact on its ability to perform its obligations
under the operation and maintenance agreement
and should also be involved in verifying that the
facilities are constructed and completed in accor-
dance with the construction contract.

The host governunent and the lenders to the
project will in any event wish to see that satis-
factory operation and maintenance arrange-
ments are in place at the outset. These might
provide for minimum levels of performance. In
many cases, these arrangements will be con-
cluded for the full term of the concession and
as such will need to cater for changes in cir-
cumstances, such as the introduction of new
legal or regulatory requirements relating to
operation, and for inflation by including a
mechanism for the escalation of costs and fees.
In addition, all the parties to the project will
need to be satisfied as to the creditworthiness
of the operator, or alternatively to be confident
that the operator could be readily replaced by
an equivalent on comparable terms and condi-
tions should the need arise.

It is cornmon for the operator to be a spon-
sor of the project, and it is in the interests of
the project for the operator to have a vested
interest in its success.
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Exhibit 1.3
A TYPICAL CONTRACTUAL STRUCTURE
Host government
Host government Sponsors
Concession
agreement
Rights to land/ Sponsor support
licences/consents agreement
Y
Concessionaire/
5PV
Operation and Construction
maintenance contract
agreement
Operator Supply contracts Offtake contracts Construction
contractor
Suppliers Offtakers

also discussed in more detail in Chapter 4.

» gny capital sum payable by the host govern-

Operation and maintenance agreements are

It is characteristic of a BOT project that the pro-
ject is transferred to the host government at the .
end of the concession period. The length of the
concession period is determined at the outset
taking into account the projected economic life
of the assets and with a view to enabling the SPV .
to service and repay all project debt and pay a
reasonable rate of refurn to the equity investors.
It is common to provide for the concession
period to be extended in certain circurnstances —
for example, where construction is delayed or .
operation is interrupted for any substantial
period as a result of force majeure.

The provisions relating to the transfer of the
facilities will be set out in the concession agree-
ment and will typically address the following

o the timing of the transfer; A
set out in Exhibit 1.3.

ment for the transfer;

conditions of transfer — for example, it is nor-
mal for the host government to specify the cri-
teria as to condition and performance which
the project assets must meet on transfer;
transfer of technology rights — the host gov-
ernment will need to have the right to use the
technology necessary for the continued oper-
ation of the project;

transfer of warranties and other righls — the
SPV will normally be required to transfer the
benefit of any remaining third-party war-
ranties relating to the project to the host gov-
ernment; and

warranties —the SPV may be required to give
a warranty to the host government at the
time of transfer as to the condition and per-
formance of the project facilities, normally
limited in time; for example, a one-year war-
ranty might be given to repair or replace
defective items.

diagram of a typical contractual structure is



THE UK PRIVATE FINANCE INITIATIVE

Historical background

The United Kingdom government’s initiative for
the promotion of PPPs is known as the Private
Finance Initiative {( PFI).

At the start of the 1990s the UK government
acknowledged that the old methods of funding
public sector projects through the ‘tax and spend’
regimes of the 1970s and 1980s had become
unsustainable, and had resulted in systematic
underinvestment in infrastructure. A betier
means of procurement was required and prioriti-
sation of projects was needed. The PFI was there-
fore introduced by the Chancellor, Nigel Lawson,
in his Auturmn Statement of 1992, The fundamen-
tal points behind the initiative were that:

* the private sector had genuinely to assume risk;

¢ there should be competition where the govern-
ment facilitated a project or sought private
sector partners, or where the government pur-
chased services as a customer; and

the initiative would apply not only to infra-
structure projects, but also to other capital
investment which provided services to the
public sector.
Spending by government departments had to be
based on appraisals of value for money and
would count against departmental provision.
The Chancellor saw the initiative applying to
financially free-standing projects, joint ven-
tures, leasing and services provided by the pri-
vate sector to the public sector. To assist with
the procurement of PFI projects, in 1993 the
Chancellor set up the Private Finance Panel,
designed to promote the PFI and to assist both
the public and private sectors in getting to grips
with the concept and its requirements. How-
ever, PFI projects were slow to progress, often
due to a lack of real understanding in both the
public and private sectors as to what was
required, and simple lack of experience in
undertaking such projects.

The Treasury guidelines stated that when
considering private finance the final decision
had to rest on whether value for money could
be demonstrated. However, any project had ini-
tially to be examined to see whether, in princi-

“ple, it was possible genuinely to transfer
control and the associated risks to the private
sector without disproportionate cost. If it was

possible, a PFI sclution had to be considered,
and to this end the possibility of private finance
had to be addressed explicitly when drawing up
departmental efficiency plans.

By November 1995, Treasury figures put the
capital value of PFI projects under considera-
tion at between £4.74 billion and £5.08 billion.
These included projects to provide new trains
for London Underground’s Northern Line, a
new Scottish air traffic control centre, the
Channel Tunnel rail link, prisons at Bridgend
and Fazakerley and a number of roads to be
upgraded or developed on a DBFO basis. Very
limited success had, however, been acheived in
getting contracts actually signed.

New government guidelines

In 1996, the experience that the UK government

had gained from the negotiations surrounding thé

PFI projects was used to produce new guidelines

for the procurement of PFI projects. The new

guidelines, Private Finance Initiaiive — Guide-
lines for Smoothing the Procurement Process,
were published jointly by HM Treasury and the

Private Finance Panel and received support from

both the CBI and the Construction Industry

Employers’ Council. The guidelines included:

*» The need for the public sector to be clear
about the service being sought, but to allow
the private sector to produce innovative ideas
on how that service shouid be delivered.

» Where there was sufficiently strong competi-
tion to promote value for money in the public
sector, early disclosure of the public sector
comparator should be made to save abortive
tendering effort if that comparator was sub-
stantially below plausible bids.

¢ Departments nominating a minister for each
PFI project with a capital value above £10
million, or the two largest projects in the
department (whichever the greater), to see
the project through to signature.

¢ To avoid unnecessary bidding costs by invit-

ing no more than four bidders to produce

full tenders.

To select preferred bidders as early as reason-

able bearing in mind the need te secure value

for money and to settle material commercial

issues through competition; with sufficient
comfort to ensure financing arrangements did
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not provide an excuse for reopening contracts
later; with an agreed timetable to contract
award; and with remaining bidders put on hold.
Debriefing candidates to ensure everyone

learned from the process.

e Training between 5,000 and 10,000 civil ser-
vants in how to carry out PFI projects and
making training available to private sector
participants.

* The Treasury to produce model contract
clauses to minimise the need to ‘reinvent the
wheel’ for issues likely to be coramon to all
PFI projects. Also, to put in place a standing
committee charged with resolving, at an early
stage, precedent-setting issues relating to
contract conditions.

By April 1897 the number of signed PFI con-

tracts had increased considerably and included

eight DBFO roads for the Highways Agency, six
rail-related projects for the Department of Trans-
port, 15 projects (mainly sports facilities) for the

Department of Education and Employment, 11

miscellaneous projects for the Scottish Office,

three prisons for the Home Office and 50 pro-
jects involving NHS Trusts, and Iealth Authori-

ties for the Department of Health, with a

combined capital value of just under £ billion.

The change of government following the
general election of May 1997 brought about a
review of the PFL. The Chancellor, Gordon
Brown, made it clear that it was no longer a
case of PFI at all costs and, in his opinion, PFI
was not always appropriate. The review was
undertaken by Malcolm Bates, Chairman of
Pearl Group and of Premier Farnell, and used
as its starting point Labour's 12-point plan for
partnership with the private sector originally
published in its election manifesto.

In June 1997 the Paymaster General
announced that the government would adopt
the recommendations of the Bates review. The
recommendations were aimed at simplifying
and streamlining procedures and included the
replacement of the Private Finance Panel with
a new Treasury Taskforce to combine project
and policy expertise. The Taskforce, which
includes executives from the private sector
with direct project management and financial
skills and experience, is required to be satisfied
as to the commercial viability of each signifi-

cant project before the procurement procedure
begins. Other recommendations included spe-
cialist training for civil servants, the use of stan-
dard form contract conditions and the
prioritisation of projects.

In accordance with the new prioritisation pol-
icy, in June and July 1997 the Treasury announced
the proposed health sector and road projects
which are to be given priority. Many projects, at
various stages of advancement, have been can-
celled and others are subject to further review.

PFl advantages and disadvantages

Advantages

s Competitive tendering opens up the analysis
of public sector projects to the private sector.
Projects that are not economically viable will
not proceed.

¢ The PFI avoids government departments pro-
ducing ‘wish lists’ of projects that require fund-
ing, but which are untenable in the long run.

¢ Risk is transferred from the public sector to the
private sector — ie away from the public purse.

e (Costs are capped, which assists departments
in budgeting. For example, while payment is
on usage in the case of DBFO roads, no fur-
ther amounts are paid once a defined thresh-
old is reached, and the maximum availability
of a prison or a hospital is known.

« Opportunities are provided for the private
sector to produce innovative and novel solu-
tions, which can be operations-driven as well
as design-based. Improvements in manage-
ment techniques are also promoted.

* Business is created where business did not
exist and new private sector skills can be
sold elsewhere.

e The PFI aliows new methods of finance to be
developed that can also be used purely in the
private sector.

« Less public money is tied up in capital invest-
ment and more is available to finance further
PFI projects.

¢ Concessions are for long periods and require

the SPV to consider ways of efficiently main-

taining the project through its working life.

As the SPV only starts being paid once the

project is operational, it is highly motivated

to bring the project into service as early as

possible.



Disadvantages

» Projects can be viewed solely on a financial
basis with little or no consideration of social
effects. Not all projects are viable on a
financial basis.

» Too much risk is sometimes placed on the
private sector, making projects no longer
viable or preventing finance being obtained.

¢ Value for money and transfer of. risk are
emphasised at the expense of other factors —
for example the social cost of requiring fewer
staff to maintain a hospital.

* Stand alone projects lose any advantages of
economies of scale or the ability to link with
others. Innovation can lead to a lack of stan-
dardisation.

s Trained staff are required who are aware of

~ the needs of the parties to PFI projects.

* Too much control of infrastructure is
reraoved from public bodies to the detriment.
of the public as a whole.

* PFI projects commit the public sector to pay
out money over long periods during which
the project itself may have become obsolete.

* The private operator is subject to changes in
general government policy, which can have a
major effect on the viability of the project.

+ Higher bidding costs than for conventional
public sector contracts will deter bidders
from competing for the project concession
and consequently raise the cost of the project
for government.

Development of the PFI
The public sector is able to obtain finance for
projects more cheaply than the private sector,
but its ability to raise funds is constrained for a
number of reasons. One method of getting
around this problem is for the private sector to
raise the finance, but the problem is that its
finance costs are higher. Therefore, in order to
Jjustify using the private sector there must be
advantages which outweigh the increased
finance cost. Through the PFI, the UK govern-
ment has attempted to secure these advantages
via whole project-life cost savings produced
through private sector innovation, efficient
management, effects of competition, etc.

In order for the PFI to work there have had
to be changes in the public sector's approach to

these projects. There needed to be changes in
specifications and procurement methods to
allow the private sector the freedom for innova-
tion which would provide the costs savings to
make a project viable. Initially there was some
difficulty, but as both sides became more famil-
iar with the concept and the Treasury and Pri-
vate Finance Panel produced guidelines, such
opportunities for innovation have grown. The
most suitable areas have been financially free-
standing projects and joint ventures. When a
government department or agency wishes to
undertake a project it needs to be assessed to
see whether it is suitable for the PFL If it is
suitable then a prequalification procedure may
be held and a list is drawn up of candidates
who are invited to submit full tenders.

The shortlist will consist of between two
and four bidders, and it is generally at this
stage that model contracts are provided. It is
also at this point that the financiers are
involved in negotiations to ensure that the
financial risks of the project are acceptable to
them. Following further negotiations, one or
two preferred bidders are named and, of these,
the one with the package best meeting the cri-

- teria of the project is chosen to sign the con-

tract. If there are any problems reaching
agreement and the contract is not signed, the
department will return to the other preferred
bidder to try and reach an agreement. The
main cause of failing to sign an agreement is
that finance is not available for the SPV.

Because of the type of projects required by
the PFI, most concessionaires are a special-
purpose vehicle owned by a consortium, draw-
ing together the specialities required to
undertake the project.

It is clear that PFI has been a measured suc-
cess. As a result of the cooperative process and
of negotiation, the government now has a bet-
ter understanding of the private sector’s
requirements for financing projects and the pri-
vate sector has a better understanding of what
government requires.

Under the Labour government, the PFI is
expected t6 be an important part of the infra-
structure procurement methods in the UK for a
number of years to come.

5399f044d 2UNIONIISELIUL O UOHIRPOLU|

13



Introduction to infrastructure Projects

14

Examples of PFl projects

Roads on a DBFO basis

Under these concessions the private sector has

contracted to design, build, finance and operate

new roads or upgrade existing roads in return

for ‘shadow’ tolls, ie paid by government. The

Highways Agency’s objectives have included:

¢ ensuring that the project road is designed,
maintained and operated safely and satisfac-
torily so as to minimise any adverse impact
on the environment and maximise benefits to
road users;

+ transferring the appropriate level of risk to
the public sector;

= promoting innevation, not only in technical
and operational matters, but also in financial
and commercial arrangements;

» fostering the development of a private sector
road-operating industry in the UK;

+ minimising the financial contribution required
from the public sector.

The main benefit sought has been that by trans-

ferring the responsibility for designing, con-

structing, financing and operating road schemes,

the private sector would consider its obligations

as a whole over the 30-year life of the project.

The design phase has included scope for consid-

ering how the maintenance of the road and the

length of time between rnaintenance periods

would affect the materials used in construction,

and how the type of maintenance carried out

would affect the income and operation of the

road. Longer time periods between maintenance

would require better materials with resulting

higher up-front costs, but offset against this

would be possible higher use and therefore

greater incorne generation in the future.

The private sector has been required to esti-
mate the amount of use the road would enjoy
and consider the associated risks. Under the
payment mechanism the SPV is paid a toll by
the government dependent on traffic use (sub-
ject to a maximum level of use). There have
also been incentives for implementing agreed
safety schemes and deductions for lane clo-
sures so that maintenance and repair is likely to
be less disruptive.

In addition, the SPV has had to bear the risk
of changes in transport policy (other than the
introduction of tolling where the road users

pay) and rely on other roads providing the sup-
ply of vehicles to use its roads.

As the basis for negotiations, model con-
tracts have been provided which reduced time in
preparing bids and provided significant efficien-
cies for the Highways Agency. It is anticipated
that the resulting agreements will produce aver-
age cost savings to the Agency of 15 per cent,
and reasonable profits for the operators.

Prisons on a DCMF basis

The concessions have required the private sec-

tor to design, construct, manage and finance

new prisons. The Home Office’s objectives
were similar to those of the Highways Agency
with the DBFO roads, and included;

s the transfer of risk through the structure of
the payment scheme; '

» encouraging continued innovation through
the payment mechanism;

e iermination of the concession if the SPV is in
serious breach of its obligations or becomes
insolvent,

s making the SPV responsible for complying
with changes in general legislation.

As discussed in Chapter 3, the original scheme

proposed by the Home Office required the SPV

to take demand risk. Unlike the DBFO road
schemes, this type of risk was considered unac-
ceptable by all the bidders as it related to sen-
tencing policy, and so the Home Office was
forced to rethink its position. The result was
that the SPV would be paid according to the
number of prisoner places available for use
rather than for those actually occupied: in
effect a ‘take or pay’ scheme. The original invi-
tations to tender did not allow for negotiation
of terms with bidders and this too was changed.

The DCMF contracts have been entered into
for 25 years, at the end of which the prisons
revert to state ownership. As payment is made
on the availability of prisoner places, no pay-
ments are made until the prison is ready for
operation, placing the construction risk on the

SPV. This risk is increased by liquidated dam-

ages which are payable if the places are not -

available by a pre-arranged date. Under the

DCMF agreements the prisons are to be deliv-

ered within two years as opposed to the aver-

age time under non-PFI procurement of



report of the Kinnock High Level Group on
PPP financing of Trans-European Networks
{TENSs) published in June 1997 acknowledges
the need for some element of public financ-

~ between three and eight-and-a-half years to
design and construct prisons.

The prison contracts give scope for innova-
tion in their design, maintenance and operation.
By incorporating new technology and allowing ing, at national or European Union level, to

encourage progress in the implementation of
TENs which has been slow to date.) The
availability of private sector funding is also
likely to ease the tax burden in the country

concerned, thereby encouraging business

flexibility in design within the requirements of
containing offenders, SPVs expect to reduce
costs while maintaining the quality of service
required: for example, better lines of sight can
mean fewer prison officers are required. Value
for money has been achieved with expected enterprise and foreign investment.

savings to the prison service in excess of 10 per s Acceleraied development — The availability of
private sector funding for infrastructure pro-

jects makes it likely that a project can be

cent over the contract life compared with risk-
adjusted public sector base cases.

From the initial problems encountered with implemented in a much shorter timescale
the prison contracts, much experience has been than would otherwise be the case.
obtained which underpins the government guid- s Value for money — The normal competitive
ance now given to ministries as to how o nego- bidding process for a concession, together
tiate PFI contracts. This has included the need

to specify ‘core’ service requirements where

with the efficiency and technical expertise
that the private sector is likely to bring o a
they exist, and to identify potentially non-trans- project, should ensure that the government
ferable risks as early as possible. There is also a gets value for money from the project.
need to include lenders in the negotiations at Indeed, this is the cornerstone of the PFL

an early stage to ensure that the risks are * Efficient risk allocation — Every BOT struc-
ture will involve a close analysis of the risks

associated with the implementation of the

acceptable from a financing perspective.

project and the allocation of those risks
ADVANTAGES AND DISADVANTAGES

OF THE BOT STRUCTURE -

In addition to some of the advantages and dis-
advantages of PFI projects already identified,
there are some general advantages and disad-

between the public and private sectors. The
aim should always be to allocate each risk to
the party that is best able to manage and min-
imise it, bringing about greater efficiency and
cost savings over the life of a project. This
vantages associated with BOT structures, principle is also fundamental to the PFL

which will need to be considered carefully in » Government control — The host government
the individual circumstances in which a BOT has the ability to formulate and specify its
precise requiremnents in terms of the project
facilities and their operation. It will also
retain a substantial degree of control over the
private sector during both the development

project is proposed.

Advantages

The advantages offered by the BOT structure rel-
ative to the financing of infrastructure projects and operation stages of the project. Although
the government will have the automatic right

to have the project facilities transferred to it

exclusively from government resources include:
* Private sector funding — The majority of
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BOT infrastructure projects will be wholly or
largely financed by the private sector, involv-
ing little or no capital expenditure by the
host government. This should assist in reduc-
ing the government’s public borrowing
requirement and enable public resources to
be channelled into other areas less suitable
for private financing. {For example, the draft

at the end of the concession period, it will
normally also reserve the right {o assume
control of the project on the occurrence of
certain events, mainly linked to the persistent
or signiﬁcant default of the SPV.

Technology and skills transfer - BOT financ-
ings will involve the participation of experts in
many different fields, enabling access to tech-
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nological expertise which might not be pos-
sessed in the country in question. Similarly, the
implementation of the project often enables the
local workforce to acquire new technical skills.

s Social bengfits — The implementation of many
infrastructure projects will have a direct benefi-
cial effect on the lives of the inhabitants of the
country in question and its environment.

e Political benefits — By satisfying pressing
local needs, BOT inirastructure projects can
enhance internal, social and political stabil-
ity. In addition, they can have the effect of
promoting international cooperation.

Disadvantages

In assessing whether a particular project is

viable, regard should also be had to the poten-

tial disadvantages inherent in a BOT infrastruc-
ture project:

s High cost for governiment — It is likely that the
host government will be able to borrow funds
to finance a project more cheaply than by rais-
ing project finance debt from the private sec-
tor. The reasons for this include the following:
— BOT projects are complex. They take a

considerable time to develop and involve
careful analysis on the part of all parties to
the project of the likely risks and rewards,
including the preparation of detailed feasi-
bility studies. The documentation required
for the implemeniation of the project will
be complex and extensive and will nor-
mally require lengthy negotiation.

— Where the government buys the entire
product of the project, its payments need
to cover not only the financing costs but
also the return to the sponsors on their
investment in the project.

- The host government might provide finan-
cial incentives to encourage BOT projects
in general.

— The government may be committed to the
SPV to provide other financial support spe-
cific to a particular project, for example by
way of subsidy or contingently on the hap-

pening of certain events (such as the use of
the infrastructure facilities falling below
given levels or depreciation of the domes-
tic currency).

— Where the government owns the supplier

of natural resources that are needed in sub-
stantial quantities for the project’s opera-
tion, there may be pressure for payment for
those resources to be treated as informal
equity or otherwise to be linked to the
price or profits received for the product of
the project. In these cases, the government
has less certainty of receiving a world mar-
ket price for the resources than if it sold
them directly to the market-place.

s Equity contributions - A disadvantage for

project sponsors is that, in addition to invest-
ing considerable management time and
resources in the planning of the project, they
will normally be expected to invest substan-
tially in the SPV while it is not in a position to
borrow funds. In addition, the commercial
banks will wish to control the payment of
returns to the sponsors both in terms of
amount and timing and to control transfers of
equity holdings.

 Loss of control ~ The willingness of banks to

lend on a limited recourse basis to a special-
purpose vehicle will depend partly on the
banks' ability to control the activities of the
5PV, particularly in terms of its relationship
with the other contracting parties. The host
government will also have a great degree of
control over the project.

Forecasting — The viability of a BOT project

will depend in part on economic projections—m.

based on certain assurnptions and historic and
comparable data. By definition, this is not a
precise science and there are examples of sub-
stantial miscalculations that have been made.
Risks — The many other threats to the viabil-
ity of a BOT projects have been touched on
earlier in this chapter and are examined in
more detail in Chapter 2.



Chapter 2
Project Viability

ECONOMIC AND FINANCIAL VIABILITY
DISTINGUISHED

The concepts of economic viability and financial
viability of BOT projects are concerned with
quite different issues. A BOT project is consid-
ered to be economically viable where it can be
demonstrated that it represents value for money
in relation to all government expenditure and
other public sector contributions which are
involved. In other words, the test to be applied is
whether the government could achieve its social
and/or economic objectives more cost-effec-
tively in some other manner — perhaps, with a
different measure of private sector input, or per-
haps with none at all, by means of a conven-
tional publicly funded procurement. On the
other hand, when assessing whether a project is
financially viable, one views it as a discrete
entity and looks to establish whether it is capa-
ble of generating sufficient cash flow to cover
the costs of establishing and running the project
business (including finance costs) and to pro-
duce a satisfactory return for shareholders.

Nevertheless, it would be untrue to say that
the economic viability of a project is exclusively
the concern of the host government — or, indeed,
that a project’s financial viability is relevant only
to the sponsors and funding providers. Govern-
ments will, for example, wish to ensure continu-
ity of service from each project, and so they will
wish to satisfy themselves that it is, and will con-
tinue to be, financially viable. On the other hand,
sponsors and funding providers will want to be
satisfied that there is a strong and enduring polit-
ical commitment to the project. This will be
eroded if the project proves incapable of meeting
the host government's objectives and delivering
value for money for public expenditure.

ECONOMIC VIABILITY

Value for money

For many years, there was a presumption that
the use of private finance to fund public pro-
jects could scarcely ever provide governments

with value for money, because the cost of bor-

rowing by the private sector is inevitably higher

than it is for most governments. However, there

has been a growing appreciation that the com-

bination of public and private sector strengths

are often capable of delivering a variety of addi-

tional benefits and cost savings which more

than compensate for increased financing costs.

Examples of those benefits include:

* optimum risk allocation;

¢ quality assurance without ‘gold plating’;

* integrating design with operational needs;

s operational efficiency;

* access to new technology;

* use of more effective business processes and
cost controf procedures;

* economies of scale/collateral commercial
ventures;

e improving the match between supply and
demand;

= providing for alternative uses; and

¢ speed of delivery.

The principal method of testing value for
money in many BOT projects involving the
supply of services to the public sector is by
the use of a public sector comparator — that is,
‘benchmarking’. Model cash flows are pre-
pared for a conventional publicly funded pro-
curement of the facilities in guestion over a
period equivalent to the proposed BOT con-
tract term. A comparison is then made with
the net present value {or net present cost) of
the estimated cash flows according to the BOT
project model.

There will often also be significant qualita-
tive differences between the services offered by
BOT schemes and public procurements. It may
be that the BOT proposals are capable of deliv-
ering collateral benefits or an enhanced level of
service and will inevitably involve a different
allocation of risk. In applying the public sector
comparatoi‘, therefore, it is important to take
into account all these variations and to estab-
lish a common basis for comparison.
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Fiscal constraints on public procurement
Throughout the world, the pressing need for
investment in large-scale economic infrastrue-
ture is being driven by such factors as the need
to compete in an increasingly globalised econ-
omy, the rapid pace of technological advances
and the growing concern for the environrent.
Traditionally, the provision of infrastructure has
been seen as the responsibility of governments.
Faced with the scale of the need for infrastruc-
ture investment and the challenge of competing
priorities for government spending, however,
governments everywhere (including those of
affluent OECD countries) are expetiencing acute
strains on the public purse.! Accordingly, fiscal
pressures have, above all else, been the driving
force behind the proliferation of BOT financings.

With a conventional public procurement,
the government is required to meet the greater
part of the project’s funding requirement prior
to and during the initial construction phase —
that is, before the project becomes operational
and the supply of services commences. With a
BOT project, on the other hand, government
has greater flexibility. Payments by government
will not generally commence until the service
charges arise during the operational phase. By
this time the social or economic benefits of the
project will already be accruing, and much (if
not all) of the initial capital costs involved will
generally have been met by the private sector.

Furthermore, the capital cost of the project
will not generally count against the govern-
ment’s balance sheet or borrowing limits, pro-
vided there is an adequate degree of risk
transfer. As a result, the credit rating of the
country concerned — and thus, its ability to
attract foreign investment — will be enhanced.

Where governments are simply unable to
find the financial resources to fund a conven-
tional capital asset procurement, it is very
much easier to demonstrate the economic via-
bility of 2 BOT project.

Public investment

Successful BOT projects are truly a product of
the joint endeavours of the public and private
sectors, aithough the contributions that govern-
ments are required to make vary widely accord-
ing to the particular circumstances of each

project. Many of these contributions are politi-
cal or administrative in nature and are dis-
cussed later in this chapter; others, however,
represent a real economic cost to governments
and, as such, need to be brought into account
when assessing a project’s economic viability.

They may include:

« accepting long-term purchasing commitments;

+ making capacity payments;

e making available an existing public revenue
stream;?

» making a direct capital investment;

» making in-kind contributions (such as land
acquisition or investment in supporting infra-
structure);

s making available state resources on subordi-
nated payment terms or non-world market
prices; i

« transferring designs and intellectual property;

« conferring subsidies or grants;

e agreeing to tax and duty exemptions;’

» making compensatory payments for domestic
currency devaluation; and

« providing guarantees.*

Financially free-standing projects

In some instances, governments do not need to
provide any financial support in order for BOT
projects to proceed successfully, and their con-
tributions may, for example, be limited to

licensing and permissions for the project tow—

proceed. This situation occurs where financial
analysis shows that full recovery of the project
construction and operating costs can be
achieved through charges for services to users.

For the most part, full cost recovery
through non-subsidised charges tends only to
be socially and politically viable either with
‘greenfield’ projects (ie where users are being
provided with a new facility where none previ-
ously existed) or with projects to replace or
refurbish an existing facility for which substan-
tial user charges have customarily been levied.
Many of the projects that it has so far been pos-
sible to implement on a financially free-stand-
ing basis have been for the construction of new
tolled roads and bridges.

It is, of course, axiomatic that projects
requiring no financial support from government
pass the ‘economic viability' test.



FINANCIAL VIABILITY

Importance of cash flow

The principal defining characteristic of BOT
financings (indeed, of all project financings) is
that they are founded on a revenue stream. This
will need to be robust and predictable because,
at best, lenders can expect only limited recourse

from the project sponsors, and the realisation of
security over the project assets is in practice“

unlikely to provide significant cover for their
lending exposure. Furthermore, if a project is
incapable of generating sufficient revenue to
meet the costs and expenses involved, there will
be no profits available io provide a return on
shareholders’ investments either. Cash flow is
thus the life blood of BOT financings.

The test for financial viability is therefore
this: will sufficient cash be generated by the
project to meet all design and construction
costs, op;ra.ting expenses, debt service and
financing costs, taxes, royalties, professional
fees and other costs associated with the project
(with an ample cushion for contingencies such
as falls in demand or exchange rate fluctua-
tions} in order to leave a sufficient surplus to
provide the shareholders with a satisfactory
return on their equity investment?

Project forecasts

When presented with a project investment
opportunity, banks and potential equity investors
alike will seek to apply this test of financial via-
bility by preparing cash flow forecasts, often
referred to as the ‘banking case’ or ‘base case’.
These forecasts will show the projected revenue
of the project at periodie intervals (usually annu-
ally or semi-annually) over a number of years (in
the case of the banks, to a date falling some time
after the intended final maturity of their loans so
as to provide for a reasonable cushion period),
together with the expenditure for the corre-
sponding periods required to produce that rev-
enue. The difference between revenue and
expenditure in each period represents the free.
cash flow. A discount at an appropriate rate is
then applied to future revenues in order to deter-
mine their net present value (NPV) at the end of
each appraisal period — that is, their value after
deducting their notional earning potential for the
period from then to the time when they are due

to be received. The banks would then use this
information to effect a comparison as at the end
of each appraisal period between the total of the
anticipated future cash flows and the cutstand-
ing amount of their loans.’

The base case will rest on certain specified
assurmptions. Usually, these will include finan-
cial assumptions (such as currency exchange
rates, inflation rates or levels of taxation) and
technical assumptions (which would, in the
case of a power station for example, generally
include its output, operation and maintenance
costs and certain technical performance tar-
gets, such as its ‘heat rate”). Sometimes, addi-
tional categories of assumptions may be
appropriate, such as assumptions as to matters
connected with the market in which the project
will be competing or levels of employment.
Given the significance of the assumptions in
establishing the base case, there is often much
heated debate amongst prospective participants
as to the ‘correct’ assumptions to be used and
whether any particular group, usually the
lenders, are insisting on too conservative
assumptions.

Project forecasts are, in addition, an essen-
tial tool in the ongoing monitoring of the pro-
Ject's performance. This is discussed further in
Chapter 7.

Currency convertibifity

Where the principal revenue stream on which
the BOT financing depends will be generated in
a currency that is not readily convertible, for-
eign lenders and equity investors providing
hard currency will need a mechanism to enable
domestic currency receipts to be converted,
together with a governmental assurance that
they will be able to repatriate dividends and
capital. In order to safeguard their interests in
these circumstances, lenders and investors
often seek project-specific foreign exchange
guarantees from host governments. Foreign
exchange convertibility guarantees are particu-
larly relevant for infrastructure projects such as
toll roads, railways and power stations, which
generate domestic currency revenues but
which must service foreign currency debt.
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TECHNICAL FEASIBILITY

Whether a project is technically feasible is, in

essence, assessed according to a two-fold test:

e Can the project be built as contemplated?

¢ Will the project perform according to the
established specifications?

Project lenders will rely heavily upon techni- -

cal studies commissioned by them from inde-
pendent consultanis possessing appropriate
qualifications and expertise in relation to the
perceived risk areas. Accordingly, lenders will be
concerned to establish that they will have rights
of recourse against those experts in respect of
deficient advice. Indeed, lenders also will need
to satisfy themselves as to the creditworthiness
of their technical consultants. Given the high
value of most BOT projects, they commonly
require the exposure of their consultants to lia-
bility in respect of technical reports and feasibil-
jty studies to be backed by indemnity insurance
at an agreed level. Such cover is not always read-
ily available in the insurance market or, where it
is, the insurance may in some instances impose
extensive exclusions or deductibles.

Where projects involve the application of
new technology or old technology in a novel
configuration which is not yet supported by a
successful track record, it becomes more diffi-
cult to manage the technical risks involved. In
such cases, it may be that the viability of the
project will depend on sovereign guarantees.

POLITICAL AND SOCIAL VIABILITY

Extent of government involvement

The nature and extent of government involve-
ment in differing BOT projects varies widely.
However, in most instances, it is imperative that
the project proceeds as a truly joint endeavour
of government and the private sector partici-
pants. Indeed, conversely, most projects are not
politically viable where the private sector per-
ceives that there is either insufficient public sec-
tor commitment to the implementation of the
project by means of a BOT structure, or a
degree of social or political instability cansing a
significant risk of radical changes in policies or
circumstances that could be contrary to the
interests of the project, the investors or lenders.

Grasping new concepts

In many countries, the use of BOT structures is
a novel development that involves a radical
change in philosophy. There are a number of
new concepts which must be grasped by politi-
cians, officials and society as a whole. Failure
to do so can result in a lack of the required
commitment from government and the relevant
public authorities from the outset, or unrealis-
tic expectations leading to growing disillusion-
ment with BOT structures as expectations are
not met; in some instances popular hostility can
build up in relation to the whole BOT process.
The most important of those new concepts are
highlighted in the following sections.

New role for governments,

BOT involves a redefinition of the role of gov-
ernment, at least in the context of many infra-
structure projects which are perceived as
delivering ‘public’ services (such as power gen-
eration and water). For much of this century, it
has been generally understood that it was gov-
ernment’s responsibility to develop, own and
exercise direct control over the facilities that

deliver these services. On the other hand, with.

BOT projects, government’s role becomes that
of managing the procurement process and,
thereafter, exercising general supervision
within the scope of a transparent and stable
regulatory framework. BOT is not compatible
with continuing operational interference by

government.

User charges

Often the financing of some BOT projects
depends on the recovery of part or all of the
costs incurred in the design, construction,
financing and operation of the project through
charges levied directly on users. In some
instances, citizens will have previously been
accustomed to receiving the services in ques-
tion free of charge; in other cases, they may
have paid charges at a lower rate held down by
public subsidy. The experience in many coun-
tries at differing stages of development shows
that new charging regimes are capable of
engendering such popular hostility that they
become unsustainable.



Profit

In order to attract private sector investment for
BOT projects, it is of course necessary to struc-
ture the financing in such a way that investors
have the opportunity of reaping a reasonable
return on their capital, commensurate with the
risks they are taking. Yet, politicians and citi-
zens alike can find the concept of investors
(indeed, often foreign investors} deriving prof-
its from providing ‘public’ services a difficult
one to accept, particularly when coupled with
new or increased user charges. ‘

Risk allocation, not wholesale transfer
It is crucial for governments to appreciate that,
in order for most BOT projects to succeed, they
must be prepared to shoulder certain project-
specific risks. This may, for example, be through
the issue of political risk guarantees (such as
indemmnities against expropriation or political
interference), underwriting minimum toll levels
or offering protection against certain events of
Jorce majeure. However, the principles of BOT
are often confused with those of privatisation,
which does of course generally involve whole-
sale risk transfer to the private sector.?
Governments and politicians have not infre-
quently viewed foreign direct investment (FDI)
through BOT structures as the panacea for rec-
onciling competing fiscal, social and economic
demands. In doing so, they have failed to appre-
ciate the full range and extent of the support
required from, and residual risks retained by,
government to make projects work on a contin-
uing basis. High, but unrealistic, expectations
can thus be just as much an obstacle to attract-
ing FDI for BOT projects as negative attitudes
to the process within the public sector.

Political commitment

In order to pre-empt or counteract the growih
of popular opposition to BOT financings,
investors will expect host governments to
demonstrate a clear, long-term commitment to
the use of BOT structures, and a thorough
appreciation of the implications of the new
philosophy. This commitment may need to
manifest itself in a variety of practical ways,
and some examples are considered in the fol-
lowing sections.

Praiwing officials

Although, at ministerial level, a high level of
commitment to BOT policies and understanding
of the underlying principles and implications
may be apparent, the private sector will also be
concerned with the attitude and approach of
civil servants at all levels within ministries, and
other public officials whose cooperation will be
required to promote and operate the project.
Accordingly, government must be prepared to
devote appropriate efforts and resources to
training those civil servants and officials and
explaining BOT concepts and structures.

Managing expectations

The pressure of unrealistic expectations as to
the levels of service can represent a major obsta-
cle to the success of BOT projects. Accordingly,
investors will expect governments to have made
a realistic assessment of what levels of service
are affordable, and then to communicate with
citizens candidly and effectively in relation to
their resulting policies. For example, if efforts
are made to make citizens aware that con-
straints on public spending mean that there
would be no prospect of a major bridge con-
struction project proceeding without full cost
recovery through non-subsidised tolls, the impo-
sition of those tolls may prove more palatable.

Adhering to long-term development strategies
In many projects (such as tolled bridges or tun-
nels), the future develcpment of competing pro-
jects could impact on project revenues to such
an extent as to undermine financial viability.
For this reason, investors often expect govern-
ments to commit themselves to a clear long-
term development strategy. Indeed, they may
require specific assurances that concessions for
competing projects will not be granted during
the BOT term, or indemnities covering any
adverse impact on revenues resulting from
future developments.

Building consensus

Investors and lenders will not be willing to partic-
ipate in a BOT project unless they can rely on the
host government’s firm commitment for the dura-
tion of the project. Accordingly, it is insufficient
simply for the current governing party to support
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the policy. Rather, governments must attempt {o
build a broad consensus of support across the
mainstream political spectrum, and encompass-
ing labour unions and other interest groups.

Preserving commercial freedom

An important prerequisite for BOT financings is
that governments should establish at the outset
precisely what performance targets and opera-
tional restrictions it intends to impose on the
concessionaire, Where competitive tendering is
used, the bidding consortia will expect this to be
to a large extent expounded in the invitation to
tender. For investors and financiers, it is impor-
tant that these project specifications are settled
at least before financial close because they will
need to analyse the cost implications and ensure
that these are properly reflected in the base case
(see the ‘Project forecasts' section earlier in this
chapter). Conversely, they need so far as possible
to be satisfied that the host government will
resist any future pressure to interfere in the
implementation or operation of the project (for
example, by imposing changes in the payment
mechanism or requiring compliance with addi-
tional or enhanced environmental standards).

Creating a favourable climate for investment
This should include a credible legal and regula-
tory framework, an efficient administration, well-
developed financial institutions, liberal trade
policies and a broadly based market econcmy.

Country risk

The overall degree of risk associated with invest-
ing and carrying on business in a country
(referred to as the ‘political risk’) is perhaps the
first consideration in lenders’ and investors’
appraisals of a BOT financing proposal. In evalu-
ating the political risk, they will focus on social
and political stability, the transparency and relia-
bility of the legal and regulatory framework (the
igssues connected with which are discussed in
the next section) and any other risks that may
affect future returns on country investments.

An unstable social or political environment
has the potential to cause a variety of changes in
policies or circumstances during the lifetime of
the project, which may threaten its financial via-
bility. Lenders and investors are particularly con-

cemed io establish, in so far as they are able,
that their exposure to political risk is low. Politi-
cal risks are discussed in detzil in Chapter 6.

LEGAL AND ADMINISTRATIVE VIABILITY

Legal framework

BOT financings inevitably involve highly complex
commercial and financial structures. There are
many reascns for this, Partly, this is attributable
to the many participants involved. Partly, also,
this complexity stems from the wide range of
risks associated with the project, which have to
be allocated with great precision. A third factor is
the long-term nature of BOT schemes, which
means that the arrangements must be flexible
and responsive to circumstances changing over
time. To meet these requirements, a plethora of
subtle techniques are employed, which depend
upon the existence of a sophisticated, reliable

and well-developed legal framework. .

The areas of law that most commonly
impact on the feasibility of BOT projects are
considered in the following sections.

Enabling public laws or ‘concession laws’
What matters most to foreign banks and
investors when assessing the legal framework
within the host country is that there is a clear
definition of the powers and duties of the min-
istries and public authorities whose participa-
tion is required to achieve a successful
implementation and operation of the proposed
project. Experience has shown that uncertainty
over which set of officials has autherity to
deliver a particular ingredient of a BOT scheme
can be a major obstacle to progress.

The private sector will also be concerned to
ensure that the relevant public authorities have
the legal powers available to them to perform
the various functions that the project proposals
envisage. These might include acquiring land
and assets for the project, iransferring existing
public infrastructure to the private sector or
providing logistical facilities for the benefit of
the project. In addition, it may be necessary for
legislative changes to be enacted to abolish
existing state monopolies or public subsidies.

Often, these issues are addressed by spe-
cific ‘concession laws’ (although specific legis-



Iation is not always required, particularly in
common law jurisdictions). But in turn the
implementation of these concession laws has
sometimes been delayed by debate or court
proceedings as to whether they are consistent
with the country’s constitution.

General business and commercial laws
The viability of a project is alse dependent on
an extensive framework of general business
and commercial laws. BOT structures are
established by means of a network of contracts
between the various public and private sector
participants, some of which (such as the opera-
tion and maintenance agreement) may be
intended to govern the rights and obligations of
the parties throughout the BOT term. Accord-
ingly, it is essential that there is an adequate
legal basis for the enforceability of contracts.
Similarly, investors will expect to find legal
protection for private property rights, both
against third party interference and, indeed,
state expropriation and nationalisation. There
often needs to be clear legal recognition of
lessees’ rights, and of intellectual property
rights. Indeed, sponsors may only be prepared
to contribute new technology and designs
belonging to them where the host government
has ratified the relevant international conven-
tions and agreements acknowledging their pro-
prietary rights and prohibiting infringements.

Company law

A fundamental feature of true BOT and other
project financings is that the lenders have no (or
at least limited) recourse to the project spon-
sors. Legislation thus needs to be in place pro-
viding for the establishment of corporations with
limited liability to carry on the project business.
This will also need to set out clear and flexible
corporate procedures and for the subscription of
equity. In addition, investors will expect to see
an appropriate mechanism for the sale or trans-
fer of shares and (where appropriate) reason-
able protection for minority shareholders.

Investment laws

Adequate protection of the interests of foreign
investors must be enshrined in local law.” In
particular, they will be concerned about their

rights to exchange local currency into foreign
currency, to repatriate profits from the project,
to bring in foreign nationals to design, build and
operate the project, and to establish companies
in the host country. In addition, the tax regimes
must be favourable to foreign investment (or at
least non-discriminatory). Foreign investors’
concerns as to the perceived risk of state
expropriation or nationalisation of the project
business are also sometimes addressed through
legislation providing for full compensation in
those circumstances.

Security legislation

Lenders will, of course, expect to take effective
security over the project, to allow them if possi-
ble to take over control of it in the event that
the SPV defaults. But in many jurisdictions
secured creditors cannot have these powers.
More generally, they will be seeking to ensure
that the legal framework permits them to claim
a security interest in the project assets them-
selves, although sometimes they many be satis-
fied with simply rights conferred by a ‘golden
share' or some other non-security based mecha-
nism to take over management of the SPV.
Whatever the mechanics lenders have to he
confident that no material asset or contract
upon which the success of the project depends
is at risk from other creditors in such a way as
to place the project as a whole in jeopardy.
Consequently, there must be clear regulation of
the priorities of differing creditors’ rights.

Bankruptcy laws

Lenders will scrutinise the bankruptcy legislation
of the host country to establish that it does not
contain any unacceptable obstacles. For example,
there may be provisions imposing a moratorium
on any enforcement action or payments as pro-
vided for in the credit agreement in certain cir-
cumstances. On the other.hand, other creditors of
the SPV, such as suppliers, would expect to
receive a reasonable measure of protection under
the general law in the event of the SPV’s bank-
ruptcy.

Other legislation
There are numerous other areas of legislation that
have the potential to impact significantly on a pro-
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ject’s viability. Investors are likely to focus in par-
ticular on the extent of obligations and liabilities
imposed by emp]oyment‘and environmental laws
and regulations, and the cost implications will be
brought into account when preparing the base
case. In addition, planning restrictions can affect
both the timescale and cost of projects, particu-
larly if lengthy public enquiries are required.
Indeed, if the necessary consenis are not forth-
coming, the project may not proceed at all.
Where the concession is intended to confer
a monopolistic status on the SPV in order to
achieve financial viability, it is necessary to
ensure that the terms of the concession are
compatible with competition law in the host
country. Conversely, where state monopolies

‘exist, the impact of these on the project will

also have to be explored.

A legal framework that is favourable to pri-
vate sector BOT participants in the rights it con-
fers or protects is worthless if it is not
underpinned by an effective system for the
administration of justice, together with the insti-
tutions necessary to ensure the rule of law. Spon-
sors, lenders and contractors alike need to be
satisfied that the courts will deliver quick, unbi-
ased and high-quality justice in relation to any
disputes brought before them, and that effective
procedures exist for the enforcement of legal
rights. In particular, private sector concession-
aires will be concerned about the extent of sov-
ereign immunity from legal action and (where
appropriate) the availability of adequate waivers
to enable them to action and enforce their rights
against public authorities through the courts.

Where it is appropriate for disputes arising
under some or all of the project contracts to be
decided by foreign courts or arbifrators, private
contractors will also need to be satisfied that
the resulting judgments or decisions will be
recognised and enforced by the courts of the
host country.

Regulatory regimes

Sectors concerned with the supply of ‘infrastruc-
ture services' to consumers — such as electric
power, gas, water, telecommunications or public
transport — tend to be among the most heavily
regulated areas of econormic activity. There are a
number of reasons for this. For example, effi-

ciency in these sectors is often viewed as being
dependent upon the preservation of the service
provider’s monopoly. Furthermore, the provision
of these services is widely seen as having a par-
ticular value and importance to society as a
whole in the host country. Thirdly, the quality of
the available infrastructure services can have a
significant impact on a country's overall eco-
nomic performance.

Differing approaches to regulation have
been developed around the world. However, the
principal objectives of regulators tend to be:

* to prevent the exploitation of consumers by
monopoly providers; and

* to prevent the exploitation of private
investors by government. ~—

Accordingly, investors will want to satisfy
themselves that the regulators will strike the
optimum balance between these objectives in
all mafters that are capable of impacting on
project cash flows, such as pricing or service
levels. At the same time, investors will wish to
ensure that there is an effective regulatory sys-
tem to protect the project from direct political
interference. They will expect to see clarity and
precision in the regulator's powers and
approach, together with effective independent
review and appeal procedures from the regula-
tor's decisicns. Investors will also wish to
assess the cost of compliance, in particular
with the regulator’s information requirements.

Procurement procedures

One of the most important functions of govern-
ment in relation to any BOT financing is to man-
age the procurement process. In doing so, its
paramount concern should be to ensure that the
project meets the objectives set for the country’s
development. The government will thus wish to
subject the proposals of different bidders to
extensive scrutiny and to test them out against
each other. Inevitably, therefore, bidders will be
required to devote substantial resources before
confract award to developing their proposals
and to complying with the requirements of the
tender process laid down by government.

A variety of problems can arise concerning
the conduct of the procurement process. Com-
mon obstacles to private sector participation
include:



* confusion over government objectives and
evaluation criteria,

¢ lack of procedural clarity, fairness and trans-
parency;

* inappropriate procurement methods (com-
petitive tendering versus selection);

¢ failure to establish an effective prequalifica-
tion procedure;

» excessive restrictions on participation;

* no clearly defined timetable;

» inadequate protection for intellectual property;
and

+ inefficient procurement administration.

Such problems have frequently been a major
contributing factor in the faiture of BOT projects
to proceed. Conversely, where BOT procure-
ment procedures have become well-established
(such as those relating to independent power
projects in the USA), experience shows that the
costs and time involved are lower.

Administrative framework

With many BOT projects, the public sector will
have a substantial and enduring involvernent
throughout the lifespan of the project. During
the development and construction phases, the
relevant ministries and public authorities will
need to process applications from the SPV,
sponsors and contractors for the appropriate
licences and consents and, where necessary,
institute public enquiries and other proceedings
to enable them to issue these. Administrative
action may be required in relation to other
aspects of the project - such as to effect the
compulsory purchase of land for the project.
After the project becomes operational, public
authorities will continue to be responsible for
inspecting, monitoring and regnlating the pro-
Ject business. Any of the participants in the pro-
Ject may at some stage need to establish or
enforce their rights through the courts of the
host country. In all these areas, the quality of
public administration is critical.

ENVIRONMENTAL VIABILITY

The past 20 years have witnessed growing
worldwide concern over the effects of economic
development on the environment. This has
proved to be a powerful stimulus for enhanced

environmental standards (globally, as well as at
a regional and local level) and steadily increas-
ing regulation. This, in turn, can have a substan-
tial impact on the viability of BOT projects,
particularly in the following areas.

Compliance costs

Whether through the laws of host countries, the
conditions imposed for the grant of concessions
or the availability of the required consents or
approvals, governments and public authorities
will often require contractors to conduct exten-
sive preliminary environmental impact assess-
ments and to build into the design of projects and
their operating procedures substantial environ-
mental safeguards. Legal standards, furthermore,
are not static; rather, they may be expected to
rise during the BOT term in step with advances in
technology® and changes in environmental priori-
ties. In addition, state authorities often impose a
detailed regime for monitoring compliance
throughout the project’s lifespan. Frequently,
such requirements involve significant additional
expenditure and technical resources.

Environmental liabilities

Legislation in the host country will often pro-
vide for liability to be incurred in a wide variety
of circumstances. As well as imposing fines and
penalties for specific criminal offences (typi-
cally, on those responsible for incidents causing
pollution), the law may also extend liability to
parties without the need to demonstrate culpa-
bility (such as an obligation tc meet clean-up
costs in respect of historic contamination of the
project site). Moreover, such liabilities may not
simply rest with the SPV, but may also affect
sponsors, operators and other contractors, and
even lenders. Insurance is not widely available
at a commercially acceptable cost for all the
potential liakilities.

Investment criteria of development

finance institutions

Where projects require the support of develop-
ment finance institutions such as the World
Bank and the European Bank for Reconstruc-
tion and Development (EBRD), compliance
with their policies and procedures may involve
additional obligations. Many of these agencies
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have adopted detailed environmental policies in
relation to potential investments.” For most
major projects, they will expect sponsors to
undertake a full environmental assessment
(EA)Y prior to appraisal of the project by the
agencies. They may then require as conditions
of their investments the implementation of spe-
cific EA recommendations in order to meet the
highest international environmental standards.

Environmental protests

Action by protesters in opposing some projects
on environmental grounds (eg UK road con-
struction schemes) has resulted in significant
additional costs, as well as construction delays.

NOTES

1 Additional pressures apply to the member states
of the European Union in meeting the ‘Maastricht
criteria’ for joining the proposed single European
currency, which impose strict limits on govern-
ment spending.

2 With the Sydney Harbour Tunnel project, for
example, the sponsors were awarded a conces-
sion to operate the existing Sydney toll bridge.
Revenue from the tolls could then be used to ser-
vice debt incurred in constructing the tunnel.

3 Other financial incentives commonly offered
include tax helidays on project profits for a fixed
period, as well as exemption from customs duties
otherwise payable on imports and concessionary
rates of sales or production taxes. Tax incentives
have, for example, been offered by Pakistan’s gov-
ernment to attract private sector investment in
BOT power projects.

4 In a wide variety of eircumstances, governments
have needed to provide guarantees to the SPV or

its lenders. Where government reserves the right

10

to participate in setting the level of tolls in a road
praject, for example, it may have to guarantee a
minimum revenue siream to secure the project’s
financial viability.

As well as being the means by which funders test
the financial viability of a project proposal before
entering into a commitment to invest, the base
case does incidentally perform a second function:
it is also used as a benchmark for the ongoing
monitoring of the project’s actual f'manci?.l perfor-
mance throughout its lifetime.

Although it is true that privatisation too is, for
many a relatively recent development, particularly
in relation to large-scale economic infrastructure
(such as telephone systems or water supplies),
popular understanding of the principles and con-
cepts involved is much deeper and more wide-
spread than it is in relation to BOT. This is
because most people are familiar with the opera-
tion of capitalism and the free market.

See Guidelines on the Treatment of Foreign
Direct Investment, IBRD/World Bank (1992).
Existing legislation in EU member states contem-
plates an evolving standard of environmental per-
formance through the concept of best available
techniques not entailing excessive costs (BAT-
NEEQC).

EBRD is specifically directed under its constitu-
tion to ‘promote in the full range of its activities
environmentally sound and sustainable develop-
ment’ (Article 2) and has committed itself ‘to
assist its countries of operations in the adoption
of sound environmental policies as delineated in
Article 130r in the Treaty on European Union’
(EBRD Environmental Policy, September 1896).
The agencies may also expect to review and
approve the terms of reference for environmental

assessInents.



Chapter 3
Tenders

INTRODUCTION

As the unsuccessful bidders for the Channel
Tunnel rail link in the United Kingdom can bear
out, abortive tendering for large scale infra-
structure projects costs enormous amounts of
money. Nevertheless, competitive tendering is
now a feature of most BOT projects, and in cer-
tain areas (notably the European Union (EUY) it
is a legal necessity.

There is an art in managing tenders both
from the public sector side and for prospective
tenderers. As regards the public sector, the
efficient running of a tender process will
encourage sensible bidding and a wide selec-
tion of prospective tenderers, while on the pri-
vate sector side tender processes that require
substantial amounts of expenditure by bidders
against an uncertain prospect of success are
unlikely to be attractive. This is particularly
the case where there is no actunal certainty of a
contract actually being awarded ~ for instance,
where the project being tendered for is politi-
cally sensitive.

One response to this disincentive to tender-
ers is for the party seeking the tenders to
inderhnify bidders against all or part of their
bidding costs. This can in some cases bring
other benefits as it gives the party seeking the
tenders an incentive to act as efficiently as pos-
sible and encourages tenderers to be more
innovative in their bids. Unfortunately, general
parsimony on the part of those seeking tenders
and a particular reluctance to incur up-front
costs means that there have been few projects
carried forward on the basis where any sub-
stantial contribution has been made to bidders’
costs. Such a contribution to bid costs was
available in the Channel Tunnel rail link
(CTRL) competition in the 17K and also on the
lewisham extension for the London Docklands
Light Railway, but the contributions available
were in each case far less than the actual costs
incurred by bidders.

Without indemnities against bid costs, bidders
will only tender for projects that they believe are

well mn and organised and where they think that
they have a good chance of success —ie sufficient
to risk the costs of bidding if their bid fails.

CHOICE OF TENDER PROCESS

Tenders are about pricing and apportionment of
risk, and tender procedures vary. Processes range
from traditional straightforward tenders where
tenderers are provided with copies of the contract
documentation and asked to price their bids with-
out the opportunity to negotiate, through to less
traditional forms of tendering where, for example,
a shortlisted set of tenderers may be invited to
negotiate with the awarding body to settle both
the financial and non-financial terms of the pro-
ject. The choice of tender process will depend
largely on the nature of the project, but broadly
there are three types of approach:

» The open tender procedure (the traditional
form of tender for construction contracts)
where a group of tenderers are approached
and asked to tender on the basis of being
supplied with a specification and contract
terms. Tenderers are given no opportunity to
negotiate such terms and are merely asked to
price their bid.

* The semi-negotiated procedure, which
involves producing model documentation to
a prequalified shortlist of tenderers (normally
three to five in number) and encouraging ten-
derers to bid on the basis of that model docu-
mentation. Tenderers submit not only the
financial terms of their bid but also details of
the alterations to the model form of docu-
mentation they would require in order to sus-
tain their bid at that level. This procedure is
particularly popular in the Private Finance
Initiative (PFI) projects carried out by the UK
government.

The fully negotiated approach is much less
structured and involves the selection of a
preferred tenderer from a shortlist of
selected tenderers. Following selection, the
terms of the project and the project docu-
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mentation are negotiated from scratch with
the selected tenderer. Although this approach
has been adopted in some of the UK PFI ten-
ders (particularly in the health sector), the
view is often expressed that the awarding
body’s inability to ‘play off’ one tenderer
against another outweighs its convenience
and relative cheapness.

RISK TRANSFER

At the heart of the decision as to which tender
process is to be adopted lies the issue of risk
transfer. Where there is certainty on the part of
the host government as to the type and degree
of risks to be borne by tenderers, and where
there is confidence that the tenderers will be
prepared to accept such risks, then a simple,
standard form, open tender procedure may well
be appropriate. Where, however, such certainty
cannot exist because, for instance, of the nov-
elty of the project or the fact {as in the UK PFI
schemes) that the host government wishes to
transfer risks to tenderers to which they are
unaccustomed, then a traditional form of tender
would clearly be inappropriate as it is inevitable
that negotiations about the degree and method-
ology of the risk transfer will be required.

A typical BOT project requires assimilation
on the part of the tenderers of a number of
risks. In general terms, these risks can be bro-
ken down into five broad areas:

1 Risks associated with design and construc-
tion of the infrastructure.

2 Risks associated with the financing of the
construction.

3 Operational risks relating to the running and
maintenance of the facility.

4 Risks associated with the robustness of
remuneration mechanisms and the income
stream from the project.

5 In broad terms, political or legal risks, includ-
ing, for exarmple, public liability risks.

In an ideal world - for host governments —
the government would seek to transfer all these
risks to the bidder. Conversely, tenderers for
projects will obviously wish to minimise the
degree of risk they take on, and certainly will
be reluctant to accept classes of risk that are
beyond their control. The returns that tenderers

and their financiers will wish to receive from
the project will, at best, incorporate a risk pre-
mium to reflect unquantifiable or unascertained
risks taken on in the project, and at worst will
lead to tenderers refusing to bid for projects
and financiers refusing to finance them.
Accordingly, in every tender process a balance
must be struck between the desire of the host
government to transfer as much risk as possible
and obtain public value for money, and the
unwillingness of tenderers to accept unusual or
incalculable risks either at all or only on a basis
requiring significantly enhanced remuneration.

Problems with prisons in the UK

on a DCMF basis

The UK PFI provides some interesting case
studies in the transfer of risk and developing
successful tendering processes. In 1994 the UK
government decided to award concessions to
design, construct, maintain and finance two
prisons (one at Bridgend in South Wales and
one at Fazakerley on Merseyside). The initial
competition for these prisons failed, mainly due
to the government's overambitious desire to
transfer risk.

In an effort to pass on significant risk and
thus to show value for money for the public
purse, the government originally asked tender-
ers to accept payments based on the demand
from the judicial system for use of places in the
prisons. The government was told by bidders
that such an approach was unacceptable and
that tenderers were not prepared to proceed
and bid on the basis that they were taking the
risk as to how many prisoners would actually
use the prisons. Tenderers felt that by accepting
demand risk they would be exposed to the
vagaries of judicial sentencing policy (which
might, for instance, move in favour of non-cus-
todial sentences) or that they might be preju-
diced by subsequent political decisions to use
space in publicly operated prisons ahead of
capacity in the privately operated prisons.

Subsequently, when the prison competition
was relaunched, the remuneration to the opera-
tors was based on the availability of cell space
in prisons; the winning bidders were to be paid
provided that cell space was made available to
agreed standards, regardless of whether or not



the prisons were actually filled with prisoners.
The DCMF prison programme has since devel-
oped satisfactorily.

This case illustrates the importance of gaug-
ing correctly the risk transfer when launching
competitions for BOT projects. There is no point
in the host government being overambitious and
trying to impose unacceptable risks because if it
does the project will simply fail. Careful market
research and discussions with potential bidders
before tenders are invited will lead to a better
understanding of what the market will and will
not bear, and what financiers of such projects
will and will not be prepared to accept.

A number of host governments have devel-
oped complex risk matrices prior to launching
their competitions. Their purpose has been to
analyse, in as scientific 2 way as possible, the
risks associated with the proposed project and to
consider how such risks are most appropriately
allocated. This approach is time-consuming and
relies on the host government (or at least its
advisers) having a full understanding of what
risks can reasonably be expected to be borne by
the tendering parties. A strong advisory team that
kn%ws the market well can be invaluable here in
ensuring that risks are not passed to tenderers
when there is no reasonable likelihood they will
accept them, either at all, or on a basis which
gives value for money to the public sector.

INVITATIONS TO TENDER

Tender based projects are usually begun by

- advertisement. (The legal requirements of pub-

lic procurement mechanisms and, in particular,
the EU law on procurement, are considered in
the next section.) Sometimes when EU law
does not apply, projecis will be widely adver-
tised and prospecfive tenderers invited to
enquire for further information {often requiring
payment of a fee), while in other cases selected
crganisations may be approached by the host
government in order to ‘sound out’ their inter-
est in bidding for particular projects.

The UK government in its PFI schemes has
adopted a two-stage process to tendering. In
almost all cases, projects have had to be adver-
tised in the Qfficial Journal of the European
Communities (OJEC) and expressions of inter-

est have also been sought from parties. Those
expressing interest have been invited to submit
basic information about themselves and, based
on this information (and sometimes after an
interview), a shortlist of between three and five
organisations has been drawn up to go forward
into the tender process.

Leaving aside any advertisements required
by applicable procurement law, the invitation to
tender documentation is the first legal stage in
carrying forward a project. The form of the invi-
tation to tender (ITT) will vary from project to
project, and particularly will vary depending
upon the type of tender process adopted. Nev-
ertheless, the ITT will set out the legal rules
and basis upon which the tender competition
will take place and, in certain cases, the host
government may be held legally liabie if it fails
to conduct the tender in line with the mecha-
nisms set out in the invitation.

The ITT (or invitation to negotiate — ITIN}
will contain information about the project and
the tender process to be adopted, and will also
set out the tirnetable for the tender process and
tender requirements. The tender requirements
are likely to include the provision of informa-
tion about the tenderers, non-collusion certifi-
cates and financing methodologies. Sometimes
indications will also be required as to how the
project will be approached by the tenderer,
together with comments on amendments to the
model contract documentation and, impor-
tantly, a priced bid. The required priced bid may
simply be a lump sum price or it may be a far
more complex financial model indicating the
revenue stream that a tenderer wishes to
receive in respect of the project.

Governments adopt a number of different
approaches to tenders. One extreme is to include
in the ITT the contract docurnentation, and to
state to tenderers that no amendment to this is
permitied so that the ITT simply requires pricing;
the other extreme is to supply no contract docu-
mentation in the ITT but to require indicative
proposals, leaving contract negotiations to be
dealt with once a preferred bidder stage has been
reached. The mid-point in this range of options
(and arguably the most satisfactory solution in
the case of substantial projects) is for model doc-
umentation to be supplied to tenderers but for

simpual
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tenderers to be invited to suggest what amend-
ments to that documentation they would require
in order to sustain their bid. Alternatively, the
host government may invite bids on two bases:
one requiring adherence to the standard form
documentation, and the other based on such vari-
ations to the documentation as the tenderers
would like to see.

With smaller projects it may be uneconomic
to prepare full model contract documentation
at the tender stage, but even in these cases it is
usually worthwhile developing well-structured
heads of agreement. The alternative of not deal-
ing with documentation issues until the pre-
ferred bidder is selected tends to lead at that
stage to a reversal of bargaining power, allow-
ing the preferred bidder to dictate, to a greater
extent than would otherwise be the case, the
terms of the eventual documentation.

Bidding for BOT projects is not to be taken
lightly. In making a bid a tenderer may be mak-
ing a legally binding offer that is capable of
acceptance by the awarding authority so as to
constitute a contract. This is certainly the case in
simple competitions. A more complicated tender
competition is, however, unlikely to be legally
binding and post-bid negotiation of some sort is
usually required. In all tenders, the ability of any
tenderer to increase its bid after having
responded to a tender is likely to be very limited.

PUBLIC PROCUREMENT LAW

BOT public works projects (which are above
the relevant threshold value) in EU countries
are subject to the Public Works Directive which
governs the mechanism by which most public
sector works contracts in the EU are awarded.
The rules imposed by the Directive (as imple-
mented into the domestic law of the 156 EU
member states) are highly complex and a num-
ber of uncertainties exist concerning their
effect. The absence of many decided cases on
the rules and their interpretation does not help.

The rules provide for three possible tender-
ing processes, each of which (with some excep-
tions in the case of the negotiated procedure)
must begin with the placing of an advertise-
meni for the project in the ‘S’ series of the
OJEC. The three tender processes are:

1 The open procedure. This is where tenderers
are invited to bid simply on the basis of an
advertiserment in the OJEC and any support-
ing papers that may be made available. There
is no limit on the number of people who may
bid. This method is only appropriate for
straightforward tenders.

2 The restricted procedure. This applies where,
following advertisement in the OJEC, the per-
sons wishing to tender are invited to prequal-
ify for the scheme, and then prequalifiers are
invited to tender. This is appropriate where a
praject is of a nature and complexity such that
it is unrealistic to have a large number of ten-
derers in competition, Some PFI projects have
been taken forward under this procedure, but
it does not lend itself to negotiation with ten-
derers because it provides (as in the case of
the open procedure) only limited scope for the
public body to discuss with tenderers modifi-
cations to their written tender proposals,

3 The negotiated procedure. There are, in
effect, two forms of the negotiated proce-
dure. In certain cases, it can be adopted with-
out a prior notice in the QOJEC: these
circumstances are, however, limited. The
commonest circumstances justifying this no-
notice approach are emergencies, the addi-
tion of extra works to an existing contract, or
where the existence of exclusive intellectual
property rights means that an open competi-
tion is not possible.

The second form of the negotiated proce-
dure does involve a prior advertisement in
the OJEC, prequalification, and a competition
between bidders. In this case, an ITN is
issued to prequalified bidders to negotiate
with the public sector in order to achieve the
economically most advantageous terms. The
approach is only permitted in limited circum-
stances, but ‘exceptionally’ is permitted
where the nature of the project is not suit-
able for overall pricing. Some doubt previ-
ously existed as to whether the word
‘exceptionally’ in the rules meant that this
procedure could be generally used for PFI
projects. However, it is understood that the
UK government has obtained informal guid-
ance from the EU Commission that the Com-
mission will not object to this approach,



although what view the courts will take
remains untested at present. This latter form
of the negotiated procedure is now the pre-
ferred approach of the UK Treasury in sourc-
ing PFI projects and is currently being used
in a number of major PFI projects. Its obvi-
ous advantage is to allow greater flexibility
for the host government to achieve agree-
ment in what is often a highly complex pro-
ject. The disadvantage for the host
government is that running three or more
sets of negotiations in parallel with the vari-
ous bidders is labour- and cost-intensive.
This summary does not deal in detail with a
very large number of technical rules that govern
the tendering process. In some cases, the process
is so technical that, in any tender competition, an
unwitting infringement of the rules by the host
government represents a distinet possibility. The
fact that the rules are so hard to implement is
exacerbated by the sanctions that exist in the
case of breach of these rules. In essence, an
aggrieved tenderer who believes that the EU
rules have been broken has two remedies;

* an injunction to stop the tender process and
to require it to restart from the beginning;

. 'i!,he award of damages against the host gov-
ernment to reflect the loss or damage that
has been suffered as a result of the correct
tender procedures not being followed.

Although there has been only a limited

amount of litigation over the operation of the
rules, there is a real concern that in some pro-
Jects significant litigation could arise in respect
of alleged breaches of the tendering process. In
some of the major projects the costs of tender-
ing may amount to many millions of pounds
and the possibility of the tendering process
being invalid and having to be recommenced
gives rise to much cause for concern.

INTERNATIONAL PROCUREMENT

World Trade Organisation

Two important international procurement
regimes have been established under the aus-
pices of the World Trade Organisation (WTO).
These are the Agreement on Government Pro-
curement and the General Agreement on Trade
in Services.

Agreement on Government Procurement

The Agreement on Government Procurement
(GPA), signed in Marrakech on 15 April 1994 — at
the same time as the agreement establishing the
WTO - came into force on 1 January 1996. It
supersedes the earlier Agreement on Government
Procurement signed in 1979 and amended in 1987,

The GPA is a plurilateral agreement under
the Agreement Establishing the WTO (con-
tained in Annex 4 to that Agreement) which
means that not all WTO Members are bound by
the GPA. As at November 1997, the parties to
the GPA were the countries of the EU, Canada,
Hong Kong, Israel, Japan, Korea, Liechtenstein,
Netherlands (Aruba), Norway, »Singapore,
Switzerland and the US.

It is estimated that the volume of procure-
ment subject to regulation under the GPA has
increased tenfold when compared with the ear-
lier 1979 GPA! which applied to fewer fields of
government procurement. This is because the
GPA now applies not only to suppliers’ procure-
ment, but also covers works and some services.
Furthermore, some sub-central entities and
public utilities are now covered.

Scope

The GPA does not cover all government pro-
curement of the signatories. According to Arti-
cle 1 of the GPA, only public procurement by
entities ‘as specified in Appendix I is covered.
Appendix I is divided into categories in respect
of each of the parties to the GPA:

« central government entities {(Annex 1);

* sub-central government entities (Annex 2);

* other entities (Annex 3);

» services covered (Annex 4);

* construction services covered (Annex 5).

No definition of the entities covered is
given. There has been some uncertainty as to
whether the list of entities in the Annexes is
exhaustive, but some commentators believe
that this is the case.?

Only procurement contracts above the thresh-
olds specified in Appendix I are covered. Each
party indicates the level of minimum thresholds
that apply to the procurement of goods, construc-
tion services and services other than construction
services, in respect of each class of enfity speci-
fied in Annexes 1, 2 and 3. The thresholds are
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expressed in terms of Special Drawings Rights
(each being equivalent to US$1.37 for 1997), For
example, the threshold applying to the supply of
goods to central government entities of all parties
is SDR130,000 (approximately US$178,000).

However, the picture is complicated by the
fact that most parties have set out exceptions
to the general rules specifying the types of enti-
ties that are covered.

These exceptions are to be found at the end
of the schedules to the GPA. Consequently,
even if a public procurement contract is above
the relevant threshold and would otherwise be
covered by the GPA, it could be excluded by
one of these country-specific exceptions.

Exceptions for developing countries are
also allowed in certain circumnstances. Article V
provides that the parties shall ‘in the implemen-
tation and administration of this Agreement ..,
duly take into account the development, finan-
cial and trade needs of developing countries’,
and goes on to establish a set of principles
which should be taken into account in this
respect, namely the need to:

* ‘safeguard their balance of payments position’;

s ‘promote the establishment or development
of domestic industries...”;

* ‘support industrial units as long as dependent
on government procurement’; and

* ‘encourage the developing countries’ eco-
nomic development through regional or global
arrangerments among developing countries’.

Further exceptions are set out in Article
XXM, dealing for instance with the need to pro-
tect national security or defence and the need to
protect public morals, order, safety, human, ani-
mal or plant life or heaith or intellectual property.

The GPA does authorise parties to modify the
mutually agreed coverage of Appendices I-IV,
subject to the procedures for the modification of
the GPA as set out in Article XXTV(6). The EU and
US have already agreed to extend the scope of the
projects covered by the GPA. In 1995, under their
much publicised ‘Procurement Pact®, they agreed
to amend Appendix I of their respective agree-
ments to increase the areas (geographical and
sectoral) covered by the GPA. The remaining sig-
natories to the GPA are excluded from the bene-
fits accorded by the Pact but are free to conclude
their own bilateral agreements.

Muain features
The GPA establishes an agreed framework of
rights and obligations between its parties with
respect to their national laws, regulations, pro-
cedures and practices in the area of public
procurement.

The cornerstone of these rules is the princi-
ple of non-discrimination: under Articie III of
the GPA parties are required to give the prod-
ucts, services, and suppliers of any other party
to the GPA a treatment ‘no less favourable’ than
that which they give to their domestic products,
services and suppliers.

The parties have further agreed not to dis-
criminate against goods, services and suppliers
of the other parties.

Finally, each party is required to ensure that
its entifies do not treat a locally established
supplier less favourably than another locally
established supplier on the basis of degree of
foreign ownership or affiliation, nor to discrim-
inate against a local supplier on the basis of the
country in which the goods or services which
are to be supplied are produced.

Due to this emphasis on the principle of
non-discrimination, the GPA focuses on rules
and procedures for providing transparency of
laws, regulations and practices in respect of
government procuregment.

Procedures

Three different procedures are provided for

under the GPA:

* Open Procedure (Article VII(3)(a)). Under
this procedure, all interested suppliers may
submit a tender.

* Selective tendering procedure. Only those
suppliers invited to submit a tender by the
entity may do so. However, the entity inviting
tenders must observe the provisions of Article
X which prohibits any discrimination in the
way the invitations to tender are made; Article
X(1) requires, for instance, that a minimum
number of foreign and domestic suppliers are
invited to tender.

Further safeguards against discrimination are
set out in Article VIIL. According to this pro-
vision, qualification procedures must comply
with the following:

— any conditions for participation are to be



published ‘in adequate time’ to enable inter-
ested suppliers to submit their tenders; and

— conditions for participation must be limited
to those essential to ensure the prospective
supplier’s capacity to fulfii the contract in
question.

Entities are prohibited from not considering
potential suppliers for inclusion on their list.
They are required to inform ali suppliers on
their lists should the lists be terminated.
Finally entities must publish their list of perma-
nent suppliers once a year in one of the publi-
cations listed in Appendix [{a) to the GPA.
Limited tendering procedure (Article VII(3)).
Under this procedure entities contact suppliers
individually, subject to the conditions set out in
Article XV. This restricts the circumstances
under which this tendering procedure can be
used, for instance, to cases of extreme urgency
brought about by events unforeseen by the
entity, or situations in which the product or ser-
vice can only be supplied by one supplier.

All procedures must allow for minimum
deadlines for the preparation, submission
and receipt of tenders (Article XI(2)):

—In thg: case of the open procedure, the
period for the receipt of tenders should not
be less than 40 days after publication of the
invitation to tender.

— In selective procedures, not using permanent
lists of suppliers, the period for submitting
an application to be invited to tender should
not be less than 25 days from publication,
and in no case should the deadline for
receipt of the tenders be less than 40 days
from issuance of the invitation to tender.

— In selective procedures involving the use of
permanent lists of qualified suppliers, the
period for receipt of tenders shall not be
Tess than 40 days from the initial issuance of
invitations to tender.

These deadlines may be reduced in excep-
tional circumstances, as set out in Article
XI(3).

All tender documents provided to suppliers
must include all information necessary to
allow parties to submit responsive tenders
(for example, address of the entity, deadline
and languages in which the documents are
to be submitted (Article XII)).

Article XIII contains further general proce-
dural rules in respect of submission, receipt
and opening of tenders and awarding of
coniracts. Again, these are aimed at ensur-
ing fairness, equity and transparency in the
procurement process. Article XITI(1)(a), for
instance, stipulates that tenders should nor-
mally be submitted directly or by mail. Ten-
ders by facsimile, telex or telegram are only
permitted if they contain all relevant infor-

mation (as to price and conditions) and

include a statement that the tenderer
accepts all terms and conditions of the invi-
tation to tender. A tender submitted in such
a way must be confirmed ‘promptly’ in writ-
ing . In order to allow for the adaptation of
the GPA to potential new ways of data
transmission {eg by Internet), the GPA con-
tains a provision for regular consultations
by a Committee ‘regarding the develop-
ments in information technology’ and if nec-
essary negotiation of modifications to the
GPS itself (Article XXIV(8)).

Only tenders that conform with the essen-
tial requirements of the tender notice at the
time of opening the tenders can be consid-
ered for award of the contract. .

Other provisions

The use of ‘offsets’ is specifically prohibited by
the GPA (Article XVI). Offsets are defined in
footnote seven to the GPA as ‘'measures used to
encourage local development or improve the
balance of payments accounts by means of
domestic content, licensing of technology,
investment requirements, countertrade or simi-
lar requirements’.

In order to prevent the use of technical spec-
ifications as a barrier to international trade, the
GPA stipulates, for example, that technical spec-
ifications should be in relation to ‘performance
rather than design or descriptive characteristics’
and ‘be based on international standards, where
such exist’ or failing that, be based on recog-
nised national standards (Article VI).

Post-cward information

Entities must publish the award of a tender no
later than 72 days after the award of the contract
in an appropriate publication as listed in Appen-
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dix II. Information given in the published notice
must include the name and the address of the
winning tenderer, name and address of the entity
awarding the contract and the date of the award.
In additicn, information on the value of the win-
ning tender, or the value of the highest and low-
est offers considered, must be provided.

On request, the entity must supply an
unsuccessful tenderer with the reasons why his
tender was not selected (Article XVIII(2)).

More generally, all laws, regulations, judicial
decisions or administrative rulings of general
application to government procurement must
be published (Article XIX{1)).

Challenge and enforcement

A new feature of the GPA is the inclusion of
mandatory requirements for a domestic proce-
dure for challenging alleged breaches of the
GPA. Article XX(2)-(7) sets out the require-
ments, which include an independent review
body with the authority to order the correction
of the breach, giving a supplier suspecting a
breach of the GPA a right of recourse to an
independent domestic tribunal as a first step.

Furthermore, Article XX(7) stipulates that
the challenge procedure shall provide for ‘rapid
interim measures to correct breaches...and to
preserve comimercial opportunities’. Such
interim measures may include suspending the
procurement process.

Disputes under the GPA are also subject to
the procedures of the WTO ‘Understanding on
Rules and Procedures Governing the Setile-
ment of Disputes’ (Article XXII(1)). The GPA
provides for a Dispute Settlement Body which
has various powers, including the authority to
make recommendations and give rulings, and to
authorise the suspension of concessions or
other obligations under the GPA (Article
XXII(7)). It has, however, been argued that the
WTO dispute resolution mechanism is available
only after domestic remedies have been
exhausted (unless these should prove to be
insufficient or non-existent).*

General Agreement on Trade in Services

All WTO Members are signatories to the General
Agreement on Trade in Services (GATS). This
agreement, also signed in Marrakech in April

1994, introduces common rules for trade in ser-
vices. It obliges Members to accord to services
and service suppliers of any other Meraber no less
favourable treatment than it accords to like ser-
vices and service suppliers of any other country,

This principle does not, however, apply to
‘laws, regulations or requirements governing the
procurement by governmental agencies of ser-
vices purchased for governmental purposes and
not with a view to commercial resale or with a
view to use in the supply of services for com-
mercial sale’ (Articlel3(1)). The inclusion of
such an exception is understandable in view of
the wide support given by Members to the GATS.
The Mermbers did, however, agree to enter into
multilateral negotiations on government pro-
curement in services under GATS within two
years of the entry into force of the GATS.

The Working Party on the GATS Rules was
established in March 1995. At the end of 1996, it
reported that ‘Members have considered the
implications of the existence of the Agreement
on Government Procurement for any disciplines
that might be developed in GATS, as well as
some of the reasons given by Members as to why
they are not signatories of the GPA. Members are
also engaged, on a voluntary basis, in an informa-
tion-gathering exercise in relation to national
procurernent regimes affecting trade in services.®

The Singapore Ministerial Declaration of
December 1996 underlined the Ministers’ com-
mitment to continue studies in this area. The
Declaration states that Ministers intend to carry
out more analytical work on the subject of gov-
ernment procurement in relation to trade in ser-
vices in the future. Their work will continue to
be done in parallel with that of the GPA Work-
ing Group on Transparency in Government Pro-
curement, the latter having already considered
the findings of the Working Party on the GATS
Rules in their own discussions (see below).

Outlook

In order to broaden the application of the GPA,
the idea that an interim agreerment on procure-
ment should be developed under the auspices
of the WTO has been expressed.® Such an
agreement is meant to encourage states which
have not signed up to the GPA and are not pre-
pared to submit themselves to its rigours to
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undertake to observe at least some public pro-
curement obligations.

This issue was considered at the WTQ Min-
isterial Conference in Singapore in December
1996. As a result, the Singapore Ministerial Dec-
laration from the conference contains a refer-
ence to the future work planned in this field
within the WTO. Article 21 of the Singapore
Declaration announces the intention of the par-
ties to establish a working party to study the
transparency of public procurement procedures
and to develop principles which could be
included in a future interim agreernent.

The WTO Working Group on Transparency in
Government Procurement has already begun
work on the first of these tasks. At its meeting in
May 1997, the Group met representatives from
the World Bank and UNCITRAL who described
the methods of procurement favoured by their
own organisations (see below). The World Bank,
UNCITRAI and the IMF have observer status at
the Working Group meetings.

In its second meeting in July of the same
year, Group Mermbers shared their thoughts on
the concept of transparency and discussed how
common objectiges could be achieved within
the current legal framework. Special presenta-
tions were given by the WTO Secretariat and
several of the national delegations.

At its third meeting in November 1997, the
information gathering process continued with
the Secretariat presenting the results of empir-
ical research carried out by several interna-
tional organisations, the national delegates and
by the Working Party on the GATS Rules. Dis-
cussions centred on identifying the main issues
still to be resolved.

The Group's objectives are likely to be dis-
cussed further before it embarks on the second
and more interesting part of its mandate: the
development of new agreed provisions on trans-
parency for government procurement. policies.

United Nations Commission on International
Trade Law (UNCITRAL)

UNCITRAL was established in 1966 by the UN
General Assembly. It is responsible for oversee-
ing and developing the law of international
trade. An important part of its work to date has
been in projects aimed at the reform and mod-

ernisation of the laws on public precurement.
In 1994, the Commission adopted the UNCI-
TRAL Model Law on Procurement of Goods,
Construction and Services.” This sets out the
Commission’s recommended procedures for
producing a competitive, transparent, fair and
objective procurement regime. All stages of the
procurement process are covered in the Model
Law, including guidelines on prequalification
procedure, qualification criteria, the form of
communications, methods of procurement and
tendering proceedings (solicitation, submis-
sions, evaluation and comparison). The Com-
mission claims that use of these procedures
produces the most efficient and economical
procurement system.

As at December 1997, only Albania and
Poland have passed legislation based on the
Model Law.

World Bank Procurement

The World Bank provides financing for both pub-
lic and privately managed projects. In both cases
it is the borrowing organisation which is respon-
sible for arranging procurement. However, the
Bank’s financial involvement in a project is con-
ditional on the parties using Bank approved pro-
curement procedures. Failure to use agreed
procedures (as these are set out in the loan doe-
umentation) may result in the cancellation of
any funds made available for the project.

For any project to be eligible for financing,
the procurement procedures used must accord
with those set out in the Bank's Guidelines:
Procurement under IBRD Loans aend IDA
Credits publication and in the Standard Bidding
Docurments (SBDs). These procedures are
based on four basic principles which underlie
all World Bank funding of projects: efficiency,
fairness, transparency and impartiality.

Applying these principles, the Bank generally
prefers borrowers to use the international com-
petitive bidding process (ICB). Characteristics of
this process include the publication of Notices
publicising the work in the United Nations Devel-
opment Business and public bid opening. Other
approved pi’ocesses include limited intemational
bidding and national competitive bidding.

Awards must be made to the lowest evalu-
ated responsive bid. The bids will be evaluated
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in the light of a range of factors including, but
not limited to, financial cost.

European Bank for Reconstruction and
Development

The EBRD also has a requirement that goods,
works and services procured under EBRD
financed operations which exceed certain
thresholds must be subject to an open and fair
competition. This is touched on in Chapter 6.

NOTES

1 Amended in 1987. See Sue Arrowsmith, ‘Developing
Multiiateral Rules on Government Procurement: a
new Approach in the WTO?, 5 Public Procurement
Law Review (1996), p145.

2 See, for instance, Pablo Olivera ‘Defining the Scope
of Covered Entities under the WTO Agreement on

Government Procurement and the EC Procurement

Rules’, 1 Public Procurement Law Review (1997),
pl7.

3 Council Decision 95/215 of 29 May 1995 concerning
the conclusion of an Agreement in the form of
exchange of letters between the European Commu-
nity and the United States of America on govern-
ment procurement, OJ L 134/25, 1995.

4 Christian Schede, ‘The "Trondheim Provision' in the
WTO Agreement on Government Procurement:
Doees this ‘Major Revision’ live up to the needs of
the private sector? 5 Public Procurement Law
Review (1996), p171.

5 The 1996 Report of the Council for Trade in Ser-
vices to the General Council (5/C/3).

6 On this see Sue Arrowsmith, ‘The WTO Singapore
Ministerial Declaration and Public Procurement’, &
Public Procurement Law Review (1997) p ©C549.

7 See also the Guide to Enactraent of the UNCITRAL
Model Law on Procurement of Goods, Construc-
tion and Services (A/CN.9/403).



T

Chapter 4

Overview of Contractual Structures

The long-term success of a new infrastructure pro-
ject 15 dependent on the correct identification of
both the benefits and the risks associated with it.
Correct identification must be followed by appro-
priate allocation of these benefits and risks - the
latter to the party best able to minimise or control
them at realistic cost. The project sponsors and
the SPV should, in conjunction with the SPV's
lawyers, analyse the risks arising under each pro-
ject contract, identify which party is to take these
risks and ensure that the appropriate provisions
appear in the relevant contracts to achieve this.
The lenders and their advisers will need to satisfy
themselves that this has been achieved under the
contractual structure and other relevant laws, in a
way that is consistent with the assumptions
underlying the financial plan.

Given that a number of parties with differing
interests will be involved in the project, the final
pattern of risk allocation will be made within a
contractual framework that reflects the out-
come of negotia%ions and commercial compro-
mise, and cne that also takes into account the
relevant legislative framework. (For example, in
those countries that have enacted concession
laws, certain areas of risk allocation may be pre-
determined by those laws and not susceptible to
consensual allocation by contract.) The follow-
ing discussion of contractual structures must
therefore be treated as broad guidance rather
than universally definitive.

There are several different perspectives to
keep in mind in any general discussion of pro-
ject contracts. These documents will represent
long-term commercial agreements designed to
protect the interests of the project sponsors.
Secondly, they will allocate the perceived risks
associated with the project between the differ-
ent participants. Finally (at least on a project
financing) they will need to be ‘bankable’. Each
of these considerations will pull the parties to
them in somewhat different directions as the
documents are structured and negotiated.

There is, of course, no single definition of
the term ‘project contracts’. It tends to be used

loosely to describe all the documents needed to
allow the transaction to go ahead, other than
the financing documents. It represents all of the
commercial agreements, licences, contracts,
leases and corporate docwments that underpin
the deal that is being financed. A typical list
might include the following:

* 2 concession agreement or government licence;

¢ a consortium (or other collaboration} agree-
ment between the sponsors;

= a shareholders or other joint venture agree-
ment;

* corporate decuments for the SPV (and any
other project company);

* a construction contract (or engineering, pro-
curement and construction contract (EPC));

* construction sub-contracts, supply agree-
ments and warranties;

+ security for the contractor’s perforlmance (eg
a performance bond, advance payment bond
or maintenance bond);

* an operation and maintenance agreement;

¢ a supply contract (eg fuel supply);

* an off-take agreement for purchase of the
completed facility’s product (eg a power pur-
chase agreement with the electricity board);

* throughput and ‘tolling' agreements (on a
pipeline project);

* a site lease or other document of entitlement
to land;

* possibly specific enabling legislation (eg a
‘hybrid bill' in the UK);

* ancillary government permits and planning

consents (eg import licences, central bank

permits, planning consent etc.);

agreements with local utilities (eg water and

electricity);

project insurances and related documents; and

technology/operating licences.

It should be noted that not all the rights
required by the SPV will be acquired by contract.

Some rights may arise as a matter of general law

(for example, the European Union is promoting
the concept of third-party access to transmission
systems for such supplies as gas, electricity, rail
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and telecommunications) while in other cases the
rights to be granted as part of a. concession may
result from the holding of 4 competition subject
to national or transnational tendering rules (see
Chapter 3). Specific statutory rights may be
granted for a particular development, such as the
Docklands Light Railway in east London or the
Channel Tunnel rail link, Generally applicable
laws relating to such diverse matters as environ-
mental liability and labour rights will have an
effect on the SPV's business. It is necessary to
identify on a project-by-project basis the impact
of such rights and liahilities, Whether specific pro-
vision needs to be made for them will depend on
the nature of the project business and where the
associated risks fall.

The project contracts form the heart of any
BOT project. The scope of the individual con-
tracts will inevitably vary from project to pro-
Ject. The project contracts encountered on a
power project will in many respects look very
different from those needed on a road or rail
project or a telecommunications financing.
Many of the same considerations will apply,
however, from project to project in the BOT
field. The rest of this chapter will discuss those
considerations in more detail, in the context of
an analysis of the key provisions of 2 number of
those contracts. (Concession agreements are
discussed in detail in Chapter 5.)

CONSORTIUM AGREEMENT

In almost every large-scale infrastructure pro-
Jject a number of sponsors will come together in
order to promote a project and participate in it
as a consortium. .

Typically in a BOT structure, a construction
company and/or supplier of major plant or feed-
stock and a future operator of the new business
will cooperate to establish or bid for a project.
They may be joined by a future purchaser (an
offtaker) of the product or service to be pro-
vided by the new project business. These par-
ties have a common interest in seeing that the
project business is established and financed.
The consortia for the early UK independent
power plants (IPPs) typically included a major
turnkey contractor, an operator and a regional
electricity company as offtaker.

However, each member of such a consortium
will also have different interests to promote in
its separate dealings with the SPV. For example,
a construction company or supplier will
inevitably look for favourable terms in the con-
struction or supply contract. These may have
adverse time, cost and liability implications from
the SPV's perspective. The operator, on the other
hand, whilst concerned that the performance of
the completed works will allow it to control
maintenance costs and maximise its profits from
operation, may also seek to limit its liability and
financial exposure to the SPV.

From an early stage the sponsors will need
to define their mutual obligations. Questions
include:

* What exactly is the role of each party?

* How much human and economic resource
will each party c?#ﬁmjt to different phases of
project development?

e How will each party protect its commercial
interests in the project, whilst placing suit-
able restrictions on its potential liabilities?

* How will decisions be made by the consor-
tiun/SPV and contracts with it drawn up?

+ How will losses be apportioned (often a rele-
vant tax consideration)?

At the initial stages of development, the spon-
sors may draw up heads of agreement or a mem-
orandum of understanding which focuses on
such issues, and decide the form of their initial
and future cooperation. The document may be
legally binding or may be an expression of inten-
tion not intended to create enforceable nghts and
obligations. In some jurisdictions {eg the Nether-
lands) even preliminary heads of agreement may
be interpreted by the legal system to be legally
binding. The parties may be loosely described as
a consortium or joint venture or acting in consor-
tium, but the terminology does not necessarily
describe a legal form - that will depend upon the
parties’ underlying arrangements as interpreted
in the relevant jurisdiction.

The sponsors may, however, go one step
further and enter into a formal consortium or
collaboration agreement. Once the SPV has
been incorporated and started trading, the
shareholders agreement regulating its mermber-
ship is likely to supersede such an agreement,
In the interim, however, the sponsors may feel



the need to give a degree of formal expression
to their relationship during the early stage of
the project (especially where commitments and
potential liabilities are significant).

Agreement terms
A consortium or collaboration agreement usu-
ally takes the form of a relatively short docu-
raent setting out an obligation to collaborate in
the initial phases of the project’s development
and to commit certain resources to it. The main
provisions will cover the following areas:

1 Cooperation and resowrcing. The agreement
will contain an (inevitably imprecise) obliga-
tion to cooperate and work together towards
‘the successful development of the project. To
flesh out this duty, something will have to be
said about the commitment of resources: what
personnel will be made available to the project,
for example in terms of numbers, seniority and
experience of staff; what, if any, physical assets
may be supplied; and how proprietary know-
how and intellectual property (which at this
stage will probably remain in the ownership of
the party supplying it) will be used?

2 Decision making. Provision Wffl have to he
made for regular meetings between the parties
and the making of certain decisions about the
project. There may be a ‘steering committee’
of some kind, for example, at which the more
high-level policy issues are discussed and set-
tled. This will obviously be a more difficult
provision to structure where a multi-party
consortium is involved. If there are only two
sponsors, a formal procedure may be almost
superfluous. The greater the number of spon-
sors, the greater the need for clear mecha-
nisms that promote the rapid and effective
implementation of decisions. A two-tier struc-
ture may have to be introduced, allowing cer-
tain decisions to be taken on a majority basis
while reserving others for unanimity.

3 Costs. The consortium will incur certain costs
and expenses as its work progresses. These
may include the fees of professional advisers,
or temporary office costs. The sponsors will
have to agree on how these costs are to be met
and shared between them. A more difficult
question relates to the recovery of ‘internal’
costs — the notional cost represented by the

time and skills of the sponsors’ staff working
on the project, and the atiribution of value to
the work they carry out. Frequently, this will
be treated as a ‘sweal equity’ investment — ie
converted into equity in the SPV as the project
develops and remunerated in that way. How
those costs and value attributions are mea-
sured, and what conversion factors are
applied, can prove challenging issues.

4 Reserved roles. Sometimes, the sponsors will

seek to map out specific roles for themselves in
the agreement in relation to the future SFV’s
activities. This may be either as contractors
providing services to the SPV on an arm’s-
length basis, or as participants in the SPV's
activities with primary responsibility for certain
designated areas. In many cases, the respective
roles of the sponsors will be so seif-evident that
the question hardly needs to be addressed. In a
more complex consortium, however, there may
be certain overlapping functicns between spon-
sors. The exercise of defining ‘reserved roles’
can then become extremely contentious. The
sponsors may also seek to lock the consortium
into an agreed remuneration structure in rela-
tion to these future roles, which can of course
add to the difficulties. Because the detailed
agreements necessary fto give effect to
‘reserved roles’ of this kind would usually not
be settled until a later siage of the project, the
technical lawyer may object to such provisicns
in a consortium agreement as unenforceable
‘agreements to agree’. However, that rarely
diminishes their commercial significance in the
minds of the participants!

Termination ond withdrawal. The agree-
ment may have to deal with termination and
the right to withdraw from the consortium.
These provisions are perhaps of less signifi-
cance than in the case of a2 more advanced
joint venture, with extensive assets and lia-
bilities of its own. It is true of any joint ven-
ture that the constructive cooperation of the
sponsors will always be essential; if this
breaks down, or if a sponsor loses interest in
the consortium, the provisions of the consor-
tium agréement are unlikely to provide a
solution — more likely only a basis for a claim
for compensation. There is likely to be a
‘drop dead date’, however, by which certain
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progress must have been made or the agree-
ment will terminate. Provision may also need
to be made for a situation where a disen-
chanted sponsor seeks an exit route, whilst
leaving the majority to press ahead with the
project on much the same basis as before.

6 Exclusivity and confidentiality. Member-
ship of the consortium is likely to have to be
on an ‘exclusive’ basis. There will usually be
a prohibition against competition with the
activities of the consortium, and perhaps a
restriction on becoming involved with a rival
consortium (even following the success of
the latter in a competitive tender). Confiden-
tiality undertakings are likely to be extensive.

PROJECT VEHICLE

Whatever the differing interests amongst the con-

sortium and whatever the rules under which it

operates, clearly the promoters will need to agree
the legal form in which the project business wiil
operate and the nature of their individual partici-

pation in that form. As touched on in Chapter 1,

they will generally wish to establish a new spe-

cial-purpose vehicle which is a legal entity distinct

from the constituent members of the consortium.
The legal structure of the SPV will need to

take into account the following main factors:

+ the sponsors’ need for an appropriate joint
venture vehicle which offers the protection
of limited liability;

* the law of the jurisdiction or jurisdictions in
which the project facilities will be con-
structed and operated;

* the fiscal treatment of the SPV, the spon-
sors/consortium members and key suppliers
to or purchasers of the product of the project
and, in particular, how losses in the early
years can best be used in the business of the
project or the consortium members;

e the availability of off-balance sheet treat-
ment of the financing and other accounting
considerations;

* the requirements (if any) of the host govern-
ment;

* the requirements of project financiers or out-
side debt providers in relation to the integrity of
the cash flow and security over project assets;

* the requirements of development finance

institutions (DFIs) — such as the World Bank,
its. private sector arm the International
Finance Corporation (IFC) or the European
Bank for Reconstruction and Development
(EBRD) — and export credit agencies (ECAs)
that may be involved in the financing struc-
ture (see Chapter 6);

. * exchange control;

e political risk; and
* regulatory issues.

Legal form-of project vehicle

Selection of ?‘fﬁe appropriate form and the country
of its incorporation or legal dornicile will be made
in the light of the factors listed above. The num-
ber and type of available forms will differ from
Jjurisdiction to jurisdiction, but the commonest
form is a single-purpose limited liability corapany.

Alternative approaches in some jurisdic-
tions might involve a limited parinership (under
which the liability of some or all of the spon-
sors is limited} or, in the early development
stages, a European Economic Interest Group
(EEIG) structure. (The latter, which is a non-
profit making body, would become inappropri-
ate, however, once the project business had
progressed beyond the initial stages of develop-
ment to become an operating business.) For
ease of reference, the remainder of this section
assumes that a limited liability company (SPV)
is used as the project vehicle.

The SPV may itself be a subsidiary of another
special-purpose company, perhaps set up by the
sponsors as the vehicle for a range of activities
carried on by the consortium. The SPV may also
form separate companies (forming its own cor-
porate group) where appropriate. The sponsors
may, for example, be reluctant to hold shares
directly in the SPV, or be unable to grant security
over shares in their own respective corporate
groups without breaching negative pledges. A
diagram showing a typical corporate structure is
set outf in Exhibit 4.1.

SHAREHOLDERS AGREEMENT

The contractual rights and obligations of the
sponsors in relation to the SPV will be partly gov-
erned by the constitution of the SPV (its memo-
randum and articles of association or equivalent
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documents), which deals with their position as
individual shareholders of the SPV. This may
extend to arrangements such as pre-emption
rights over shares, which have in practice more
to do with the arrangements of individual spon-
sors among themselves than with the SPV. In
addition to, or in substitution for such arrange-
ments, it is usual to have a shareholders agree-
ment or joint venture agreement (‘shareholders
agreement”) regulating the relationship of the
sponsors {and subsequent owners of their shares
in the SPV) among themselves.

Such arrangements (which may not be on
the public record) are also of importance to
lenders to the SPV. They will want to under-
stand the intent of the sponsors — eg as to
future financing needs, decision-making in cer-
tain key areas or the withdrawal of sponsors

from membership (usually by way of sale of
their shares) — but may also seek to exercise a
degree of control over such arrangements, both
by provisions in their credit agreement with the
SPV and by separate contractual arrangements
with sponsors (eg direct agreements).

Key areas to be negotiated

Management and decision making

Inevitably, difficult questions will arise in nego-

tiation in respect of the SPV’s management and

decision-making mechanisms. These tend to be

the central issues in joint venture negotiations,

and are likely to include the following specific

questions:

+ Where the equity contributions of the spon-
sors differ, how will board representation be
structured?
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» Will different classes of shares be necessary?

¢ How will decision making be split as between
the board and general meeting?

¢ Which decisions can be made on a majority
basis (simple or weighted) and which will
require unanimity?

* How will minority interests be protected
without creating obstructive safeguards?

* What provisions will be included to resolve
deadlocks?

As a general rule, it is unusual for lenders or
host governments to become closely involved
in detailed questions of management procedure
of this kind because many different approaches
are possible in practice, and it is primarily up to
the sponsors to put in place a structure that
they are satisfied will work. However, the for-
mer will want to feel comfortable about the
broad efficacy of these arrangements. If the
decision-making procedures are too cumber-
some or difficult to operate, they could
threaten the viability of the project and the rev-
enue stream it generates.

One issue that frequently causes difficulty in
this context is the question of conflict of inter-
est. Conflicts of interest are considered later in
this chapter. In the context of the shareholders
agreement, however, it is often necessary to
suspend the voting rights of the shareholder
subject to the conflict of interest when it arises.

Egquity commitments

A number of questions can arise in respect of

the equity contributions as the sharehoiders

agreement is finalised.

* Bolancing contributions. Some equity contri-
butions will take the form of cash. Others may
take the form of ‘sweat equity’ or contributions
in kind (eg real estate or office premises). Valu-
ing the latter can prove difficnlt because there
will be concerns on both sides about (respec-
tively) the possibility of overvaluation or under-
valuation. If the result is perceived to be a
distortion or imbalance in the sponsors’ equity
interests in the project, especially if this is
reflected in voting rights, it is likely to be unac-
ceptable to the disadvantaged shareholder(s).

* Timing of contributions. There may be exten-
sive discussion about the timing of the share-
holders’ equity contribution(s). In the past, it

was common for equity to be subscribed
entirely ‘up front’, in advance of most draw-
downs under the loan documents. As project
finance techniques become more sophisti-

"4 cated, however, and as competition for man-
dates increases amongst lenders, that is
becoming increasingly rare. Phased commit-
ments are frequently encountered nowadays,
so that subscriptions are made in parallel with
(certain} loan drawdowns. Sponsors are some-
times even able to ‘back-end’ their corumit-
ments, injecting them towards the end of the
development period. Any phasing of the spon-
sors’ equity of the kind described will obvi-
ously focus attention on the creditworthiness
of the entities making the commitments. Par-
ent company guarantees or letters of credit
may therefore have to be provided.

* Contingent contributions. A proportion of
the sponsors’ equity may be contingent — that
is to say the obligation to subscribe may only
arise on the happening of certain events. This
device is frequently used to provide the pro-
ject and the lenders with a degree of protec-
tion against certain perceived risks - for
example, construction-related risks or spe-
cific events that may adversely impact on the
project’s cash flow. While sponsors may be
prepared to accept arrangements of this kind,
they will be anxious to ensure that both the
contingent amounts and the events that trig-
ger them are carefully limited.

Termination events and withdrawal

Many of the termination events in the sharehold-
ers agreement will be comparatively straightfor-
ward, relating (for exarnple) to breach of the
agreement and insolvency. These will be backed
up by compulsory share transfer provisions. The
more contentious question relates to any right a
shareholder may have unilaterally to withdraw
from the SPV {an ‘exit route”). One would obvi-
ously not expect this right to be available where
the relevant shareholder’s obligations remain
substantially unperformed.

At least in the early years the identity and con-
structive cooperation of all the shareholders is
likely to be critical to the project’s viability. But
once a shareholder’s equity has been subscribed,
and any other significant undertakings dis-
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charged, he may wish to sell down his interest to
a third party. Both the lenders and the host gov-
ernment may nevertheless resist any such right.
They may see the continued presence within the
SPV of the sponsor in question as an important
condition of continuing success, and may seek to
lock him in for the long term. At the very least,
the exercise of any such right is likely to be
dependent on the shareholder finding a third-
party buyer with satisfactory financial and techni-
cal (and perhaps managerial) resources to replace
it. This has recently proved a contentious area ih
the context of PPPs in the UK. On the one hand,
the government has been trying to encourage an
equity market in relation to completed projects.
On the other, public sector bodies are often ner-
vous about the replacement of any sponsors to
whom they have awarded a high-profile — and
probably politically sensitive — project.

Pre-emption righis

As a further safeguard on any right to sell down
to a third party, shareholders are likely to insist
on pre-emption rights in the shareholders agree-
ment. These will give the remnaining shareholders
the right to acquire the shares of the would-be
departing member, in proportion to their existing
holdings. Rights of this kind are a fairly standard
feature of joint venture arrangements. The most
difficult issue tends to be the valuation of the
shares to be transferred. The practical mecha-
nisms used (eg put and call options, ‘Russian
Roulette’ provisions and auction arrangements)
will also need careful thought.

Restrictions on competition

The agreement will usually contain a clause
restricting the ability of any shareholder to
compete with the project. In a commercial envi-
rerunent where a sponsor is already carrying on
certain activities (eg a rail project in the UK),
the nature and scope of ‘cornpetition’ will need
careful definition in the agreement. Any such
provision will also have to be evaluated from
the perspective of applicable competition laws.

Taxation issues

The taxation treatment of the SPV will also
need detailed examination. The aim will be for
losses to be utilised to advantage, while profits

are sheltered. The use of group and consortium
relief may need consideration. In the modern
world of project finance, these questions are
more than likely to have an international
dimension. They need to be considered in the
context of how significant a limited tax holiday
would be to the project economics.

CONSTRUCTION CONTRACT

This is a fundamental commercial contract for
all concerned because:
¢ [t is likely to absorb the majority of the SPV's
capital expenditure,
The quality and efficacy of the design and

construction of the plant will impact on pro-
ject expenditure and revenues throughout
project operation,

* Timeliness or deiay in completion of the cori-

struction will impact on project economics.
In particular, in the case of concession-based
contracts or licences to operate, completion
of construction and commissioning by a spe-
cific date is likely to be a fundamental condi-
tion of the concession or licence.
Construction law is a complex and highly
specialised area of legal expertise, and the lim-
ited aim in this respect is to focus on certain
aspects of construction contracts that are par-
ticularly relevant to BOT structures.

Much effort. frequently goes into the drafting _

and negotiation of the construction contract in
project financings. The standard industry forms
are rarely used without extensive amendment.
This is a direct reflection of the process of risk
allocation that determines the contents of the
project documents. It is also often necessary to
mirror the construction-related provisions of a
concession agreement (if there is one) in the
construction contract. (Concessicn agreements
are discussed in Chapter 5.) This in itself can
call for extensive revisions to the standard
forms. The tension between the theoretical
assumptions of the risk allocation process and
commercial self-interest is at its clearest as pro-
ject construction contracts are negotiated. The
construction phase is often considered the riski-
est phase of the project. The contractor will
inevitably be expected to carry much of this risk
in the construction contract, which may have a
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value running into hundreds of milldons of
pounds. Quite understandably, however, he will
try to limit his exposure to these risks. ]

The contracting strategy adopted may vary
significantly between one project and another.
This can lead to considerable differences in the
way issues are approached. A ‘traditional form’
approach may be adopted, for example, with
the employer (SPV) engaging a design consul-
tant directly himself, and then hiring a contrac-
tor separately to implement the construction
works. This structure will basically absolve the
contractor from liability for design faults in the
works and of responsibility for the design
development process as the works proceed.
Typically, the design consultant (architect or
engineer) would also ‘administer’ the construc-
tion contract during the course of the works.
This would effectively leave the SPV with
greater responsibility for managing the works
than might otherwise be the case. Alternatively,
a construction management strategy may be

selected. This would involve placing a series of”

discrete ‘works packages’ contracts (which
might otherwise be sub-contracts) directly with
the SPV, leaving a project or construction man-
ager with responsibility for organising and
directing them and managing their performance
in terms of budget and timetable.

By far the most common approach encoun-
tered on PPP project financings, however, is the
‘tum-key’ design-and-build (or ‘engineer-and-con-
struct’) contract. This places responsibility for
essentially all aspects of design and construction
in the hands of a single contractor (or group of
contractors), giving the SPV the benefit of single-
point responsibility should defects appearin the
works, and avoiding the greater administrative
and organisational complexity that often goes
with the alternative contract strategies, An SPV
may not have the resources or skills to make
effective use of one of these alternatives. More
importantly, the turn-key approach tends to rec-
ommend itself to lenders on the basis that it
enables a clearer and more robust assumption of
tisk to be achieved than with any other approach.
It is well recognised that this can entail somewhat
higher cost than is the case with & more ‘man-
aged’ strategy, but the benefit is greater certainty
about time and cost. The contractor can (in the-

ory) offer a fixed price and a fixed timetable for
the entire construction works, thus contributing
to a clearer overall pattern of risk allocation. For
reasons that are touched on below, however, in
practice no construction contract is ever entirely
‘fixed price’ or ‘fixed time'. It is always a question
of degree. On the very largest projects, where the
cost of design and construction cannot be under-
written by a single contractor or group of con-
tractors, and where the SPV may have extensive
resources of its own, one of the more managed
approaches may be adopted. The points of detail
discussed below are relevant to many of these dif-
ferent contract forms, but have been analysed
principally with the turn-key contract in mind.
(Since most BOT projects tend to involve (in the
technical sense) engineering rather than building
works, the acronym now commonly applied to
these contracts is ‘EPC’, standing for Engineering
Procurement and Construction).

When structuring or reviewing a construc-
tion contract on a BOT project, the key issues
tend to fall into six distinct categories. These
are discussed in the following sub-sections.

Cost

The lenders to the project will usually have an
expectation that there will be a ‘fixed price’ for
the works. Certain contract forms in fact allow
the contractor to be remunerated (in whole or
part) on a ‘reimbursable’ basis, by reference to
cost plus a margin. There may also be a
bonus/penalty mechanism. However, as men-
tioned above, pricing philosophies of this kind
are unusual on project financings, because they
presuppose a high degree of control by the
employer and create too much initial uncer-
tainty about the final sum. The usual approach
is an agreed ‘lump sum’ price, payable in stages
as the works progress. Even then, the price is
rarely ‘fixed’ without qualification. The qualifi-
cations will obviously prove a potentially con-
tenticus area in negotiation.

For instance, there may be an escalation
mechanism if the contractor is unable to hold his
prices fixed for more than a limited period. Sec-
ondly, there may be ‘provisional sw’ iterns in the
contract. These relate to aspects of the works for
which the contractor was not able to quote a firm
price at the date of contract signature. Thirdly,



the cost may be affected by a number of events
which do not represent contractor's risks at all
(or which he refuses to accept as his risk). These
will usually include employer’s variation orders,
suspension orders, events of force majeure,
archaeological finds, at least certain changes in
law, and of course breaches of contract on the
employer’s part. Compliance with the specific
instructions and directions of the employer may
also have this effect, as may unnecessary
searches and tests and (more controversially)
certain categories of ground condition. Events
entitling the contractor to an extension of time
will usually also entitle him to extra cost. The
combined effect of these events can be to
unravel an apparently ‘fixed’ price.

For that reason, lenders to the project will be
concerned to minimise the risk of extensive
changes being made to the cost of the works
without their approval. They are likely to seek
extensive controls over actions of the SPV which
may have this effect. They will also look carefully
at the certification mechanisms in the contract
accompanying payments to the contractor. ‘Mile-
stone’ provisions (linking the issue of payment
certificates to the achievement of specific stages
of the works) are often regarded as essential. So
too are detailed procedures governing the sub-
mission of claims for extra payment by the con-
fractor, and specifying (for example) notification
deadlines, a clear basis for calculating extra
amounts (including profit), provision for deter-
mination of disputed amounts, and so on.

Time for completion

The construction contract will specify a date for
completion of the works. The question is, in what
circumstances can it be aitered? Lenders wili tend
to want to restrict the scope of such circum-
stances, since delayed completion will imply a
delayed revenue stream. The confractor will
inevitably have certain entitlements to extensions
of time, however, many of them overlapping with
the grounds discussed above for increasing the
contract price. The extensions will protect the
contractor from risks which he feels he cannot or
should not shoulder, but will also delay the date
on which the ‘corpleted’ project starts to gener-
ate revenue. Their scope will therefore be a fur-
ther focal point in negotiation. Some events (eg

variations and suspension orders) will clearly not
be arguable. Others, such as the effect of certain
unforeseeable ground conditions or the scope of
the force majeure clause, may prove more con-
tentious. As in the case of claims for additional
payment, lenders will want to see the grant of any
extensions of time made subject to a detailed and
robust procedure, so that their impact on the
overall programme for completion of the works
remains tightly controlled. Obligatory notice peri-
ods will need to be defined, for example, as will
the criteria by which the duration of any exten-
sion is determined. The contractor will be
expected to take reasonable steps to mitigate the
relevant delay. There may also be a right vested in
the employer to order an acceleration of the
works (for a price, of course) in lieu of granting
an extension.

The other essential provision from the per-
spective of the time for completion will be liqui-
dated damages for failure to achieve the agreed
or extended completion date. The level at which
such damages are set can prove a thomy issue.
Lenders will expect them to cover interest
payable on the project debt for at least a mini-
mum period. The contractor may resist this basis
of calculation. Almost invariably, they will be
subject to a cap. The contractor will obviously
seek to hold the cap down to a level he regards
as consistent with a commercially attractive
price and a level of risk to which he feels he can
be viably exposed. Lenders will often hold out
for a higher figure. Whether this cap is included
within, or independent of, any overall limitation
on the contractor’s liability under the contract is
another contentious point. Whatever level is
agreed, for the purposes of English law the dam-
ages must represent a genuine pre-estimate of
loss resulting from delay, or they may become
unenforceable as a technical penalty.

Guality

The contract will contain various provisions
relating to the quality of the completed works.
These will include the following:

Specz‘_ﬁcatioﬁ

In practice the specification, describing the con-
tents and scope of the design and construction
works in detail, may be prepared by either the
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employer or the contractor. If the latter, there
may also have to be a separate ‘Employer’s
Requirements' document (an ‘output’ rather than
an ‘input’ specification). The employer and his
lenders will want to be sure that certain key para-
meters and objectives will be met, notwithstand-
ing compliance with the detailed contractor’s
specification. They may argue that the specifica-
tion should represent a minimum, not an overrid-
ing, standard for the works., This can raise
questions about how potentially inconsistent
standards within the contract are addressed.

Warranties

Partly for that reason, the contract terms and
conditions will usually contain a distinet set of
warranties in respect of quality of the completed
works. The scope of these warranties is often a
matter for argument. The employer’s approach
may be to include detailed and comprehensive
warranties relating to design, construction, cormn-
pliance with laws and so on. He may also seek a
specific fitness-forpurpose warranty. On a
design-and-build contract, English common law
usually implies a term to this effect. The contrac-
tor may, however, object to some of these provi-
sions as excessive, unnecessary or unduly
onercus. In particular, he may argue that a fit-
ness-for-purpose warranty imposes too vague a
standard for him to accept it.

Tests and liquidated damages

There will be provision for testing on completion
and perhaps also for the conduct of performance
tests. These will have to be satisfactory to both
sides, providing the employer with sufficient
safeguards but without effectively augmenting
the level of risk accepted by the contractor. Lig-
utdated damages may be specified for defective
performance. As with delay damages, their level
and interrelationship with any other lability
caps may be matters for dispute.

Warranty period

The contract will usually contain a warranty or
‘defects liability period’ following completion,
during which the contractor has an obligation
to correct defects appearing in the works.
There can be guestions about its duration, the
scope of the contractor's obligations while it is

running and the nature of his liabilities after it
has expired.

Control
Notwithstanding the ‘hands-off’ philosophy
implicit in the turn-key concept, the employer
and its lenders will always seek a minimum
level of control over the contractor’s activities
during performance of the works to provide
them with a safeguard. The underlying rationale
is that, on a complex construction contract,
prevention is better than cure. These controls
can take a number of different forms. In addi-
tion to the certification mechanisms relating to
stage payments and completion (which can
usually be taken for granted), the employer is
likely to seek powers relating to:

* Variations. The power to issue variation
orders is usually regarded as essential. The
issue tends to concern any restrictions
placed by the contract on that power;

* Design approvals. a detailed procedure may
govern the design production and approval
process;

* Instructions. The power to issue directions
and instructions to the contractor as to the
manner and timing of execution of the
works. On a turn-key contract, this power
may only amount to a ‘fall-back’ device, but
may be considered an important safeguard
nonetheless;

* Contractor’s team. The employer may seek
certain rights to approve key individuals
within the. contractor’s team and at least
some of his sub-contractors; and

* Inspection and lesting. One would normally
expect to see a right to inspect and test the
works during construction and on completion.

Liability

Arguably the most difficult area of all is the ques-
tion of the contractor's liability for breach of
contract. The employer and its lenders will have
two objectives in mind. They will want sufficient
protection against the costs and losses that
stand to flow from sub-standard performance.
They will also want to be sure that the contract
contains sufficient disincentives on the contrac-
tar against poor performance. It is likely that

there will be an overall cap on the contractor’s
s



liability under the contract. It is comparatively
rare for this to exceed the aggregate contract
price, but it can at times be significantly lower.
As mentioned above, there may be specific
discussions about the level of liquidated dam-
ages for delay and (perhaps) defective perfor-
mance and therefore the contractor’s liability for
such events. The contractor’s liability for latent
defects appearing after the expiry of the mainte-
nance period may also prove contentious. He
will want to ‘close his books' as socon as he can
after completion, but he may have to accept
responsibility for defects appearing over a
period of some years (Iatent defects), thus pro-
viding a degree of recourse against subsequent
failures in the works and a degree of longer-term
protection for the SPV and its lenders.

Security for performance

Finally, there is the question of security for the

contractor's performance. Issues can arise in

any of the following areas:

* Bonding. The employer may seek a perfor-
mance bond, an advance payment bond, a
maintenance bond, or all three, Will the bond
be ‘on-demand’, providing similar security to
a letter of credit, or conditional, callable only
on proof of default?

* Retentions. Should retentions from interim
payments be required if the contractor’s
obligations are bonded? At what level should
they be set? At what point should they be
paid over to the contractor?

* Insurance. How satisfactory are the insur-
ance arrangements? They will need to pro-
vide proper protection against ‘all risks’,
damage to the works themselves and third-
party claims. Professional indemnity and
business interruption insurance are also
likely to be sought. The question whether the
employer or the contractor takes out these
insurances is primarily a matter of conve-
nience. The interests of the parties to the
contract and of the lenders will obviously
have to be adequately covered. The arrange-
ments will also have to be compatible with
the lenders’ overall security package.

+« Parent company guarantee. Does the con-
tractor’s credit standing necessitate a parent
company guarantee?

* Completion guarantee. Is a full completion
guarantee needed in addition to the construc-
tion contract? This may be a requirement of the
lenders and will depend heavily on the share-
holders and capitalisation of the SPV, and the
perceived levels of risk inherent in the project.

OPERATION AND MAINTENANCE

AGREEMENT

The host government's requirements as to the
operation and maintenance of the project facili-
ties will be set out in the concession agreement
(see Chapter 5). The financing documents are
also likely to contain certain operation and main-
tenance obligations on the part of the SPV. To
ensure that the relevant operational requirements

are met, the SPV will usually need to enter into -

an agreement with a specialist operator. Depend-
ing on the type of project and the expertise of the
operator, the operator will also normally under-
take certain maintenance obligations under that
agreement. For this reason, the agreement is cus-
tomarily referred to as an operation and mainte-
nance (O&M) agreement. Where the operator is
unable to undertake the full maintenance pro-
gramme, it might sub-contract all or part of the
maintenance work to a separate contractor. The
scope of an O&M contractor’s responsibilities
tends to vary very significantly from project to
project, however. Scmetimes it will take over vir-
tually the entire range of tasks associated with
the running and maintenance of the facility. At
others, it will provide more limited services to an
SPV with management and resources of its own.
It is commen for the operator to be a spon-
sor, or an affiliate of a sponsor, and it is in the
interests of the project for the operator to have
a vested interest in its success. For that reason,
the operator will often be given a number of
performance-related responsibilities, so that its
own pattern of risk and reward is linked to that
of the project itself. This is likely to involve a
bonus/penalty remuneration structure. Whether
the operator is obliged in this way to ensure
that the project achieves a given level of perfor-
mance or whether it simply has to operate the
plant in accordance with good operating prac-
tice will obviously carry different commercial
implications. The level of the operator’s remu-
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neration can be expected to vary significantly,
depending on which option is agreed.

As the O&M agreement is likely to contain
at least minor maintenance obligations, and
often scheduled major maintenance, areas
which may require particularly detailed consid-
eration are capital expenditure on the replace-
ment of failed equipment and improvements to
the facilities. If the operator is io be responsible
for these matters, it will expect to be remuner-
ated appropriately.

Key terms
In addition to the above, a typical O&M agree-
ment is likely to address the following issues.

Timing

The O&M agreement will normally come into
effect not later than the commissioning and test-
ing of the project facilities. Frequently, the opera-
tor will be involved in this process and, indeed,
the operator might be required to accept the facil-
ities on the SPV's behalf (or at least assist in the
acceptance procedure) as being satisfactory for
the purposes of the construction contract. The
operator raight also be asked to assist in ensuring
that any defects in construction are remedied by
the contractor. If there is a concession agreement,
the duration of the Q&M agreement may need to
coincide with the duration of the concession
(although a shorter term is not unusual).

Payment

There are various means of reraunerating the

operator, including:

* Pizxed price. Here the operator receives a
lump-sum fee for providing its services
(indexed as appropriate). This has the advan-
tage of certainty for the SPV, but will nor-
mally only be appropriate where the services
required are unlikely to change significantly
during the concession, and where the uncon-
trolled risks to which the operator may be
subject are relatively limited.

* Cost plus fee. Here the operator will be reim-
bursed for the costs incurred by it in operat-
ing and maintaining the facility and in
addition will receive a fee which may be a
fixed percentage of cost or a lump-sum
amount. Where this approach is adopted, the

~

SPV will normally insist on tight budgetary
controls being imposed on the operator's
costs so that their level can be properly man-
aged. Where the fee may be expressed as a
percentage of aggregate cost, it may give rise
to concemns that the operator has an incen-
tive to drive costs upwards, which reinforces
the importance of budgetary constraints.

s Performance-based fees. Here, the fee is tied
to the performance of the project facilities,
so that (at least) a proportion of it is ‘incen-
tivised’ under a bonus/penalty mechanism,
depending on actual performance.

Often, the operator’s remuneration structure
will consist of a combination of these elements,
so that some areas of cost are reimbursable
whilst others are ‘at risk’. The allocation of spe-
cific costs to each area will have to be handled
very carefully. Provision will normally need to be
made for the costs and/or fees to be increased in
line with an appropriate inflation index.,

The operator may be asked to pay liquidated
damages (within defined parameters) for failure
to perform under The O&M agreement. The
agreement may also include provisicns that pre-
vent the operator from making windfall profits.
However, the operator will rarely be in a position
to accept levels of risk which correspond fully to
the losses and profits that the SPV stands to
make as it deviates from its target. There will,
therefore, usually be fairly tight limits on the
operator’s potential liability and return.

Limitation of liability provisions tend to be a
prominent issue in the negotiation of these
agreernents. The operator may argue (for exam-
ple) that his liability should be limited to a pro-
portion of his (annual) fee. The SPV may seek
much more extensive recourse.

Warranties

The operator will normally be expected to give
assurances as to the standard of performance
of its obligations under the O&M agreement.
The fundamental standard will be one of rea-
sonable skill and care. However, this may be
widened to include undertakings as to tfle mini-
mum levels at which the facilities will perform
(for example) and indemnities against other
potential losses for which he is responsible.
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Insurance

The O&M agreement will determine which
party is responsible for placing the required
insurance cover in relation to the operational
phase of the project. It is not uncommon for
composite insurance policies to be placed,
which cover the SPV and the operator, as well
as the host government, the lending banks and
other interested parties.

Record keeping and inspection

Each of the SPV, the host government and the
lending banks will wish to reserve the right to
inspect the facilities and the records of the
operator. The operator should also be required
to report regularly to these parties on the oper-
ation and performance of the facilities. In any
long-term agreement, there may bhe issues as to
the period of time for which any such records
are preserved and (in some cases) the full
extent of disclosure required. With records
being increasingly computer-based, care will
need to be taken to ensure licensing arrange-
ments permit third-party access.

Technology and training

The O&M agreement should address issues
such as the ownership and use of any intellec-
tual property rights relating to the project and
restrictions on the transfer of technology. The
transfer of these rights to the host government
at the end of the concession period might also
need to be considered. The agreement may also
need to deal with any training of the local work-
force which might be required.

Remedies and termination

The O&M agreement should provide for the cir-
cumstances in which it may be terminated by
either party, typically following unremedied
breach of contract or insolvency-related events.
The SPV may also seek a right to terminate at
will (ie after a given notice period), which the
operator may be reluctant to accept. Where the
operator is not providing highly specialist ser-
vices, it may be acceptable to the SPV’s lenders
that the O&M agreement may be easily termi-
nated by the operator.

OTHER KEY CONTRACTS

Supply and offtake contracts

Depending on the nature of the project busi-
ness, these are likely to be project contracts of
central importance.

Supply contracts

These set up contractual commitments of the
supplier to supply to the SPV a minimum quan-
tity or volume of a raw material or specialist
product {for example, gas for a gas-fired power
plant) over a given length of time. Where cer-
tain supplies are a major component of the
product of the project, it is often possible for
the price for those supplies to be linked to the
price the SPV receives for its product.

If the length of time does not correspond with
the period of outside debt financing to the pro-
ject, both the equity investors and lenders will
need to analyse future sources of supply and pre-
dict movements in the cost of supply in deciding
whether to accept the risks associated with
uncertainty of supply and volatility of cost. Where
the product is generally available and/or there is a
world market, such risks may be acceptable.

The obligation to supply a minimum quantity
will often be coupled with an obligation on the
SPV to purchase, or at least pay for, a minimum
quantity — a ‘take-orpay contract’. Combined
cycle gas turbine IPPs in the UK have been pro-
ject financed on the basis of minimum take-or-
pay gas supply contracts. Such contracts not only
ensure feedstock, but also establish the cost to
the SPV of its major raw material over a long
period, usually by indexing the purchase price to
a relevant basket of commodities where there is
no recognised market price.

Equity investors and lenders will need to be
satisfied as to the long-term viability of the sup-
plier and, where supply is limited to a particular
source (eg a gas field or coal mine), as to the
technical assessments of production capacity.

Offtake contracts

An offtake contract will commit a purchaser-to
take a certain quantity or volume or percentage
of producti;m from the project business on an
agreed pricing formula. As with supply con-
tracts, if the offtake agreement does not corre-
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spond in duration with the financing term both
equity investors and lenders will need to assess
the future market for the product, including
demand and price, once the offtake contract
comes to an end. A recent example in the UK
market has been the introduction of merchant
generation IPPs. In contrast to the initial IPP
project financings where regional electricity
company distributors entered into long-term
contracts (contracts for differences), which had
the effect of providing a guaranteed purchase
price for the power generated by the SPV, more
recent financings have been unable to rely on
such offtake arrangements. Instead, equity
investors and lenders have needed to analyse the
wholesale price for electricity in the UK market
and the longer-term predictions of demand in
assessing the areas of risk to the SPV and the
consequent risk to their investment or loan to
these merchant generation plants.

In many countries the purchaser of the out-
put from an SPV with a BOT concession (eg to
generate electricity) will be the state or a state
agency, and the purchase price may be controlled
either by the terms of the concession or by the
law establishing the framework for the industry.
In such situations investors and lenders will need
to understand the existing legal framework and
how the pricing structures (often tariffs) are set,
and will also need to consider the possibility of
legislative change as well as political risk. The
Dhabol power project in the Indian state of
Maharashtra was subject to political pressure to
renegotiate and reduce the agreed offtake price
for power on a change of state government.

Where the construction and operation of
infrastructure such as roads and railways is con-
cerned, there will be no requirement for feed-
stock (in the sense of the raw material required
for an industrial processing plant), and it may be
inappropriate to expect long-term contractual
commitments in respect of usage of the infra-
structure — ie there may be no offtake contracts.
There could be exceptions in the case of railways
where specific rights to use capacity may be
granted on a long-term basis at a fee, some com-
ponents of which are fixed (as with the usage
arrangements between Eurotunnel and the
French, Belgian and British state railway opera-
tors). Where shadow tolling is em’p}oyed, a source

7

and rate of payment for the services of the project
business is agreed at the outset, although the
amount of revenue will be dependent on actual
volumes and/or availability. In the case of tolled
roads, the revenues will simply depend on usage
with no possibility of long-term contractual
arrangements, and the amount which can be
charged by way of toll may be controiled through
the concession or other legislation. (The host gov-
emment might, however, be prepared to provide a
partial guarantee of traffic levels or revenues).

RISK MATRIX

A technique has evolved of carrying out a

detailed analysis of the risks to which the pro-

Ject (and the various parties) may be subject at

the preliminary stages of planning a project.

The technique is equally useful for a govern-

ment setting up a competition to award a BOT

concession as Tor a wholly private sector pro-

Ject, It involves listing out in tabular form:

! The various phases of a project — eg design,
construction, operation and handback.

2 All the different categories of risk that can be
identified as relevant to those phases — eg
construction risk, technology, market condi-
tions, fiscal, political and legal risk.

3 Sub-categories under each of the main cate-
gories — eg under construction risk, sub-cate-
gories such as environmental considerations,
ground/site conditions, cost overruns and
shortage of labour or materials.

A quzilitatjve process is applied in allocating
the risks to the party best able to take them. As in
the case of a government granting a concession to
the concessionaire this is relatively straightfor-
ward. However, in the case of allocation by the
SPV to the counterparties to the many project
contracts, the position is not always as clear.

The completed matrix then performs a num-
ber of functions:

* in a government concession it provides a
comparator for analysing bids; -

* it acts as a guide to the drawing up of the
concession agreement reflecting the govern-
ment's preferred position;

* for the SPV, sponsors and lenders it assists
disciplined negotiation of the project con-
tracts (because the risk allocation is already
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clear outside the context of negotiation);

+ for legal advisers it provides a common refer-
ence point for ensuring that the project con-
tracts correctly reflect agreed risk allocation;

* for sponsors, the SPV and lenders it provides
a common reference point in assessing tech-
nical and financial advisers’ reports.

The risk matrix is particularly useful in
reducing fo a manageable form a complex and
extensive list of issues, the correct resolution
of which is essential to the achievement of a
viable and bankable project.

‘BANKABILITY’

The question is often asked on BOT projects
whether a particular contract is or is not ‘bank-
able'. The term has no exact or commonly
agreed meaning, but simply means that the pro-
visions of the contract are likely to be accept-
able to the lenders in the context of the overall
project financing. Whether or not that is the
case will depend on many different factors, but
it might be helpful to identify a number of
issues that are likely to be relevant:

* Lenders will be making a series of assump-
tions about the pattern of risk allocation in
the project (see further Chapter 2). To be
bankable, the project contracts clearly need
to be consistent with those assumptions.

* The idiosyncrasies of the overall financial
structure. A bond issue, for example, may
impose somewhat more onerous require-
ments in terms of mitigating construction
risk than a commercial loan structure. Alter-
natively, a ‘pin-point’ equity structure may
have been adopted (as in a tolled crossing
project), where the SPV has minimal equity
(and other) resources of its own and a very
high debt/equity ratio. This could mean that
virtually all obligations and liabilities of the
SPV have to be fully passed on to other cred-
itworthy entities under back-to-back provi-
sions. Conversely, where the SPV has very
extensive capital and technical resources
available (especially where they include an
existing i‘evenue stream), it may be able to
adopt a contracting strategy retaining risks
which would be unthinkable on a more con-
ventional project financing.

» It should be remembered that markets are
fluid and everchanging. Market practice is
often a decisive factor in determining ‘banka-
bility’— as are perceptions about market prac-
tice. Market practice does change, however.
What seems wholly unacceptable in one year
may become acceptable to some the next.

With those background considerations in
mind, what generalisations can be made about
the qualities a set of project contracts must
have in order to be ‘bankable’? (It goes without
saying, of course, that they will need to be
enforceable in accordance with their terms,
properly authorised ete; these general require-
ments are not unique to the banks). We would
suggest the following:

» Effective protection. There has to be a clear
and robust assumption of risk in the contracts,
which is consistent with the risk allocation
structure underlying the financing arrange-
ments. For example, lenders will usually
expect the main contractor to accept most of
the construction-related risks of the project. If
his contract is so flawed, however, that he can
make claims for additional time and cost
whenever an inconvenient event ocecurs, it will
be unacceptable to the lenders. Again, the pro-
Jject may involve a concession agreement and
the host government may have offered a

-degree of protection against political risk; but
if the relevant provisions in the concession
agreement contain critical ambiguities which
make their effect wholly uncertain, the docu-
ment is unlikely to be bankable. _

* Puatterns of risk allocation. The overall effect
of the project documents, in terms of risk
allocation, will inevitably be to leave certain
risks with the SPV and thus, indirectly, with
the lenders. Sorme of these will be acceptable
to the lenders. Others will not. The extent to
which any of them are acceptable or other-
wise will, in truth, depend on many factors.
The risks to which they tend to be prepared
to accept a degree of exposure usually
include the following:

» project risk — the inherent ability of the
projecf to generate the anticipated rev-
enues — ie its commercial potential. In a
limited recourse structure, the lenders will
usually bear some exposure to the risk that
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there may be a revenue shortfall;
‘country’ risk — that ill-defined bundle of
economic and political risks that go to
define the ‘investment climate’ of a particu-
lar country;
interest rate, inflation and currency risk —
can the project’s economics support external
increases in interest and inflation rates or
adverse changes in exchange rates? Lenders
may insist on a swap or other hedging
arrangement to mitigate these risks;
change of law ~ all commercial enterprises
in a particular country may potentially be
disadvantaged by changes in law. Host gov-
ernments will be most reluctant to offer
blanket protection against that risk, and
ienders will often accept that position. (This
tends to depend heavily on the perception of
overall ‘country risk’, though). Limited or
discriminatory damages of law (or taxation)
directly affecting the project are a different
matter, however. Specific protection against
these contingencies may well be required;
contract counterparty performance — will
the parties to the different project con-
tracts perform as anticipated? It they do
not, certain remedies are likely to be avail-
able under the contracts. These remedies
might, however, have to be enforced and
the liability of the counterparties will often
be subject to limitations;
refinancing risk — there may be an assurnp-
tion behind the construction-phase financ-
ing that the loans will be refinanced after
completion. The refinancing might not,
however, materialise as envisaged. Lenders
may build into the original structure certain
incentives on the sponsors to help tackle
this problem (eg escalating interest rates or
a high level of loan-dedicated cash-flow),
but they may have to accept some of the
consequences themselves;
construction risk — BOT project lenders
will only lend against suitable completion-
related undertakings and guaraniees. How-
ever, it is rare for any contractor or
sponsor to take on this risk on an unquali-
fied basis. This often leaves the lenders in
reality with some residual exposﬁre.
Banks and bondholders will often seek as

/

ey,

much protection against even these risks as
they can, though the reality is that they are usu-
ally shared too amongst the project's different
participants.

* Credil standing. The parties to the project con-
tracts must have the credit standing to support
their undertakings, and limitations of liability
must be suitably restricted. Sponsors — for quite
understandable reasons - will often seek to
minimise their liability in negotiation. Extensive
liability limitation provisions are commenly
encountered. This often becomes a major issue
in the negotiation of construction contracts and
operation and smaintenance agreements, for
exarnple. If the effect of provisions of this kind
is to empiy the undertakings in the project con-
tracts of most of their real substance, the trans-
action will become unfinanceable.

Force majeure. For the same reason, force
majeure provisions need very careful consid-
eration. A force majeure clause will relieve a
party of liability for failing to perform its con-
tractual obligations for reasons beyond its
control. There are many different drafting
approaches to this relatively simply concept,

however. If taken too far, the clause can be
wide open to abuse, allowing a party to escape
responsibility for inconvenient or commer-
cially awkward developments, by pointing to
specious circumstances other than those
which are manifestly and completely under his
control. For this reason, the lenders’ lawyers
will examine the clauses with meticulous care.
Their preferences will be for clauses where
the list of force mageure events is exhaustive
rather than open-ended, and where clear and
detailed procedures govern a party's ability to
invoke these events. A party should always
have an obligation, for example, to use reason-
able efforts to minimise the effects of a_force
mageure event and to resume performance as

soon as possible. Consistency as between
Jorce majeure clauses in different contracts is
also important. If inconsistent treatment of
major events of this kind leads to a wide dis-
parity between the responses of the parties
when they occur, the result can leave the
lenders badly exposed.

Consistency. The lenders will wish to com-

pare certain commeon provisions across the
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project contracts and consider the implica-
tions of any inconsistencies. Typical common
provisions include:
= the start date and duration of the contract;
+ the time for performance (including grace
periods);
+ the currency of payment;
s force majeure (see above);
e cure periods;
» default and termination provisions;
* liability and incentives; \
» consequences of change of law/circum-
stance;
e governing law;
¢ jurisdiction;
* dispute resolution mechanisms;
* political risk provisions; and
» compensation for breach or termination.
Conflicts of interest. It is to be expected that
the project sponsors or consortium members
will have come together in order to further
their separate commercial interests as, for
example, construction companies, operators,
suppliers and offtakers, and that investment in
the SPV is but a means to an end. As a result,
they will deal with the SPV in at least two
capacities — that is, as shareholders (or holders
of subordinated debt) and also as the counter-
parties to key project contracts. Where this is
the case, it can potentially threaten the SPV's
ability to take decisions or act in its best inter-
ests where those conflict with the interests of
the shareholder in his capacity as a contractor.
For example, the confractor under the con-
struction contract may put forward claims for
additional time and cost; the SPV may wish to
resist these claims. The SPV may need to pur-
sue certain remedies under a project contract
against its contractor; the shareholder who is
also the contractor would have a vested inter-
est in resisting them.
The objective of sponsors who become
equity investors should be to minimise the
risks being assumed by the SPV under the
contractual matrix, in order to enhance the
value of their investment and to ensure that
the p¥oject will be bankable. However, in
their capacity as counterparties to contracts
with the SPV they will naturally tend to
expect the cormpany to assume risks which,

using the ability to control test, should per-

haps be taken by the counterparty. An area

where the SPV is particularly vulnerable is
that of cost overruns at the level of construc-
tion or operation and maintenance.

A number of factors combine to produce con-

trols on conflicting interests of this kind:

* The creation of separate teams (and some-
time separate subsidiary companies) within
larger sponsors who recognise the invest-
ment element of the project by separating
responsibility for the investment from the
supplier relationship. A nurnber of construc-
tion companies operating internationally
have separate project investment sub-
sidiaries with different objectives to the con-
tracting companies in the same group.

¢ The appointment of an independent project
manager for the SPV, or at least a project
manager whose objectives are transparently
separate from those of the sponsor by whom
he may be seconded to the role.

* The use of independent checking engi-
neers, to certify performance of contrac-
tual provisions on an objective and
transparent basis.

¢ The appointment of technical, financial
and legal advisers by the SPV whose role is
to focus on the project from the perspec-
tive of the SPV rather than the sponsors.

» Differing commercial objectives among the

sponsors themselves — eg a construction

company will normally be interested in the
shorter term while the construction con-
tract is being performed, while an operator
will be involved over a longer period once
the construction is completed — tend to
mean that the sponsors must resolve their
differences if the project is to be successful.

The identification of outside lenders with

the interests of the SPV. The structure of a

BOT project financing, particularly where

the lenders only have recourse to the SPV, is

such that the more risks that are assumed by
the SPV (which should properly be allocated
to another party) the more risky the project
will be for the lenders. This will result in an
increased equity requirement or, in some
extreme cases, will make the project unfi-
nanceable. The measure of what the lenders
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will be prepared to accept becomes an
external discipline on the sponsors. Similar
considerations apply where there is to be a
bond financing.

Lenders will seek to exercise control where

sponsors’ commercial interests may conflict

with these objectives, by a combination of:

* Detailed analysis of project contracts. This
will include, in addition to the common
provisions (identified earlier in this chap-
ter), an understanding of the risks assumed
by the SPV under each key contract.
lenders and their advisers will often
become involved in the negotiation or
renegotiation of such contracts, including
the concession agreement.

¢ Independently assessing construction
costs and operating arrangements for com-
parison with the market generally.

* Ensuring appropriate length of supply or
offtake agreements with sponsors, and
realistic pricing arrangements.

Such controls can be imposed through:

¢ The due diligence process and financial
modelling undertaken before the lenders
are committed to funding the project.

= Appropriate covenants in the credit agree-
ment, especially the financial covenants
relating to loan life cover and debt cover-
age (see Chapter 7).

» The monitoring throughout the term of the
lending of the SPV's accounts and ratios,
plus other financial information and also of
industry trends.

* Good working relationships with the exec-
utives running the SPV and the sponsors
themselves, as well as with other lenders
to and investors in the project.

¢ Voting disqualifications in the shareholders
agreement where the conflict arises.

* A ‘controls matrix’ in the credit agreement
regulating SPV actions under the project
contracts (see Chapter 7).

Security. The lenders will usually need to

take appropriate security over the project

contracts as part of their security package.

This will normally include an assignment of
the benefit of those contracts. In negotiating
the terms of the agreements, the ability of the
SPV to assign its rights under them to the
lenders without the need for the counter-
party’s consent often proves contentious. If it
does not have that right, the counterparty
may be able to hold it to ransom as the
lenders’ security package is finalised (since
assignment ordinarily requires consent). For
the SPV, an unfettered right of this kind is
therefore important, The other difficult area
in this confext relates to termination. The
counterparty to a project contract would usu-
ally become entitled to terminate it upon the
insclvency of the SPV or (under English law)
on the appointment of an administrator or
receiver. It is obviously vital for banks to be
able to avoid a termination of this kind, since
the project documents eritically underpin all
their security interests. Their rights take the
form of ‘step-in rights', set out in the relevant
agreement itself or — more usually — in a
direct agreement with them. This subject is
also discussed in more detail in Chapter 7.

CONCLUSION

The approach to project contracts is becoming
increasingly sophisticated. A more thorough
analysis of the risks of the project business leads
to more transparent negotiation and the recogni-
tion of the need to control the inherent conflicts
of interest between key parties. The need to
achieve ‘bankability’ can actually assist in the
resolution of these conflicts and an appropriate
allocation of risk through the project contracts.
The combination of the tension between differ-
ent parties with differing commercial objectives,
the need to achieve a financeable structure and
the many different areas of specialist knowledge
involved, means that structuring a coherent and
workable set of project contracts often presents
a considerable challenge.



Chapter 5

Concession Agreements

WHAT IS A CONCESSION?

Concession agreements are the backbone of BOT
and BOO projects. The govermment entity initiat-
ing a project of this kind will bestow on its spon-
sors the right and obligation to finance, develop,
construct and complete it, and subsequently to
operate and maintain it. This amalgam of rights
and responsibilities is often loosely referred to as
a ‘concession’, and the relationship between pri-
vate and public sectors will usually be regulated
by contract — by a ‘concession agreement’. This
agreement will in a sense underpin the entire
matrix of contracts needed to implement the pro-
ject. Many of the key provisions of these other
contracts will be driven by its terms. At the very
least, they will have to be compatible with it. For
that reason, the key participanis in the project in
addition to the government and the sponsors —
the contractors, lenders, investors, gnarantocis,
offtakers, major suppliers, etc — will take a keen
interest in the contents of the concession agree-
ment, It will, in other words, define the commer-
cial parameters of the deal, and it will constitute
an essential part of the lenders’ security package.

Concession agreements are a little hard to cat-
egorise from the perspective of English law. Until
recently, there were relatively few contemporary
examples of concession agreements in the United
Kingdom (the Eurotunnel concession being per-
haps the first). Strictly speaking, there is no com-
mon law concept of a ‘concession’, It is defined in
the Oxford Companion to Law as the ‘grant by a
public authority to a person of authority to do
something, such as to work the land, extract min-
erals, operate an indusiry, or the like'. But this is
not a statutory or case law definition. In contrast
with civil law jurisdictions, English law does not
treat concessions as a species of confract distinct
from ordinary commercial contracts. In essence,
a concession is simply a form of licence. On a
major project it may or may not be coupled with
an interest in land (# site lease, for example). It is
a long-term commercial agreement bestowing the
right to develop and implement the project. Partly
for that reason, the term ‘concession’ is some-

*

times eschewed in favour of ‘development agree-
ment', ‘project agreement’ or ‘implementation
agreement’. Franchise agreements are also
closely related. There are no clearcut distinctions
between these different terms, however. For the
purposes of this chapter, the phrase ‘concession
agreement’ will be adopted, although the issues
discussed apply equally to other similar agree-
ments with different names.

STATUTORY FRAMEWORK

Concessions often have a statutory dimension,
and indeed the concession may actually be
established and its terms set out in a piece of
legislation. Even if it is not, enabling legislation
may be needed to allow the major project to go
ahead (especially in a sector that has hitherto
been subject to extensive statutory control}). In
England there may be a ‘hybrid’ act of Parlia-
ment, for example, granting the- government
minister the power to grant a concession and to
delegate to the SPV those powers needed to
implement the project. In cases where inter-
governmental arrangements are involved, a
concession may also be underpinned by a
treaty (eg as for the Channel Tunnel).

In some countries — especially where the
concept of concession is given statutory defini-
tion — there may be a general power to award
concessions, making project-specific legislation
unnecessary. This is the case in Turkey, for
example, (although concession-based projects
in Turkey have been held up while the constitu-
tional court considered the basis on which con-
cessions were being awarded) and in some
eastern European and Latin American coun-
tries. In others (such as France) the legal prin-
ciples governing concessions may be drawn
simultaneously from public law regulations and
the civil/commercial code, which can compli-

-cate the interpretation of rights and powers.

If there is a statutory framework to the con-
cession, is an agreement needed at all? The
answer is almost certainly yes. The statute will
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rarely do more than establish the main parame-
ters of the concession and its principal provisions.
Much more detail will be needed before the pro-
ject can be financed, and this will be set out in a
separate agreement. There is also the question of
flexibility. Contracts can be varied by subsequent.
agreement (or by an internal mechanism, such as
a variation provision). Laws are more difficult to
modify, given the procedural processes involved,
that parliament timetables are invariably over-
crowded and discussion of any changes may be
dominated by political considerations. On the
other hand, a law constituting the concession
could, in theory, be amended without consulta-
tion with the project’s commercial participants.
This reinforces the need for an agreement to pro-
vide the necessary certainty and security.

The statutory dimension can complicate the
process of negotiating the concession agree-
ment; it will obvicusly set limits to what can be
negotiated by the parties and set a more rigid
timetable. If the project sponsors are to have
any say about the content of the legislation (as
they might in the case of a hybrid bill, for exam-
ple), they will have to be given an opportunity
to do so as the draft bill is being guided through
the legislature. Even then, their scope for com-
menting will usually be limited.

PURPOSE

There are usually several overlapping but dif-
ferent objectives that the parties to a conces-
sion agreement will aim to meet. Each of them
needs to be given its due weight. They include
the following:

* Project tmplementation, The SPV will want a
clear, enforceable right to implement the pro-
Ject — to develop, finance, consiruct and oper-
ate it. Where a BOT structure is involved, that
right will have to hold good throughout the
term of the BOT arrangement. (Under a BOO
structure, the right is likely to be of indefinite
duration, although the agreement may simply
‘fall away’ after a given period.) Equally, the
public sector entity granting the concession
will want clear undertakings from the SPV that
the project will be created as envisaged, and
that the completed facility will be operated and
maintained to agreed standards. Failure to dis-

charge these obligations will allow it to termi-
nate the concession and take back the project.

* Government facilitation. There are usually a
number of steps which the government entity
may be willing or able to take in order to
facilitate the project. These can be identified
in the agreement. For example, it may be
necessary for the SPV to obtain a large num-
ber of subsidiary permits, licences and con-
sents in connection with the project’s
implementation. The agreement can ‘grant’
and guarantee many of these authorisations,
or put in place a procedure to facilitate the
private sector sponsor in applying for them.
Provision of the project site is another typical
exarmple of government facilitation.

» Risk allocation. As mentioned in Chapter I,
BOT (and BOO) projects are almost invariably
a form of public/private ‘sector partnership,
where risks and responsibilities are allocated
and shared between the two sectors. The pat-
tern of risk sharing adopted will depend on
the particular characteristics of the project
and will vary enormously from deal to deal.
But whatever pattern emerges from the nego-
tiations, the concession agreement will be the
means by which this allocation is achieved.

* Commercial incentives. The government
body may offer a range of commercial incen-
tives to the SPV in order to attract interest in
the project, and the concession agreement
will set these out. (See also Chapter 2.)

* Economic regulation. Conversely, the conces-
sion agreement may contain a mechanism for
economic regulation of the completed facility
by the government. Where an offtake agree-
ment is involved, this is likely to be unneces-
sary, but where there is no such agreement,
and no separate statutory licence, the conces-
sion agreement may be the only available
mechanism by which government can exer
cise any control over, for instance, the charges
levied by the SPV for use of the completed
facility or any timetabling comraitments.
Where the users consist of the public at large
{as on a major transportation project), the
government will have a pressing political
interest in exercising some degree of control.

¢ Financing. Finally, the concession agreement
will have to promote the financeability of the



project, for lenders, investors and guarantors.
At the very least, ifts terms will have to be com-
patible with all the different sources of finance.
The length of time that the concession is to
subsist is the most obvious instance. It will
have to be sufficiently long to accommodate
the maturity(ies) of the loan(s), and allow the
investors to make a suitable retumn. In addition,
certain financial assurances may be essential —
relafing to the guaranteed availability of foreign
exchange, for instance, or protection against
political risk. Where a rulti-sourced financing
is involved, this will make the process of set-
tling the agreement’s terms more complex.
Account will have to be taken of the require-
ments of each source of funding.

The concession agreements have a range of
differing objectives, which goes far to explain
their lack of standardisation on projects around
the world. Having outlined some of their princi-
pal purposes, the next section comprises a brief
overview of concession agreement provisions.

TERMS AND CONDITIONS

A concession agreement is likely to contain
some or #it-of the following provisions.

Parties

Usually there are only two parties to the agree-
ment — the government entity and the conces-
sionaire (the SPV). However, the agreement will
sometimes also create step-in rights in favour of
lenders (enabling the lenders on a SPV default to
replace the SPV as concessionaire by a lender
owned entity), even though they will not be a
party to it. A more logical place for such rights is
in a direct agreement between the government
entity and the lenders (or their agent) (see Chap-
ter 7), but direct agreements are often strongly
resisted by governments. If those rights are set
out in the concession, the lenders may at least
be able to benefit from them through their secu-
rity package (see further below).

General

An attempt is often made in the agreement to
define the ‘concession’ in general terras and to
refer to the ‘grant’ of it by the government body.
A clause of this kind might say, for example, that

the SPV has the ‘right and obligation to design,
develop, finance, construct and complete the
project and to operate and maintain it throughont
the term of the agreement, at its own risk and
expense and without recourse to government
guarantees (save only as otherwise expressly
provided for). Each of these rights and obliga-
tions is then broken down and elaborated in a
series of detailed clauses in the document.

Conditions precedent

The agreement is likely to contain a number of
conditions precedent. It will usually be negoti-
ated (and often signed) before most of the other
project and financing documents are in place,
and the execution of those other documents may
therefore have to be a condition precedent to the
effectiveness of the concession agreement
(‘financial close’ is often a key requirement). It
may be necessary to obtain certain government
authorisations and consents before the work can
get under way and the SPV will require these
before it exposes itself to liability. Specific
enabling legislation may have to be passed.

Term

The agreement will usually have a specified term,
at the end of which it will terminate automati-
cally. The term can be either fixed or variable. A
long-term fixed duration (25 or 30 years) is by far
the most common (although it may be extendible
to compensate the SPV for certain ‘exceptional
events’, by enabling it to earn revenue for a
longer period), and one or other of the parties is
sometimes given an option to extend it for a
stated period. Occasionally, the agreement’s term
may be left open from the outset, its duration
linked to the date of recovery by the lenders of
their principal and interest, and by the investors
of a stated return (subject of course to the pat-
tern of risk allocation and perhaps also to a max-
imuem period). This variable term model is often
associated with ‘pin-point’ equity structures
where the SPV has no real substance.

Design and construction

There will be an obligation on the SPV to
design and construct the relevant facilities, by
an agreed date, in accordance with agreed stan-
dards {(and a specification is likely to be
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attached to the document). Liquidated damages
may (or may not) be payable if the deadline is
not met. There may be a ‘backstop’ date (eg one
year after the due completion date) on which
the agreement will terminate if the works are
still unfinished. Any contractual completion
date will have to be subject to an extension of
time mechanism. (An example of how the SPV
should seek to pass risks through to the project
contracts is that if is likely to seek at least a
matching liability from the contractor under the
construction contract in the event the SPV is
liable to pay any such liquidated damages.}

Inspection and approval

Rights will be vested in the government body
(or its representative} to inspect the design and
construction works as they proceed, and per-

haps to approve certain aspects of them. The

extent of any powers of approval is always a
contentious issue (see further below). At the
very least, copies of all final design and ‘as-
built’ drawings are likely to have to be supplied.

Site acquisition

The subject of acquisition of the project site will
be addressed. Cormmonty, this is the responsibil-
ity of the government entity, which is likely to be
better placed to exercise any compulsory pur-
chase powers than the SPV. On the other hand,
the SPV may be made the gover nment'’s agent. for
this purpose, with responsibility for much of the
detailed administrative work involved. The con-
dition in which the site is to be delivered to the
SPV can be a contentious issue.

Financing documents

The government entity may seek powers of
approval in relation to some or all of the financ-
ing documents entered into by the SPV. This,
too, can be a matter of contention. The financ-

ing of the praoject will, essentially, be at the

SPV's risk, and it will therefore seek maximum
freedom to arrange it on such terms as it thinks
fit. The government, on the other hand, will
have an interest in ensuring that the project is,
in fact, completed as required by the concession
agreement, and the terms of the financing docu-
ments may also have an impact on the exercise
of certain of its own rights and powers (such as

the obligation to pay compensation in given cir-
cumstances). This debate frequently focuses on
subsequent amendments to the documents
rather than their initial contents. (The terms of
the initial offer of finance will usually feature in
the government’s appraisal criteria, making its
approval as they are documented unavoidable.)
For example, will approval of increases in the
SPV's debt burden be required, or of changes in
the identity of the shareholders?

Variation mechanism

The government entity will have a right to vary
the specification for the works and the time for
completion. The SPV will have the normal enti-
tlements to adjustments to the programme and
to some form of compensation. The more diffi-
cult issues concern responsibility for procuring
the additional finance needed to fund a varia-
tion, and the form that compensation takes. In
addition, it is not unusual for the SPV to be
asked to bear some of the cost of a variation,
below an agreed threshold.

Supporting facilities

Various supporting facilities and arrangements
may be necessary as the project is imple-
mented. Connecting roads may have to be built
and maintained, for example, or utilities such
as water and electricity supplied. Frequently,
these responsibilities will fall outside the scope
of the concession and the obligation to provide
them is placed on the government entity.

Ancillary developments

A BOT project will always have a clear princi-
pal objective — eg the provision of a road or rail-
way, or the completion and operation of a
power station. It will often generate incidental
development oppertunities, however, such as
the exploitation of unused land or the creation
of retail facilities. The agreement will deal with
the parties' respective rights in relation to these
developments and, in particular, with their
respective interests in the proceeds.

Operation

The agreement will set out the SPV’s obligations
in relation to operation of the completed facility.
Because ‘operation’ will, in a sense, be a funda-



mental right of the BOT concessionaire, the
premise will be its freedom to structure the oper-
ating regime as it wishes. The issue, then, will be
the extent of any constraints imposed on that
freedom. What role will the government entity
have? What powers of approval will be exercised?
What performance standards will have to be met?

Maintenance
The agreement will inevitably specify standards
of maintenance for the completed facility that the
SPV will have to meet throughout the term of the
concession. The governrent entity will have cer-
tain rights of access and inspection. The more
difficult question concerns the way in which
those obligations are affected by the declining
design life and asset value of the facility.

{
Charges
The SPV will be entitled to charge fees or fares to
users of the facility. Where the project involves an

. 'y
offtake contract, the concession agreement may

have little or nothing to say about charges. Where
the user consists of the general public it is likely
to be more detailed. The agreement may, in effect,
be the government’s regulatory tool. The nature
and extent of the government entity’s controls
over charges, and any revisions to them over
time, will be a fundamental commercial issue.

[ntervention

The government entity is likely to reserve to
itself certain powers to intervene and take over
the operation of the facility in (limited) identi-
fied circumstances. This might be where the
SPV is failing to perform, for example, or in the
case of an emergency where (non-delegated)
statutory duties oblige it to do so.

Change of circumstances

A central question in any negotiation of a con-
cession agreement will concern the way in
which material changes in circumstances
affecting the concession are addressed. These
can range frore political interference through
changes in law to economic disruption, and
they are discussed in more detail later in this
chapter. Modifications to the agreement are
likely to be necessary to allow for them.

Force majeure

As with any long-term commercial agreement,
the parties (or at least the SPV} will need relief
from liability where they are prevented from
performing by events beyond their control. This
is the basic function of a force majeure clause.
It may or may not be amalgamated with the
‘change of circumstances’ clause outlined in the
previous section. '

Termination

The agreement is likely to vest certain rights of
termination in both parties. Protracted and
material breach of contract {as defined) by
either party is likely to be a cause of termina-
tion. So, too, is the SPV's insolvency. The occur-
rence of certain ‘fundamental’ political risks
(expropriation or loss of currency convertibility
rights, for example) may also be included.

Step-in rights

As mentioned in the ‘Parties’ section above,
lenders’ step-in rights are likely to be acknowl-
edged, or even created, by the concession
agreement. Step-in rights are discussed in more
detail in Chapter 7.

Compensaticn

The agreement is likely to contain elaborate
provisions dealing with the subject of compen-
sation payments on a termination (see the ‘Ter-
mination’ section below).

Transfer of assets

With a BOT project, there will be a provision
dealing with the SPV's obligation to transfer the
project, and the completed assets, back to the
government entity at the end of the term. This
will generally have to be free of any liens, secu-
rity interests or other such restrictions. The con-
dition the assets are required to be in at the time
of this transfer can be a matter of contention.

Competition and interference

The SPV will often seek a degree of protection
from competition by third parties. If the project
is being project financed, the lenders and
investors who have financed it stand to lose out
completely unless there is a robust prospect of
the facility operating profitably throughout the
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concession period. Equally, there is likely to be
at least some risk of disruptive interference in
the SPV’s activities by other ‘competent author-
ities’ besides the government entity granting the
concession. This may need to be addressed in
the agreement’s terms.

Law and disputes

Provisions specifying the proper law of the
agreement, and the dispute resolution mecha-
nism(s) applicable to it, will also be included
(see the ‘Dispute resolution’ section below).

Miscellaneous

The agreement is also likely to contain provi-

sions dealing with the following matters:

* insurance;

» liability (and cross-indemnities);

» environmental requirements;

* intellectual property;

¢ confidentiality;

* records and accounts; and

» legal ‘boilerplate’ (assignment, sub-contract-
ing, ete).

KEY ISSUES

It will be apparent from the preceding para-
graphs that a wide range of contentious issues
can arise as the terms of the concession agree-
ment are negotiated. One can never anticipate
in advance exactly where the areas of greatest
difficulty will be. Set out below, however, are
some of the major issues typically encountered.

Risk allocation

Cne of the fundamental questions in negotia-
tions is hound to be how the project risks are to
be allocated between the parties. BOT (and
BOO) projects will in a sense (at least as a
starting point) invelve a wholesale assumption
of project risk by the SPV and the sponsors.
This is implicit in the obligation to ‘build,
finance, complete, operate and maintain’ the
facility ‘without recourse to government funds
or guarantees’. The issue, then, is what risks
will be retained or assumed by the government?
Again, by definition, these risks will be limited.
How they are identified and addressed in gen-
eral terms is beyond the scope of the discus-

sion here (but is examined in more detail in

_Chapter 2). Nevertheless, as will be seen from

the rest of this section, the relevant areas are

likely to include:

* political events;

» financial safeguards;

* change of law;

* timely provision of utilities;

+ legislative authority;

= licences, consents and competent authority
actions;

¢ inflation and economic dislocation;

« potential competition;

¢ subsidies and pricing risk; and

* legislative authority.

The real challenge to the participants in the
negotiation process is to find an appropriate bal-
ance. Each side needs to strive to impose as
much risk on the other as it thinks it can get
away with. Governments will sometimes try to
shy away from accepting any clear-cut obliga-
tions, and concessionaires will try to protect
themselves against any adverse developments.
The resulting tug of war will drive much of the
negotiations, and do much to shape the final pat-
tern of risk allocation. The process is more of an
art than a science. The danger, however, is that if
the process is mishandled, the resulting éssump-
tions of risk may ultimately do real damage to
the project. The sponsors may factor a high level
of risk protection info their prices; friction and
conflict may result as parties seek to escape
unwelcome responsibilities; eveniually the
whole arrangement may break down. In the end,
there is no real substitute for a rational approach
to risk allocation, leaving risks where they can
be managed and controlled most effectively.

Indeed, it is often the case that the most
constructive approach is to foster a ‘partner-
ship ethic’ — to put in place mechanisms that
encourage a spirit of cooperation rather than
confrontation. The relationship between the
parties will be a long-term one, and unforeseen
problems will inevitably arise over time. At
some stage, revisions will almost certainly be
needed to the agreement. If incentives and pro-
cedures are structured in such a way as to
allow both sides to gain if possible from prob-
lem solving, much will have been done to pro-
vide for the project’s long-term success.



Practical controls

One notorious area of difficulty in negotiations is
the extent of the government’s control over the
SPV's activities as the project is implemented.
This applies both to construction and operation.
The SPV will usually seek maximum freedom to
implement the project as it sees fit. The conces-
sion agreement will contain a number of parame-
ters that the SPV will have to meet. There will be
a ‘specification’ or ‘government minimum require-
ments' docurnent defining the project in technical
terms, under which certain minimum perfor-
mance standards will need to be satisfied, and
rights of access and inspection given to the gov-
ernment’s representative. But the SPV will be
reluctant to go beyond this. Governments, on the
other hand, often demand more. The government,
entity may insist on a right to approve all the
{key) project contracts, for instance, and to veto
any changes to them. It may try to participate in
the negotiation of these documents. It may ailso
seek a right to approve all the design documents
as they are produced, and even to supervise and
direct the detailed construction works on a day-
to-day basis. In addition, it may try to determine
much of the operational regime.

The SPV's position is that, given the extensive
nature of the risks it is taking on, and the nature
of the undertakings given to government, it must
have the freedom to manage its responsibilities as
it thinks best. If things go wrong, it will have the
problem of finding the additional finance neces-
sary to put them right. Too much government
control may actually prevent the SPV from dis-
charging its obligations. The ‘parameters’ con-
tained in the agreement will give the government,
sufficient protection, the SPV may say, and to
seek more is inconsistent with the underlying phi-
losophy of a BOT project, Ultimately, if the SPV
fails to perform, the agreement can he terminated
and the project taken back into public ownership.

On the other hand, the government entity will
have statutory duties afid a public interest to pro-
tect, and a complete ‘hands-off' approach is
unlikely to be acceptable to it. Government enti-
ties sometimes have difficulty in adjusting to the
cultural changes that a BOT project involves.
They sometimes view a concession as just
another form of public procurement. The political
sensitivities frequently involved can heighten the

temptation to meddle. This can be very damaging.

The result is usually a carefully crafted com-
promise. As with risk allocation, the aim should
be to find an appropriate balance that recognises
both the SPV's need to manage its own affairs
and the government's protecting of its legitimate
interests. ‘Micro-management’ is generally not
appropriate. It may create financial uncertainties
which lenders will regard as unacceptable and
may indeed frustrate the whole purpose of trans-
ferring the project to the private sector, by
depriving the latter of the flexibility, incentives
and opportunities it needs to benefit from its
investment. But equally, the government will
want to ensure that the project is being imple-
mented and operated as envisaged.

The resources available to the SPV will be a
relevant consideration. If the SPV has very sig-
nificant resources at its disposal, its ‘non-inter-
ference’ arguments may be more difficult to
rebut; there will be little doubt about its ability
to discharge its concession agreement under-
takings. If there is a ‘pin-point’ equity arrange-
ment, on the other hand, involving an SPV with
minimal financial and human resources of its
own, the governiment entity will be in a stronger
position to assert a high degree of control.

Economic control

Not surprisingly, the area where this issue of con-
trol tends to cause the greatest anguish is in the
context of the charges levied by the SPV for the
completed facility (fares or tolls). In what circum-
stances will the SPV he allowed to increase them?
If the project includes an offtake agreement {as in
the case of a pipeline project), the issue may not
concern the concession agreement at all. Prices
will be determined in the context of the offtake
agreement. On the other hand, if the paymenis for
use of the facility are to be made by the govern-
ment entity (as with many PFI projects in the UK}
there will at least be no question of the SPV revis-
ing thern unilaterally.

The main difficulty arises where third-party
users of the facility (ie the public) are charged
fees or fares by the SPV. Keen political sensitivi-
ties often colour the picture. An initial increase
in the level of fares may be necessary (in the
case of a tolled road for example} as the project
is transferred from the public to the private sec-
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tor, to ensure its economic viabhility. That can be
difficult enough in itself (as the Bangkok
Expressway project demonstrated). However,
the main negotiating point will concern the SPV’s
ability to increase those fares subsequently over
the life of the concession, in response to given
events — eg higher than expected construction or
operating costs, falling profits, inflation or other
‘exceptional events’. In reality, this will be a key
issue of risk allocation. When should the con-
sumer be asked to bear the risks which, prima
facie, are to be borne by the SPV?

Exceptional events
The aim of any fare-revision clause would be to
compensate the SPV for the oceurrence of iden-
tified risks — to allow it to recover losses and
costs and/or protect profits. There are various
ways of approaching this subject in the conces-
sion agreement. Indeed, a variety of different
mechanisins are likely to be included, reflecting
the range of different risks to which the SPV
may be exposed and the appropriate response
to them. It is usually convenient, however, to
draw a number of these threads together in a
single provision, sometimes labelled ‘excep-
tional events’ (or a ‘financial balance’ clause).
The purpose of a provision of this kind will be
to restore the SPV's financial position — to put it in
the same position financially (to a greater or
lesser extent) it would have been in had the rele-
vant event not occurred. The clause usually
makes a number of different rernedies available in
order to achieve this result. The SPV may be enti-
tled to an increase in the level of charges, an
extension of the term of the concession, or a cash
payment {or a combination of these). The accu-
rate calculation of the SPV’s losses following an
‘exceptional event' is unlikely to be easy. Nor may
providing for suitable compensation. It may make
sense to link these calculations to the project’s
financial model (or one of them) and its assumed
rates of return. In fact, there will be three distinct
questions to address as the clause evolves:
1 What events should entitle the SPV to com-
pensation?
2 How should its loss be calculated?
3 What compensation should the SPV receive?
The first question will essentially be a matter
of risk allocation. The answers can therefore vary

enormously. Two events will nearly always fea-
ture amongst those listed, however; political force
majewre and change of law. The SPV will have to
have a degree of protection against political inter-
ference with the project — loss of permits, expro-
priation, nationalisation, alteration to the relevant
legislation, fundamental changes of policy, and so
on. Secondly, the SPV will seek at least some pro-
tection against changes in law, because these can
transform its cost assumptions and therefore the
project’s economics. The extent of that protection
will be a matter for intense negotiation. Other
events that might be encountered in this context
include variation orders, ‘non-political’ events of
force majeure and competition.

The scope of clauses of this kind tends to dif-
fer markedly between emerging market and
developed nation projects. In the former, the SPV
will sometimes try to protect itself against any
material adverse event beyond its control. In the
latter, protection is likely to be much more lim-
ited. Ultimately, the perception of risk in a partic-
ular environment will be the key factor.

Dispute resolution

Concession agreements are complex, long-term

commercial agreements, giving effect to a diffi-

cult process of risk allocation. For that reason,

the dispute resolution mechanisms they

embrace need careful consideration. In fact,

three distinet kinds of dispute resolution are

likely to be addressed:

1 legal disputes involving arbitration or litiga-
tion and questions of law;

2 expert determination; and

3 revisions to the agreement ~ in particular to
give effect to financial balance clauses (eg
revisions to tolls).

In projects in emerging markets, the proper
law and system of arbitration adopted or which
courts will have jurisdiction to consider disputes
can be hotly contested issues. Governments will
always prefer local law and local courts or arbi-
tration, while lenders and investors may regard
this as unacceptable. Provisions which address
disputes about breach of contract are merely
part of the picture, however. Arguably, greater
effort and skill will go into the crafting of provi-
sions referred to in the third point above dealing
with exceptional events, the calculation of loss



and compensation, revisions to charges and so
on. This is, of course, a very different business
from the application of legal remedies. What is
needed is a2 mechanism for reaching a fair com-
mercial result, based on a proper understanding
of the impact of the events in question, the par-
ties’ respective interests and the intent of the
agreement.

The exact approach adopted for dealing
with revisions to the agreement will differ from
agreement to agreement. The mechanisms are
usually based on a form of expert determina-
tion, but with rauch more wide-ranging powers.
A ‘panel’ system is quite common. For
instance, the agreement may provide for a
panel of suitably qualified experts to be put in
place with responsibility for applying the
‘exceptional event’ clause. Depending on the
nature of the event they may be ‘financial
experts’, ‘engineering experts’, ‘industry
experts’ or a combination of experts, Their
task would be to calculate the SPV's loss and
to determine which of the available remedies
(eg increases in fares, extension to the conces-
sion period, ete) should be adopted. Their deci-
sion would be final and binding.

Termination

Termination clauses in concession agreements
tend to be debated at length because their
effect would be to collapse the entire BOT
structure. In what circumstances should either
party have the right, in effect, to cancel the pro-
ject? Some of the termination events will be
straightforward — the insolvency of the SPV, for
example, or the nationalisation or expropria-
tion by the government of (key) project assets.
Others may cause greater difficulty. Termina-
tion provisions are often used to reinforce the
protections provided by the agreement against
political risk. Political force majeure is typically
included, but the clause might be widened to
cover the loss of certair essential permits or
exernptions, or disruption caused to third party
suppliers. Unremedied breach of contract will
also usually feature.

The subject is greatly complicated by the
lenders’ typical insistence on step-in rights.
These are explained in detail in Chapter 7 but,
put simply, they will allow the Ienders, in identi-

fied circumstances and subject to specified
conditions, to pre-empt a termination by ‘step-
ping into the shoes’ of the SPV in order to cure
a default. Where they are exercised, the govern-
ment entity will agree in effect to suspend its
termination rights as the ostensible grounds of
termination are put right. If the attempt fails
and the termination is allowed to go ahead, its
effect on a project financing will be to sever the
cash flow on which lenders depend for their
repayment and investors for their return.

For that reason, perhaps the most con-
tentious area of all in the context of this clause
is the subject of compensation. What, if any,
compensation should be payable to the SPV if
termination takes place? Where a government
default is involved, the SPV and its lenders and
investors will obviously seek maximum com-
pensation — sufficient to pay out the lenders
and provide the shareholders with at least a
substantial part of their expected return. The
more difficult question concerns an SPV
default. Here, the government entity’s position
is often that no compensation whatever should
be payable. The SPV has failed to perform, and
must live with the consequences. Shareholders
are often ready to accept this, but lenders find
it more difficult. After all, they will say, they
have provided (probably) most of the necessary
finance; why should they suffer a crippling loss,
and the government a huge windfall gain, just
because of a termination event which they may
have been powerless to rectify? The govern-
ment will get a completed project ‘free of
charge’, as it were, and the lenders will be
unable to recover more than a fraction of their
funding. The value of the assets transferred will
bear no resemblance to the loss actually caused
to the government. If this is indeed the position,
the parties may be able to challenge the clause
on legal grounds, as amounting to:

* an unenforceable penalty clause;
* expropriation without compensation;
* unjust enrichment.

Perhaps the most rational approach is te
consider the question of compensation from the
perspective of the ability of the government to
recover the amount paid subsequently - eg by
continuing to charge tolls for the completed
facility. But the issue is usually a highly emotive
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one. The government entity may simply find the
idea of ‘default compensation’' profoundly
unpalatable. As with so many of these provi-
sions, the outcome will depend on the course of
the commercial negotiation.

CONCLUSION

Not surprisingly, any number of issues can arise
as concession agreements are structured and
negotiated. The lack of standardisation of these

agreements (at least in the international field)
exacerbates this problem. The more familiar the
parties are, though, with their typical provisions
and objectives, the better. No one wishes to
waste time unnecessarily in fruitless argument
and negotiation. The contents of the concession
agreement will be crucial to the success or fail-
ure of a BOT project. A well-informed, construc-
tive approach on the part of all project
participants will achieve the best results.



Chapter 6
Sources of Finance

There are likely to be a number of different

potential sources of finance for the SPV and they

may be available at different stages in the life of
the project business.

These sources include the following, each of
which is examined further in this chapter:

* equity;

» mezzanine finance;

¢ commercial lending;

* bond finance;

* project leasing;

¢ development finance institutions;

» export credits or finance supported by and
political risk insurance provided by export
credit agencies; and

® derivative products.

Each entity providing finance to the SPV will
be taking different types of risk for different lev-
els of reward. Some of the financing parties will
not, on analysis, be taking very much or any risk
of failure of the project business: for example, a
development finance institution such as the Euro-
pean Investment Bank (EIB) will normally insist
on a state guarantee, or failing that, a guarantee
given by commercial banks, during the construe-
tion period of the project, in which case EIB is
taking credit risk in respect of the guaranteeing
banks rather than on the project business. Again,
many ‘project lessors’ of the UK's IPPs have relied
primarily on bank guarantees, letters of credit or
secured cash deposits (‘cash collateral) where
they have taken the credit risk on banks rather
than the project business. Certain providers of
finance will accept risks that commercial banks
are unwilling to take, such as the political risk in
certain countries — hence the participation of
export credit agencies in most large projects, par-
ticularly in emerging markets, because it is a func-
tion of such agencies (one of whose purposes is
to facilitate exports) to take such risk (although
within established guidelines).

EQUITY

It is normal for BOT projects to be funded at
least in part by equity, and this will invariably

be a precondition to the host government grant-
ing the concession to the SPV and to the avail-
ability of commercial debt funding. In its true
sense, an equity investment is a subscription
for share capital in the SPV. The expression is,
however, often used in a wider sense to
describe forms of investment in the SPY which
are akin to equity in terms of the rights which
they confer on the holders. Different forms of
investment may be more appropriate to the cir-
cumstances, depending in part on the jurisdic-
tions involved. In the UK, project sponsors will
commonly consider lending debt to the SPV
which is subordinated to all other borrowings
of the SPV. This might be as an alternative or in
action to subscribing for the SPV's equity, and is
normally based on tax considerations and that
loans are more easily repaid than equity.

" The principa—l— equity investors in a BOT
project will be the sponsors, although other
parties might contribute equity to the SPV -
for example, the host government, institu-
tional investors and, in some cases, the gen-
eral public (for example, the Eurotunnel and
Eurcdisney financings). Equity is the lowest
ranking form of capital because the claims of
the equity investors will rank behind those of
other creditors of the SPV. In addition, as a
matter of contract, the lenders to the project
are likely to restrict the amount and timing of
payments of dividends and other distributions
from the SPV to the equity investors. The
equity investors, therefore, bear the greatest
risk of loss if the project is unsuccessful and
for this reason will seek a much higher rate of
return from the project than, for example,
lenders of senior debt. On the positive side,
they stand additionally to gain if the project
performs better than expected, although
where the government is liable to pay tolls or
for power or other supplies through a tariff
mechanism, the latter could be structured to
provide a maximum limit to the shareholders’
rate of return. It should be noted that the
equity investors will not necessarily benefit
from any increase in the value of the SPV's
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assets in a BOT project either, given that these
assets will be transferred to the host govern-
ment at the end of the concession period in a
BOT project at either little or no cost. They
will therefore need to be satisfied that the
return on their investment can be realised
from the project revenues during the life of the
concession.

In the short term, the sponsors are likely to
fund their capital contributions to the SPV
either internally or from on-balance sheet bor-
rowings, although the expectation is that the
amount invested will be at least partly matched
by the profits that the sponsors expect to
derive from their project contracis with the
8PV, If it can be completely matched in this
way, dividends received by the sponsors will be
pure profit. The extent to which the sponsors
can restrict their equity contributions and max-
imise their contract price will depend on a
number of factors, but is likely to be more lim-
ited where the concession is awarded on the
basis of a competitive tender.

The proportion of a project's anticipated
funding needs which will comprise equity
investment will vary from project to project and
will be influenced by a number of factors:

* Project economics. One factor will be the
anticipated source of project revenues. If the
project is to be exposed to market risks, such
that its ability to sell its product and the price
which it obtains for that product depend on
prevailing market conditions, the lenders to

the project will require the sponsors to con-
tribute a greater percentage of the project
cost by way of equity than where the 5PB is
to enter into a take-or-pay arrangement
whereby a creditworthy third party has con-
tracted %o purchase, or at least pay for, the
project’s entire product; )

¢ Market perception. As a general rule, the
greater the risks perceived by the market to
be associated with the project, the greater
the proportion of equity that will be required.
For example, a power project or any other
project for the provision of essential services
might be viewed as representing a lower risk
than, say, a leisure-based project;

‘Cost’ of Fguity. As equity investors seek a
higher rate of return on their investment than

commercial lenders to a project, a higher
proportion of equity is likely to render the
project more costly for the host government.
The government will wish to strike the right
balance when considering whether the pro-
ject offers value for money;
¢ Couniry risk. The increased risks perceived
to be associated with implementing projects
in certain jurisdictions, particularly in emerg-
ing market countries, will often lead to the
demand for a greater equity investment;
Requirements of the jurisdiction of the SPV.
The amount and nature of the invesiment in the
SPV, whether by the sponsors or others, will
depend partly on the accounting standards and
the laws of the jurisdiction of incorporation of
the SPV. For example, some jurisdictions do not
recognise the ability of a company to issue more
than one class of equity. Others require special

permission to issue equity to foreigners. A par-
ticularly important factor in structuring project
investment will be the tax treatment of distribu-
tions to investors and any moneys realised on a
sale of shares, and the availability of double tax
treaties would be relevant. Equally important is
the risk in certain jurisdictions that third party
creditors might be able to look through the cor-
porate structure and seek repayment of their
debts from equity investors, or that equity
investors might incur environmental liability or
liability for taxes if the SPV does not comply
with local law. In certain circumstances, there-
fore, an alternative form of investment to equity
might need to be considered;

Host government requirements. The host
government will normally require a minimum
equity investment by the sponsocrs in order to

incentivise them to ensure the project’s suc-
cess. The government might also require
investment by parties other than the spon-
sors, including local investors;

+ Lender requirements. Commercial lenders to
the project will also normally require a mini-
raum equity investment by the sponsors, as a
measure of their commitment to the project’s
success.

As has been mentioned in previous chap-
ters, it is sometimes possible to finance and
implement projects on the basis of a ‘pinpoint’
or minimal capital contribution.



Relevant documentation
The documentation relating to sponsors’ equity
contributions is likely to include the following:
* Constitutional documents of the SPV — see
Chapter 4;
« Shareholders agreement — see Chapter 4;
* Subordinated loan agreement — where the
sponsors contribute by way of subordinated
debt, they are likely to enter into a relatively
simple form of loan agreement with the SPV
setting out the basic terms of the lending. In
their capacity as subordinated lenders to the
SPYV, the sponsors will invariably be required
to subordinate their rights under an inter-
creditor agreement;
Financing documenis ~ the finance documen-
tation is likely to contain provisions that stipu-
late the amount of equity which the sponsors
and any other investors are to contribute, the

timing of those contributions and the amount
and timing of dividends and other distributions
which the SPV can make to its shareholders.
These issues are discussed further below.

THE SPONSORS AND DEBT FINANCE

One of the key requirements of sponsors of
most infrastructure projects is to limit at the
outset their prospective financial exposure on

an underperforming project to a finite amount

known in advance. The main reasons for this

are as follows:

* The financial resources needed to construct
the project will often be beyond the means of
a single sponsor. Raising additional debt
could breach a sponsor’s existing financial
covenants to its bankers and securitgr require-
ments may run contrary to existing negative
pledges. Increased borrowing will have
adverse implications for a number of key
financial ratios, such as gearing (debt:equity)
and have consequent aE;;;ée implications
for the attractiveness of its equity.

* An understandable reluctance to have unlim-
ited liability for the possible failings of others
who have a significant involvement in the
deveiopment or operation of the project.

* To enable the sponsors to forecast their
returns from the project in a variety of sce-
narios and determine whether the prospec-

tive rates of return are adequate in relation to
the risk being taken and the assumptions on
which they are based. As the equity
providers, they are in theory the greatest
risk-takers to the project and seek the high-
est rates of return.

* To retain funds for other projects, which, for
whatever reason, are less suitable for non-

* recourse finance.

This absence of a ‘big balance sheet’ com-
mitted to support underperformance forces the
lenders to the project to assume a part of the
project risks. The remainder of this chapter
addresses the characteristics of different types
of debt finance that are theoretically available
to finance a BOT project, the role of each type
and the legal and practical advantages and limi-
tations imposed on their use,

The chapter’s focus is predominantly on the
construction stage of projects. Once the project
is an established operating entity, it is income
generating and it is likely that the amount of
that income can be forecast more accurately. At
that time, the SPV and its sponsors will want to
reconsider the basis of its formative finance,
and prospective debt or equity providers will
analyse the project from a fresh perspective.

MEZZANINE FINANCE

Nature and sources of mezzanine finance
Mezzanine finance has characteristics of both
debt and equity, and in terms of the risks
involved in eontributing this type of capital, it
normally falls somewhere between senior debt
and equity. Examples of mezzanine capital are
subordinated debt and preference shares, It
should be noted that the type of subordinated
debt often lent by sponsors to the SPV is
strictly a form of mezzanine finance. This sec-
tion, however, focuses on mezzanine finance
made available by parties other than the project
sponsors for the purposes of achieving a com-
mercial return from the finance alone.

In the same way as debt, under normal cir-
cumstances regular payments akin to interest
and/or principai will be made to the mezzanine
providers. These payments will, however, be
subordinated to the senior debt and will only be
made if specified conditions are satisfied. These
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conditions will need to be carefully considered,
but generally they relate to the performance of
the project and the availablility of funds to make
the payments. The position of the mezzanine
heolders where funds are not available, however,
is more characteristic of equity than debt. Mez-
zanine debt, however, ranks ahead of equity in
that, if funds become available, holders of the
mezzanine capital will be entitled to payment
ahead of any distributions that might otherwise
be available for holders of equity.

The risks in the project taken by mezzanine
providers are greater than those taken by lenders
of senior debt (see below), and the required
returns of mezzanine providers will be higher.
These returns might take the form of an
increased rate of interest on loans and/or some
share in the profits of the project, though the
returns that mezzanine providers can expect will
be less than those required by the providers of
equity as they take a greater risk in the project.
The mechanics by which mezzanine providers
might share in the profits of the project include
taking share options or warrants to enable them
to subscribe for shares in the SPV, usually at a
low or nominal price, so that they will benefit
from any appreciation in the capital value of the
shares and should be in a position to benefit from
distributions of the SPV by way of dividend.

Mezzanine capital might be provided by ven-
ture capital specialists or certain investment
trusts and insurance companies. The henefit to
the sponsors is that the amount of equity that
they are required to contribute is likely to be
reduced. Lenders of senior debt should also
welcome the additional investment in the SPV.
The mezzanine providers themselves have the
opportunity to earn a reasonable rate of return
without taking the full risks of providing equity.

Documentation

The documentation relevant to mezzanine

finance will vary according to the type of

finance provided, but typical examples include:

¢ Preference shares. Where the finance is to be
provided by way of subscription for preference
shares in the capital of the SPV, the rights and
obligations of the preference shareholders, as
amongst themselves, the holders of other
classes of shareholder and the SPV itself, will

normally be set out in the SPV's constitutional
documents. In certain jurisdictions preference
shares are not permitted; and

» Subordinated debt. Where the finance is to
be provided by way of subordinated debt, the
SPV and the mezzanine providers will usually
enter into a loan agreement that sets out the
terms on which the loan will be made. The
basis on which the loan will be subordinated
to the rights of the senior debt providers and
any other lenders to the project will need to
be documented separately, and these will
normally also be contained in the intercredi-
tor agreement between the SPV and all
lenders to the project (see Chapter 7).

COMMERCIAL LENDING

Characteristics of commercial loans

Syndicated term debt

Loans to finance BOT projects will invariably
be committed term loans, with a structured
repayment profile, What are the alternatives?
Project sponsors will be unwilling to accept the
risk of an uncommitted facility such that funds
may not be made available when needed.
Revolving credits — where funds are drawn and
outstanding for short periods (typically six
months) before becoming repayable and are
capable of being redrawn on the repayrment
date or at a later date provided certain speci-
fled conditions are met — are also not entirely
suitable for project finance. The SPV will not
want, even in theory, to be liable to repay debt
on maturity of the advance.

In general, the senior debt to a project wilt
be syndicated to a number of commercial
banks, and each of the syndicate banks will be
willing to lend on the same terms and condi-
tions. The syndicate will be subject to the same
priority of debt, sharing receipts and willing to
accept that a high degree of consensus is
reached between them before those terms are
changed, the debt becomes immediately
repayable or security is enforced.

Drawdown as needed to pay project costs

Funds will be needed to meet costs in the con-
struction phase of the project, but project rev-
enue at this stage will be non-existent or



inadequate. The relationship between permitted
drawings of commercial debt as against draw-
m_af equity or other shareholder contribu-
tions is a matter for negotiation at the term
sheet stage for the commercial loan(s). Those
negotiations will be driven by differing percep-
tions of the appropriate debt:equity ratios and
the commercial lenders’ desire to reduce their
risk by having the earliest stages funded out of
equity. This issue is discussed in Chapter 4,

The major expenses will be payments u—nder
the construction contract as each stage (or ‘mile-
stone’) is passed and, increasingly, accrued inter-
est costs. In addition to initial drawdown, there
will be the expenses of putting the financing in
place and, throughout the construction phase,
the ongoing management expenses and fees of
the supervising architects and engineers.

Further drawdowns are not usually permit-
ted once the project has been handed over by
the contractor to the SPV. At this stage the pro-
ject will be revenue earning and can begin
meeting liabilities itself,

Linkage to anticipated project cash flows

In a ‘pure’ project financing, the ability to pay
interest, repay principal and any of the multiplic-
ity of liabilities for which the SPV is potentially
liabie, is entirely dependent on the receipt of ade-
quate revenues. Debt is usually at its<ighest on
handover of the project to the SPV and includes
interest accrued during the construction phase,
which will have been capitalised. The profile of
debt service and loan repayments needs to follow
the expected trends of the revenue earning of the
project and this often requires project sponsors to

forego dividends in the early years of operation.
In many respects, the classic repayment profile —
six months grace after the commencement of
operations, equal six-monthly instalments there-
after throughout the repayment period, while
Interest is also to be paid in full on the same dates
—is illogical. It presupposes that revenues will be
at their highest for the first six months after oper-
ations start (the principal amount on which inter-
est accrues will be at its highest before any
principal is repaid), whereas the reality is usually
that as experience of operations increases and the
reputation of the project’s product or service rises
in the market-place, revenues rise,

Limited lender appetite for long-term. debt
Commercial lenders see themselves as only
medium-term lenders for project development,
usually expecting to be repaid between five and
seven years from the beginning of operations.
The number of projects worldwide that are
capable of paying back debt in this period is
strictly limited, and as experience and under-
standing of BOT projects has increased,
together with competitive pressures, so typical
repayment periods are extending to seven to 10
years and, in some instances, beyond.

Usually single currency
Corumercial lenders will always seek to lLimit
their exposure to a project by lending in the cur-
rency that is most naturally hedged by the pro-
Ject’s income. Where that is a different currency
from that of the construction contract, it will be
easier for the currency costs to be hedged over
the relativély short construction period than the
much longer repayment period for the debt. Diffi-
culties arise where the project’s income is in a
soft currency, because currency depreciation and
limited currency availability make it unattractive
for non-local banks to lend, despite higher inter-
est rates. The opportunities to hedge soft/hard
CUITencCy exposures on a project in the financial
markets are very limited and, where available,
are (as would be expecied) very expensive.
Unlike commercial borrowers, projects
have very limited ability to repay additional
amounts of principal if the overall facility limit
would otherwise be exceeded because of cur-
rency movements. This is why multi-currency
facilities do not provide a solution.

Usually floating rate of interest

Because commercial banks fund themselves in
the main by raising short-term funds at a floating
rate of interest, they are not in a position to lend
long-term funds at a fixed rate without hedging
their interest rate exposure. However, making
the project bear the risk arising from movements
in interbank interest rates is unattractive to
prospective lenders and investors. Adequate
hedging by debt Iﬁroviders would enable them to
provide fixed rate funding. But availability of
hedging in the markets reduces with lengthening
maturities, while the cost will of course need to
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be capable of being absorbed within the project
economics. SPVs without additional credit
enhancerment are most unlikely to be acceptable
counterparties for the swaps market.

Sophisticated participants

The arranging of project financings is limited to
a relatively small group of experienced commer-
cial banks, well able to analyse the commercial
and political risks of a project but with a limited
appetite to accept them. The amount of manage-
ment time that each will have spent in the past
working with, or frying to restructure, underper-
forming projects is usually sufficient to ensure
that members of this group are only attracted to
projects which in theory are financially robust.

Greater lender unanimity needed for action
The amount of authority that commercial
lenders are willing to delegate to either the
facility or security agent is strictly limited. Sim-
ilarly, lenders do not find it desirable {o be out-
voted by other members of the syndicate. But
no lender likes decisions to be ‘held to ransom’
by one or a few other lenders, or to be con-
sulted on trivial matters. So how are these
issues usually balanced?

e The facility agent will usually be entitled to
take decisions which it is satisfied are of a for-
mal, minor or technical nature, or to correct
mistakes. However, the management of SPVs
invariably consider that covenants are too
tightly drafted, thus preventing them from
being able to take decisions on operational
matters that do materially affect matters of
creditworthiness, and obliging them to seek
whaivers from lenders.

e All other amendments, consents or waivers
requested require approval by lenders repre-
senting 66.66 per cent or 85 per cent by value
of the loan, except for amendments or waivers
affecting commitments, repayments, interest
and release of security, which require the
approval of all lenders.

Commitment fees accrue from signature, not
loan availability

Banks expect to be paid any fees arising from
their commitrnent to lend frora the date of sig-
nature of the loan agreement, even though

numerous conditions precedent are likely to
remain outstanding at this stage. The theoreti-
cal justification for this is that from then on the
timing of when and if funds must be made avail-
able is in the hands of the SPV. In practice, a
number of these conditions are controlled by
third parties — not least approvals from central
and local governments — and the obtaining of
them is often a cause of substantial delay.

Perceived undersupply of commercial funding

There is, and will always be, more loans being

sought by sponsors for projects than funds

available to be lent. There are three main rea-

sons for this:

¢ project financing is riskier than many other
forms of finance;

¢ there will always be a significant difference
between the project risks that sponsors believe
lenders should be willing to accept and those
risks they are willing to accept; and

» the limited recourse nature of the lenders’
exposure means prospective lenders need
carefully to identify and assess the risks
attaching to the project. This increases the
time and skilis needed to carry out the neces-
sary review procedures.

Advantages and disadvantages of

commercial loans

Very flexible drawdown possible

The drawdown period for borrowing funds will
be designed to be lengthy. This will permit bor-
rowing to make each ‘milestone’ payment
under the construction contract, as well as
other initial and ongeing expenses incurred
and interest costs during the construction
phase, unless the project is in receipt of other
income during this period which is intended to
meet any of those liabilities.

Conditions may render financing undrawable
Conditions precedent fall into two categories:
1 Initial general conditions covering such
issues as:
» effectiveness of project contracts;
= provision of the project site;
feasibility studies;
third party approvals; and
¢ insurance.



2 The representations and warranties given by
the borrower continuing to be true, there
being no events of default, the required
progress in construction having been achieved
and the required levels of funding from share-
holders or other lenders having been met,

It is often the third-party approvals that are
the most problematic. Bureaucratic inertia
plays its part, but often the lenders want all
approvals necessary for the entire project to
be issued up front. However, the government
may be unwilling or unable to give any
approval or to provide land for elements of the
project until work for which it is actually rele-
vant is about to start.

Once drawdowns begin, their suspension
becomes less likely

Becanse in its purest form project finance is
limited recourse development finance until the
development is operational, the project infra-
structure is likely to be worth considerably less
than the amount spent to develop it to date.
Depending on how much of that spending is
raised through debt, the realisable value may
even be insufficient to repay that debt. While it
is a difficult decision to make, it is often felt to
be in the lenders’ self-interest to continue to
support a project through unexpected difficul-
ties that arise in the construction phase.

Control issues
Substantial control over activities of the SPV

make the technique attractive for banks but .

inhibiting to the SPV. Throughout the negotia-
tions of debt financing the arrangers of loan
finance to a project will be preoccupied with
the risks the lenders are taking and that the
new SPV is a new operation with management
newly hired or seconded. The arrangers will
insist on substantial controls over all those
aspects of the project that may have financial
implications. Management, which is naturally
enirepreneurial and optimistic, find it frustrat-
ing to seek approval for budgets and other
actions from the naturally cautious (though
they would say prudent!) bankers. That frustra-
tion is barely reduced by advice that covenants
can be renegotiated when the project is a suc-
cessful operating company.

Substantial defoult events of limited
assistance without credit support

Failure to seek consents and a lengthy list of
other events, many of which are completely out-
side the control of the SPV or the project spon-
sors, will be ‘events of default’. The occurrence
of such an event is designed to strike terror into
the hearts of the SPV's shareholders, entitling
the Ienders as it does to seek immediate repay-
ment of their loan. With project financing, the
decision to lend is made by the lenders on the
basis of projected future revenues. Events of
default are an opportunity for lenders to review
their options. The most likely results of that
review are that subsisting defaults are ignored
for practical purposes or, if the project econom-
ics are fundamentally off course, a call for the
sponsors to invest more equity.

Lender/SPV commaunication via the agent bank
The flexibility that a project loan offers as
regards communicating with lenders and chang-
ing documentation is one of the great advan-
tages over a bond issue. The facility agent has
the role not only of acting as a permanent inter-
mediary between the SPV and the syndicate,
with both groups positively intending to com-
municate with each other from tire to time, but
also informally representing ‘its’ syndicate in
discussions with the SPV. In comparison, the
investors in bonds have a positive desire to be
passive, simply receiving interest and principal
payruents. In keeping with this, it is difficult to
communicate with them (typically achieved
through newspaper advertisements to call them
to a meeting), difficult to have quorate meetings
and to reach the required consensus to make
changes to documentation. Their ‘agent’ — the
trustee of the bond issue - has a role typically
limited to enforcement of security.

Obiaining waivers to documentation

possibl,e but often tortuous

While it is easier to communicate with the lend-
ing syndicate, it does not mean the syndicate is
quick to respond. With the high degree of con-
sensus required to give approvals by lenders,
the process goes at the pace of those syndicate
members with other distractions at the time the
request is made. To resolve this problem, docu-
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mentation now often provides for deemed
approval by an individual lender if it fails to
respond within a specified period. This can lead
to immediate rejection of a request, in practice
giving the particular lender as much time as it
wants to consider the merits of the application
more fully at a later date.

Failure to fund

Significant participation by individual lenders
causes substantial difficulties if one fails to per-
form. A lender being unable for financial or
legal reasons to provide funds when called on
to do so is fortunately not a problem that often
affects a project. It is more of a possibility for a
project in an emerging market which is suscep-
tible to an international embargo for political
reasons or where local fledgling banks are par-
ticipants. A failure to fund would leave a gap in
the financing of the project which would need
to be filled if it is to reach its operational stage.
Lenders will not accept joint and several
responsibility for providing the loan.

Change of law, tax regime and lender
regulation risks left with SPV

Lenders to a project will expect the project to
meet additional costs (or compensate reduced
return) incurred by changes in law, tax regime
{other than changes in the rate of corporation
tax) or regulation affecting the preoject loan not
only in the country of the project but also in the
domestic jurisdiction out of which each partic-
ular lender is making its funds available for the
project. By their nature these costs are unquan-
tifiable and unpredictable, and therefore what
impact they will have on the project economics
is unknown at the outset. It is sometimes con-
tentious at what level of priority a lender
should be entitled to recover these costs as
against normal debt service and whether a
lender should be entitled to be prepaid, and if
so at what level of priority, if these costs are
ongoing and unacceptable to the SPV.

Familiar and easily understood technique

The making of finance available through a term
loan is an easily comprehensible mechanism
that will be familiar to all participants in a pro-
ject. However, sensitivities to particular provi-

sions that may be offensive to local legal or cul-
tural requirements need to be accommodated.
The most obvious of these is the sensitivity of
Sharia law to interest liabilities.

The technique is so well recognised that,
while the degree of enforceability of various indi-
vidual provisions varies considerably, lenders are
sometimes comfortable lending under the local
law of the project or under a so-called neutral
system of law (instead of the more usual New
York or English law) if local pressures so dictate.
In comparison, bond investors would find any
unusual governing law unacceptable,

Transferring participations

The signing of a transfer certificate by the facil-
ity agent, transferor and transferee and the reg-
istration of the certificate by the facility agent
as a method of transferring a loan participation
is more cumbersome than simply the delivery
of a bond, if necessary duly endorsed by the
transferor. The transfer of a loan participation
(and a bond), however, both need to be accom-
panied by an effective transfer of the security
for the loan (or bond) obligations. (Security is
discussed in detail in Chapter 7.)

Lender Liability?

There are three aspects of projects in respect of
which lenders need to be sensitive about poten-
tial iabilities:

- advising on project feasibility,

* allegations that they control the SPV and thus
are liable to meet any liabilities the SPV can-
not meet; and

¢ arising out of use of the project assets by rea-
son of the lenders’ security interest, such as for
environmental damage or industrial accidents.

Whether there is potential liability will
depend, among other things, on the governing
law of relevant contracts, where the SPV is
incorporated, where any wrong is alleged to
have occurred and the location of the project
facilities. These need to be considered on a pro-

Ject-by-project basis. Investors in a bond financ-

ing of a project, but not necessarily

underwriters or the trustee, are further
removed from the project and are thus less sus-
ceptible to these concerns.



Business activities in SPV’s couniry
may have implications for lenders
Lending to a project is a business activity, Apart
from the taxation of income in a lender’s
domestic jurisdiction, subject to any exemp-
tions which are granted and the terms of any
applicable double taxation treaty, income aris-
ing from the project is likely also to be subject
to income tax in the country of the project.
Quite apart from exchange control regula-
tions, lending may be a regulated activity in the
project location. In order to be permitted to
lend or recover a loan it may be necessary to be
licensed, or local banks may have claims rank-
ing with higher priority than non-local banks, as
in India where it is also intended for them to
have a fast-track recovery procedure through
tribunals separate from the usual court system.
The increased use of embargo as a political
weapon may also impose restrictions on contin-
ued funding to a project, recovery of outstand-
ing sums or other dealings with the SPV.

i
BOND FINANCE

The traditional Eurobond is now one of the prin-
cipal financing tools for many leading corporates
in managing their treasury and funding opera-
tions. As a major source of finance, it is perhaps
surprising that only a very small proportion of
finance allocated to projects is funded through
the capital markets, particularly taking into
account pricing, average life and maturity char-
acteristics, which would all point to bonds being
an appropriate source for meeti_ng project needs.
The development of sig?ﬂ?izanz interest in apply-
ing bond finance for projects has been tempered
by difficulties in successfully applying traditional
Eurobond financing techniques to the project

structure. However, an increasing sophistication
in financing techniques for projects, the devetop-
ment of a number of approaches to the applica-
tion of bond finance and an increased risk
appetite among institutional investors looking
for higher-yielding assets is leading to accelerat-
ing growth in the project bond sector.

Advantages of using bonds
The Eurobond is a relatively standardised
financing instrurmnent which has been an impor-

tant factor in the rapid growth of the bond mar-

ket in recent years. Some of the advantages put

forward for using this form of finance in BOT
projects are as follows:

1 The bond markets provide a cheaper source of
funds. On a comparative basis longer maturities
and a traditionally fixed rate instrument may
have significantly favourable pricing implica-
tions for sponsors’ internal rate of return
requirements than shorterterm bank lending,
particularly when taking into account any addi-
tional costs required to provide fixed rate hedg-
ing in respect of floating rate bank funding.

2 Traditionally, Eurchonds contain less extensive
covenants aimed at restricting and controlling
the business of the borrower. However, it
should be noted that this is both a function of
the strength of the corporates accessing the
Eurobond market and a consequence of the
lack of active monitoring and control available
to be exercised in the bond structure.

3 The bond market provides a deeper market
with a much broader investor base than is
available in the commercial bank market.
The application of project finance techniques
to major infrastructure projects with very
large financing requirements may mean that
expanding the source of funds beyond the
bank market is an essential requirement.

4 Greater standardisation and a consistent
approach to comimercial covenants leads to a
shorter negotiation period and the ability to
reach financial close more quickly.

5 Bonds are tradeable instruments easily trans-
ferred through the international clearing sys-
tems, whereas loan instruments, even if
provided with transfer certificates (see
above), tend to be less actively traded.

6 Project bonds provide a new asset class of
investment enabling investors to acquire very
specific exposures to industries, technologies
and countries, thereby establishing risk pro-
files which currently are not easily available.

Of all these factors it is likely that the devel-
opment of the project bond sector will largely
flow from the ability to finance major capital

projects at lower cost, and in some cases, on a

more rapid basis. The need to understand and

maintain control over the risks inherent in any
particular project will require a different
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approach to covenants and negotiation of docu-
mentation for project bonds to that prevailing
in respect of general corporate bonds. These
issues are considered further below.

Disadvantages of bond finance
Despite of some of the clear advantages of
bond finance considered above, the use of
bonds as a source of project finance has been
slow to develop. In Europe it is only recently
that sizeable issues have been financed in this
way. Some of the perceived disadvantages of
using bonds for project finance are:

1 The single up-front bond subscription
reduces the flexibility for staged payments
compared with a syndicated facility which
may provide for staged drawdown to meet
the project’s needs as and when they arise.
This may result in a negative carry (invest-
ment returns lower than those expected from
an investment in the project due to employ-
ing cash in safe and liguid investments) of
finance raised and is particularly relevant
during the project constrmction period.

2 The project structure is crystallised at the
time the final offering circular goes to press.
The sponsors have no central party from
whom they can seek waivers, discuss amend-
ments or generally agree an approach that
may differ from the original project structure.

3 Bondholders tend to have a passive interest in
their bond investments and do not, as a general
rule, have specific industry expertise, thereby
restricting the sponsors from making changes
of a technical nature to the project even where
this will benefit the project in the long run.

4 Disclosure requirements in public offerings
are more burdensome than those imposed in
the bank market. Political and commercial
risks need to be presented and, while waivers
may be available from the relevant stock
excﬁange in respect of some contractual sen-
sitivities, care is required to ensure all rele-
vant requirements and disclosures are
adequately complied with.

5 Potential volatility, particularly in emerging
or difficult markets, may restrict the timing
of offers and require fall-back arrangements
to be established should particular difficul-
ties arise.

Although the corarnercial issues such as neg-
ative carry and investor volatility will ultimately
be resolved as a matter of pricing, the structural
issues of enabling the differing approach and
interests of sponsors and bondholders to be
catered for in the same instrument have proved
difficult to resolve effectively.

Approaches to solving the structural issues

The traditional bond structure does not provide
any mechanism for flexibility in the monitoring
and control of the investors’ interests in the pro-
ject. This presents a problem, as the ability to
react to the changing circumstances affecting
the project is an integral part of a successful pro-
ject financing. Sponsors require a central point
of contact. Although the bonds may be consti-
tuted by a trustee, the trustee is unwilling (in
normal circumstances) to take decisions on any
but the most routine guestions. Active decision
making is reserved to the bondholders, but the
process of calling a bondholders’ meeting is
cumbersome and does not provide a mechanism

for accessing a knowledgeable focal point that is
willing and able to take decisions regarding the
project. Also, bondholders on the whole are will-
ing to acknowledge that they have little technical
expertise in the relevant industry or country sec-
tor and are generally looking to defined yield
against defined risk with a minimum of active
involverent in the activities of the issuer.
Although a number of project bond issues
have been completed without specifically
addressing these problems, this has largely been
as a result of focusing on private placements to a
narrow, sophisticated investor market such as
major US institutional buyers. In order io extend
market interest in project bonds and to address
more specifically the difficulties posed, three
main structures have been developed:
* bond issues guaranteed by a monoline insurer;
+ mixed bank and bond finance regulated by
intercreditor agreements; and
¢ intreduction of a project agent.

Monoline insurers

Monoline insurers are companies providing
financial guarantees to investors. Their busi-
ness usually involves insuring municipal bonds,
asset-backed and mortgage-backed bonds and



certain corporate bonds. By guaranteeing the
payment obligations of the bond issuer the
menoline insurer applies its own credit rating
to the gunaranteed debt. Typically it will have a
triple A rating from the principal rating agen-
cies based on its level of capital and ability to
meet potential claims and the diversification
and quality of its risk portfolio. The bonds will
generally be required to be investment grade
before the monoline insurer will provide insur-
ance to enhance their credit rating.

By providing insurance, the monoline
insurer will become the central focal point with
whom the sponscrs can negotiate, seek waivers
and discuss changes affecting the project. The
bondholders will be able to rely on tHe guaran-
tee and will therefore be less concerned with
the management and monitoring of the project.
The bondholders’ exposure is converted pri-
marily to the monoline insurer’s balance sheet
and away from project risk (except to the
extent that a project failure may impact the
monoline insurer).

Introduction of a project agent

The introduction of a division of a bank or other
entity to take on an agency role on behalf of a
bondholder is a relatively inexpensive approach
to solving the problems outlined earlier. A num-
ber of banks have already acquired a degree of

expertise through acting as syndicate agent on

projects, and could carry out this role. The
introduction of a project agent would require a
single additional agency agreement and some
modification to the terms of the bond documen-
tation, but otherwise would involve relatively lit-
tle amendment to the existing structure.

The project agent is the agent of the bond-
holders with responsibility solely to the bond-
holders, and should have a good understanding
of the relevant project sector, project finance
issues and the underlying structure and docu-
mentation. A rating agency will provide an objec-
tive view of the current position of the project.
By combining the activities of the project agent
and the rating agencies, bondholders can allow
their investment to run its course with little or no
active involverent. The sponsor can deal directly
with the project agent relying on it to be knowl-
edgeable and experienced in its specialist area.

Issues relating to the precise scope, responsi-
bility and liability of the project agent require
careful consideration. To be effective, the scope
of the project agent’s authority requires the terms
of its appoiniment on behalf of the bondholders
to be sufficiently wide to enable it to exercise
extensive discretionary powers on their behalf.

Outlook for the future

With the introduction of new approaches and
the increasing interest in project bonds it is
likely that the next few years will see an accel-
erating growth in project bonds as an entirely
new asset class in the investment markets.

PROJECT LEASING

The concept of leasing

The basic concept of leasing — where owner-
ship of an asset is vested in one party (the
lessor) who provides a right to use and exploit
the asset to another party (the lessee) for a
fixed period of time in exchange for payments
for use and exploitation over time (rental) - is
generally recognised and provided for in the
laws of most countries.

The accounting treatment of leasing differs
in following either legal ownership under some
conventions or economic benefit under others.
The accounting treatment affects such matters
as whether the leased asset appears on the bal-
ance sheet of the lessor or the lessee, and how
the acquisition cost, rental and sums payable on
termination of the lease are treated. Tax treat-
ment of the acquisition cost of the asset, rental
and sums payable on termination does not nec-
essarily follow the accounting treatment.

While the basic concept described above con-
tains the common elements of leasing, additional
characteristics may be essential in some jurisdic-
tions. For example, under the French form, crédit
bail, it is necessary for the lessee to have the right
t0 acquire ownership of the asset, whereas in UK
finance leasing it is generally considered that the
lessee should neither have the right to, nor.
acquire, the asset on termination of the leasing.

Project applications
The three main reasons for using leasing in the
financing of large-scale infrastructure projects are:
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+ the financial benefit of the availability or ear-
lier availability of tax allowances (deprecia-
tion allowances) to the project business;

¢ the introduction of new sources of finance
(eg manufacturers or financing institutions,
which are not normally project lenders, may
be involved); and

» the advantage for the lessor of retaining own-
ership of the leased assets where law recog-
nising security interests is under-developed.

The combination of these features makes
leasing a structured financial product which
can enhance, or even ensure, the econormic via-
bility of a BOT project.

Depending on the relevant jurisdiction
{(which will be either that of the place where the
asset is used or that in which the supplier or
manufacturer of the asset operates), most of the
assets required for the project business — eg tan-
gible assets such as industrial buildings or equip-
ment, and some of the intangibles, like computer
software and even brands - can be leased, pro-
vided that the concession period is longer than
the term of the lease: a recent UK example is the
lease financing of both rolling stock and infra-
structure for the Croydon Tramlink, a BOT
scheme under the Private Finance Initative.

Two transaction types

The term ‘project leasing’ is applied to two
types of transaction. In the first the lessor is the
sole or main funder, both providing the finance
for the acquisition of the leased asset, and rely-
ing on the cash flow of the project by way of
covenant from the SPV to pay the rental and
any sum payable on termination (often referred
to as ‘stipulated loss value’ or SLV). On analysis,
many such structures contain some element of
sSponsor covenant or guarantee so they are not
strictly limited recourse.

In the second type of transaction (which
has occurred in the UK much more often) a
leasing structure is used within a project
financing where the project risks are taken pri-
marily by project lenders or sponsors, not by
the lessor. In such cases the lessor relies pri-
marily on a guarantee or letter of credit pro-
vided (usually) by some cor all of the project
lenders to meet the SLV, or on security over
cash deposits (‘cash collateral”) which may also

be provided by the project sponsors. The
amount recoverable from such sources will fre-
quently be subject to a maximum (related to
the SLV or current rentals) so that an element
of project risk is taken by the lessor. This is
normally related to changes in rates of taxation
applied to the project business or to structural
failure of the leasing product.

Project leasing in this second sense has
been widely applied in the UK in the financing
of independent power plants - [PPs — the
cable sector and in various transactions under
the PFIL. Either form can be employed within
BOT projects.

Tax benefits from project leasing

In the UK, these benefits arise where the lessor

can obtain depreciation allowances in respect

of the leased asset and either:

» the allowances would not be available to the
SPV as asset owner; or

» the allowances would not be available to the
SPV as early as they are available to the
lessor (eg because the SPV has no trading
income against which the allowances can be
set, or has insufficient trading income to
absorb them).
The lessor will either allow the entire bene-
fit of the tax saving to the SPV or to the SPV
and its sponsors, or will share the benefit on
the basis that the lessor makes its profit from
its margin on funding, not from the receipt and
retention of the tax benefit.
There may be the potential to exploit the
depreciation or other tax allowances of more
than one jurisdictions (called a ‘double dip”)
depending on the different rules of the jurisdic-
tions. This may be possible because of differ-
ences in tax laws. For example:
¢ because allowances to an asset owner in one
Jjurisdiction may be available at the same
time as other depreciation allowances to a
party with a right to acquire ownership of
the asset (eg hire purchase) in a second
jurisdiction; or

* because of differing characterisation of the
same asset in different jurisdictions (eg plant
which is treated as fixed to land - ‘a fixture’ —
under English law may be treated as ‘a move-
able’ in another jurisdiction).



Advantages and disadvantages

Advantages of project leasing

The main advantages are:

+ improved cash flow, thus enhancing or ensur-
ing project viability (see the tax benefits sec-
tion above};

* new or additional source of project finance;

* a supplier or manufacturer lessor will be
more closely involved in the success of the
project business.

The benefits of project leasing are often
considered to accrue exclusively to the equii@/
investors/sponsors rather than to the lenders
to an SPV (eg because sponsors receive part
of the leasing benefit direct or because the
enhancement of cash flow improves the
return on equity and the return may begin ear-
lier). However, to the extent that leasing
reduces the cost of financing or the amount
required to be financed, project lenders will
benefit in that the SPV's cash flows will be
more rebust.

Disadvaniages of project leasing

The main disadvantages are as follows:

* The introduction of further complexity to the
negotiation and documentation of projects.
Often additional consents will be required
from the host government in BOT projects
where project assets are to be owned by a
third party (the lessor) and a direct agree-
ment may be required in order to ensure that
the leased assets remain available on termi-
nation of the concession (see Chapter 7).

* The introduction of a third-party owner of key
project assets (ie the lessor) will raise con-
cerns with project lenders as to the credit-
worthiness of the lessor and whether the
lessor company is itself a single-purpose com-
pany, leading project lenders to require secu-
rity over the leased assets (particularly where
they are key assets of the project business).

* The owner of the leased asset will have rights
to terminate the leasing and to repossess the
asset in circumstances defined in the lease
{eg default termination). Such rights will
need to be controlled through intercreditor
arrangements with the project lenders.

The lessor may require security over the
SPV's assets in circumstances where the

lessor is taking project risk. This wili lead to
the need to agree priorities and subordina-
tion with the project lenders (see Chapter 7).

* Early termination of the leasing may result in
an obligation to pay termination fees to the
lessor and in a clawback of the depreciation
allowances from the lessor, leading to a
direct claim on the SPV. The SPV will also
face claims from the providers of any guaran-
tee, letter of credit or security which is called
as a result of the termination.

* The terms of the leasing may impose addi-
tional performance and financial obligations
on the SPV (eg indemnities to the lessor)
leading to increased costs and liabilities or
contingent liabilities.

* Changes in tax law or its interpretation may
lead to unexpected financial burdens falling on
the SPV which would not have occurred had
leasing not been used as a method of financing.

Conclusion

The technique of project leasing can be used in
BOT as well as other projects. Although there
are a number of disadvantages of project leas-
ing, there are well-established methods of deal-
ing with most of these in the course of
structuring and documenting the project
financing without materially increasing the
risks on the SPV,

Those risks that remain (eg related to
increased obligations and consequences of
changes in taxation laws or their interpretation)
need to be analysed by both sponsors and
lenders and weighed against the cash flow or
other advantages of the project lease, Generally
this exercise is better undertaken as part of the
initial modelling and analysis of the praoject so
that all parties consider the effects of the use of
leasing and alternatives (such as, in the UK,
consortium relief) from the outset. While,
depending on the jurisdictions, the benefits of
leasing can be obtained if the leasing is inserted
in the structure after the initial financing has
been put in place, it has in practice proved
more difficult to introduce at a later stage.
Where, as in the UK, project leasing in one or
other form is extensively used, the economic
advantages may be assumed to have out-
weighed the perceived risks.
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DEVELOPMENT FINANCE INSTITUTIONS

When we speak of multilateral institutions in
the context of financing BOT projects, we are
usually referring to developrent finance insti-
tutions (DFIs), which play an important role in
infrastructure projects in the emerging markets.
DFIs are by definition limited to projects in
developing countries, and central to all DFIs is
a common remit or mandate to assist in the
development of the markets in which they oper-
ate. In this respect their objectives contrast
with those of export credit agencies (ECAs),
the primary focus of which is to promote the
development of export markets for national
industries, thus fostering their national econ-
omy. Whereas ECAs are country-specific, most
of the DFIs involved in the larger project
financings are multinational and hence not tied
to the interests of any one country or govern-
ment. ECAs are discussed in detail in the fol-
lowing section of this chapter.

This section briefly discusses the general
characteristics of DFIs and what they are able
to contribute to a multi-sourced project financ-
ing. Whether a project is developed as a BOT
project or as a non-concession based one will
make little difference to a DFI's approach
(except to ensure that the length of the conces-
sion is sufficient to cover their loan repayment
period). Hence, this discussion will deal. with
DFI involvement in all project financings, not
specifically BOT projects. It also covers certain
DFIs in some detail, highlighting the history,
objectives and current role of the International
Finance Corporation (JFC), the European Bank
for Reconstruction and Development (EBRD),
the Asian Development Bank (ADB) and the
European Investment Bank {(EIB).

Details of the political risks cover offered
by the DMultilateral Invesiment Guarantee
Agency and the World Bank are included later
in this chapter.

What are DFIs?

At their very simplest, DFIs are creations of
governments mandated to assist in the develop-
ment of the economies of those countries in
which they operate. This assistance usually
takes the form of loans to commercially viable

projects in the developing world; currently,
there is an increased emphasis on private sec-
tor investment over that in the public sector.
DFIs are usually creatures of treaties entered
into by governments and are sponsored by multi-
governmental institutions such as the World
Bank or the European Union. Treaty members
are divided roughly between donor countries
{being developed countries that provide or guar-
antee the bulk of the DFI’s capital) and recipient
countries (being developing countries in which
the projects are carried out). Although often
viewed as aid organisations or part of aid pro-
grammmes, most DFI financing is in the form of
non-concessionary rate funding and is geared
towards commercially viable projects, with only
a small portion of the DFIs’ portfolios reserved
for aid or concessionary financing for certain
sectors or countries. Where this concessionary
financing is available, it normally takes the form
of low interest rate loans with very long tenors
(often referred to as ‘soft loans”). In most of the
large multi-sourced project financings, however,
DFI interest rates are no lower than those
charged by the comrercial banks, and it is not
uncommon to see them slightly higher. In addi-
tion to loans, most DFIs are willing to consider
taking an equity stake in a project, again in a
declared effort to provide another source of
finance and to contribute to the development of a
shareholding culture in the host country.

The role of DFls in project financing

DFIs’ raison d’étre of assisting in the develop-
ment of emerging economies raises the issue of
what they can bring to a multi-sourced project
financing and whether their involvement will
hinder the objectives of the other lenders. If a
DFT’s sympathies are allied to the local econ-
omy and if its primary interest in becoming
involved in a project is not driven by a profit
motive, could it not be a divisive force among
lenders by overtly supporting the sponsors’
and/or the host government's objectives? This
question, if not articulated, is at least on the
minds of many commercial banks in projects
that have DFI involvement. The answer is more
equivocal than yes or no: it is true that DFIs will
ofien support a sSponsor's or government's posi-
tion on an issue, but this is usually offset by the
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political comfort, country knowledge and ‘cat-
alytic’ benefits DFIs bring to a project.

Whether by virtue of treaty provisions or
practice, most DFIs will have a close relationship
with the host government. Such governments
generally accept that DFIs are interested in help-
ing their economies and they are consequently
often perceived in a better light than other for-
eign financiers. As such, a DFI may have better
access to, and receive a more sympathetic hear-
ing from, government functionaries. Many DFIs
have set up local representative offices and have
been making investments in developing countries
for years longer than foreign commercial lenders.
While not always the case, they may have a bet-
ter knowledge of local politics, bureaucracy, legal
constraints and business customs than their co-
financiers in a project,

The natural cutgrowth of these relationships
and this knowledge is what the IFC terms the
‘honest broker role’. By being close to host gov-
ernments, by understanding the sponsors’ cbjec-
tives (often by being a shareholder in the SPV)
and by having similar concerns to the other
lenders, DFIs are uniquely placed to act as a
mediator or arbitrator in a project. This role, in
tumm, is inextricably linked to what DFIs view as
their main non-financial contribution — the
‘added value’ or ‘additionality’ they bring to a
project. As their involvement is not intended to
take the place of commercial lenders, DFIs try to
carve out a niche for themselves by emphasising
the catalytic effect they can have on a project.
For the reasons mentioned earlier, their involve-
ment may convince commercial banks, ECAs,
local investors and/or governments to take an
interest in a project which they might not have
without the DFI being present.

Being tied to its member countries by the
arrangements in their treaties or constitution,
DFIs contribute another level of political com-
fort to complement the political risk cover pro-
vided to the commercial banks by the ECAs.
This political comfort is more intangible than
political risk insurance in that a DFT will not
give any specific assurances to other lenders,’
the sponsors or the SPV that DFI involvement
will protect them from political events. Rather,
it is the presence of a DFI in a financing that
may give those parties some comfort that the

DFI will be able to exercise a degree of influ-
ence over the decisions of a host government.

DFls active in project finance

International Finance Corporation

The IFC is part of the World Bank Group and
was created in 1956 after the World Bank saw a
need to assist the private sector in developing
countries. As at June 1997, there were 172
member countries of the IFC that had adopted
its objectives and accepted its constitution as
set out in its articles. In contrast with the World
Bank, the IFC can only lend to private enter-
prise and all lending must be without the direct
support of any governmental guarantee. This
principle of adopting a business approach and
taking full commercial risk without government
guarantees became the first of three guiding
principles for the IFC. The second is to play the
role of honest broker between management,
investors and government, and the third is to
play a catalytic role, investing only in those pro-
jects where ‘sufficient private capital is not
available on reasonable terms’.

In its attempt to achieve these objectives,
the IFC views itself as a neutral investor, work-
ing with the sponsors and protecting the inter-
ests of all parties. The IFC also requires greater
transparency in the project structure and docu-
mentation and a higher level of corporate dis-
closure from sponsors, There is an emphasis on
high standards of due diligence and investment
selection and, in return, sponsors have a lender
that is willing to take greater political and coru-
mercial risks in a project, often providing loans
with longer maturities than would be available
from other lenders.

The IFC's conditions of investments are set
out in its articles, the highlights of which are
that the IFC:

» will not finance a project if sufficient private
capital is available on reasonable terms;

* will not invest if the host government
cbjects;

* will not impose conditions that funds be
spent in any particular country;

¢ will not assume responsibility for managing
any enterprise or exercising voting rights in
respect of management for any purpose
within management’s control; and
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» will seek to revolve its equity funds by selling
to the private sector on satisfactory terras
when appropriate.

The IFC's greatest involvement in projects is
on the debt side by way of financing its ‘A loan’
facility and arranging participation in its ‘B loan’
facility. The A loan facility is funded from the
IFC's own resources, whereas the B loan facility
is a participation arranged by the IFC for a fee.
The IFC will not arrange a B loan unless there is
also an A loan component. The IFC markets the
B loan as falling within the IFC ‘umbrella’. While
the IFC's investients are not (by virtue of its arti-
cles) free from a country's foreign exchange
restrictions, regulations and controls in force,
none of the IFC's loans, including the portions
held on account of commercial bank B loan par-
ticipants, have ever been included in a country’s
general rescheduling of its debt. This has proved
to be an effective marketing tool, emphasising
the IFC’s influence in developing countries and
thus giving comfort to its B loan participants.

Originally, the IFC was not allowed to invest
in equity. That prohibition has now been
removed although, as noted above, the IFC will
not become involved in the day-to-day manage-
ment of an SPV and will vote its shares in an
SPV, or exercise its directorships, only in cer-
tain limited circumstances relating to broad
policy matters. The exception would be its
directorships in capital market institutions or
investment funds specifically promoted by the
IFC. The IFC resists paying a premium on
shares in a greenfield project and seeks to have
an exit available for its equity in all projects.

Finally, the IFC will also often act as finan-
cial adviser to an SPV, advising on structuring
and sourcing of finance for the project. It is this
rote that has led to criticism from some invest-
ment banks, which have recently cormplained
that the IFC is usurping their traditional role.

European Bank for Reconstruction oand
Development

Whereas the IFC has a global investment focus,
the EBRD is a multinational institution set up
with the specific aim of assisting the countries
of central and eastern Europe. Also in contrast
to the IFC, the EBRD is able to fund both pub-
lic and private sector projects.

Established in 1991, the EBRD was created
to assist the countries of the former Soviet
Union and those within its erstwhile sphere of
influence to transform their command
economies to market-oriented ones. As at
December 1996, the EBRD’s mermbership com-
prised 58 countries, the European Union and the
European Investment Bank. It provides advice,
loans and equity investment and debt guarantees
to qualifying applicants in order to promote pri-
vate and enfrepreneurial initiative and foster the
transition towards democracy and rarket-ori-
ented economies in those countries in central
and eastern Europe that are members of the
Bank. The focus is on project-specific direct
financing for private sector activities, restructur-
ing or privatisation, or financing infrastructure
that supports these activities. Not less than 60
per cent of its funding is directed to private sec-
tor enterprises or to state-owned enterprises
implementing programmes to achieve private
ownership and control; not more than 40 per
cent of its funding is directed to public infra-
structure or other public sector projects.

There is an emphasis on co-financing in pro-
jects in which the EBRD is involved. The EBRD
will limit its involvement in a project to a maxt-
mum of 35 per cent of the total project cost,
whether the project is a greenfield one or the
expansion of an existing enterprise. Significant
sponsor support is generally required, both in
high equity contributions (typically 2:1 debt:equity
ratio) and completion support during the con-
struction stage. Like the the IFC, the EBRD has
facilities either to lend on its own balance sheet
or to syndicate a participation but, unlike the IFC,
the EBRD has a treaty requirement that EBRD
debt will not. form part of the general reschedul-
ing of a member country’s foreign debt.

The EBRD does not have any requirement
that goods and services be procured in any
member countries. Instead, the EBRD has
developed two thresholds over which there
must be an open and fair competition for
goods, works and services procured under
EBRD-financed operations without discrimina-
tion between local and foreign firms. The
threshold for goods and services is ECU0.2 mil-
lion and for works is ECUS million. The EBRD
can provide loans, equity or guarantees. The



loans are in hard currency and vary between
secured, unsecured, subordinated, convertible
or equity-linked loans with a maximum matu-
rity of 10 years for commercial enterprises and
15 years for infrastructure projects. Both fixed
and floating rates are offered.

An equity investment can be either in ordi-
nary or preference shares or quasi-equity: sub-
ordinated loans, debentures, income notes or
redeemable preference shares. Again similar to
the IFC, the EBRD will seek to have a clear exit
route and will not take a controlling interest or
direct responsibility for managing an enterprise
as a sharehcolder. For smaller projects the
EBRD has established a number of regicnal
funds which will take equity and quasi-equity
stakes in small to medium-sized private enter-
prises. These funds will then source smaller
investments which meet the EBRD's standard
guidelines; the EBRD retains the right to veto
any of the funds’ proposed investments.

The EBRD also offers various types of guar-
antees, ranging from all-risk guarantees to par-
tial risk-specific contingent guarantees. But the
risk must be gquantifiable and the credit risk
must be acceptable,

Finally, the EBRD offers advisory services
to potential borrowers and central and eastern
Eurcpean governments. It has technical coop-
eration resources available to assist an SPV in
financing project preparation and implementa-
tion. Also, the EBRD can help to identify eligi-
ble projects and secure additional funding for
projects from public and private sources.

Asian Development Bank

The ADB began operations in 1966 with the aim

of promoting the economic and social progress of

its developing member countries (DMCs) in the

Asian and Pacific region. The ADB is owned by

the govermments of 40 countries from the region

and 16 countries outside the region. The DMCs
number 37. The ADB's principal functions are:

» {0 provide loans and equity investments for the
economic and social advancement of DMCs;

* {o provide technical assistance for the prepa-
ration and execution of development projects
and programmes, and for advisory services;

* to promote the investment of public and pri-
vate capital for development purposes;

+ to respond to requests for assistance in coordi-
nating DMC development plans and policies;

* to cooperate with the United Nations and
other international organisations and institu-
tions which also provide loans, and give or
invest funds in the region; and

¢ to support other development activities.

The majority of ADB financing is designed
to support specific projects. The ADB's Charter
contemplates cooperation with other interna-
tional and national bodies to promote invest-
ment in the region, and the ADB co-finances
development projects with traditional aid
donors, aid agencies, ECAs and the commercial
sector. Like the EBRD, the ADB is able to fund
both public and private sector projects. In its
early years, the ADB concentrated on public
sector project lending, with agriculture and nat-
ural resources taking priority. Over time, the
scope of the ADB’s operations has expanded to
include the energy, financial, industrial, non-
fuel minerals, social infrastructure and trans-
port and communications sectors.

The ADPB’s financial resources consist of
ordinary capital resources, borrowings and spe-
cial funds, including the Asian Development
Fund (ADF), which comprises contributions
from member countries and net income. In the
early years of operation, the ADB's capital was
the major source of funds for ordinary capital
resources lending, but since the early 1980s
borrowings have accounted for a greater share
than capital and reserves, Technical assistance

_is funded by the ADB through grants, loans or a

combination of the two. The major cbjectives
of the ADB’s borrowing and liability manage-
ment strategy are to ensure the availability of
long-term funds for Iending operations, to fund
the liquidity portfolio and to minimise the cost
of borrowing for the ADB and the DMCs.
Loans from ordinary capital resources tend
to be made to member countries which have
attained a somewhat higher level of economic
development. These loans carry a variable
interest rate reflecting the cost of the ADB's
borrowings from the capital markets. Loans
from the ADF are made on highly concession-
ary terms and almost exclusively to the poor-
est DMCs with low per capita gross national
product and limited capacity to repay debts.
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These include interest-free loans, repayable
over 3b to 40 years with a service fee of 1 per
cent per year.

Normally, all loans made to DMCs are gov-
ernment guaranteed. The ADB will lend to pri-
vate companies without a government
guarantee for projects that produce essential
items or provide vital services. Similarly to the
EBRD, the ADB does not provide majority
Tunding for private sector projects and is not
able to take on responsibilities associated with
ownership, except if this is necessary to safe-
guard its investment. Where the ADB makes
an equity investment in a private company, it
will try to sell its equity at a fair price as soon
as possible.

Furopean Investment Bank
The EIB was set up in 1958 under the Treaty of
Rome. It is the European Union’s financial insti-
tution owned by the members of the EU. It
operates on a non-profit making basis, granting
loans and giving guarantees which facilitate the
financing of the following projects in all sectors
of the economy:
s projects for developing less-developed regions;
» projects for modernising or converting under-
takings or for developing fresh activities
called for by the progressive establishment of
the common market, where these projects are
of such a size or nature that they cannot be
entirely funded by the various means available
in the individual member states;

* projects of common interest to several mem-

ber states, which are of such a size or struc-
ture that they cannot be entirely financed by
the various means available in the individual
member states.

The EIB’s main task is to promote balanced
development within the EU, completion of the
EU’s internal market and greater competitive-
ness of the EU's economy. In this sense, it is dis-
tinguished from the likes of the IFC, the EBRD
and the ADB. Whereas those institutions invest
in developing countries only, the EIB invests in
the member countries of the EU — not really
emerging markets. However, the similarities are
found in the preponderance of EIB investrnents
in the poorer EU countries and the least-devel-
oped areas of the richer EU countries. The

objects of the EIB are the same as those of the
other DFls - to promote development.
Although the EIB’s initial capital was pro-
vided by its member countries, its funding is by
way of borrowing on the capital markets. The
EIB is the world’s largest non-sovereign bor-
rower and enjoys a triple A credit rating. The
benefit of this credit rating (in the form of
lower interest rates on its own borrowings) is
passed on to borrowers who enjoy rates of
between 30 and 50 points over sterling gilts.
The EIB is not limited to financing projects
within the EU. While most EIB funding goes to
EU members, the EIB will also lend to capital
projects outside member countries if there is a
perceived direct benefit to the EU. This latter
programme has a rather wide remit — together
with the EU countries, the EIB offers finance to
projects in 120 countries worldwide. Qutside
the EU, the EIB helps to implement the financial
aspects of EU cooperation policies with non-
member countries. For example, the EIB has
financial protocols with a number of non-mem-
ber Mediterranean states. Each protocol is on a
bilateral basis and each lists 2 number of prior-
ity areas or sectors for EIB funding. The result
has been a significant involvement by the EIB in
infrastructure projects in these Mediterranean
countries, with an emphasis on transport,
telecommunications, energy and the environ-
ment. In setting its interest rates for these pro-
jects, the EIB does not differentiate between
type of project, location, economic sector or the
nationality or status of the borrower. The lack
of any distinction is largely because the proto-
cols provide for subsidised interest rates, which
subsidies are then passed on to the borrower.
Further, the protocols usually provide for a gov-
emment guarantee of the loan.
The key features of the EIB’s other infra-
structure financings are:
* maturities up to 25 years with long grace
periods;
*+ fixed, floating or convertible rates of interest;
* cwrrency availability; and
¢ a willingness to lend up to 50 per cent of the
project costs (although usually limited to 35
per cent for infrastructure projects).
It is the EIB’s policy not to take construc-
tion risks in infrastructure projects and so there



is a requirement for third-party guarantees dur-
ing construction. In addition, the host govern-
ment must approve the project. There is no
requirement for the SPV to procure goods or
services in any £U member country.

It is common for the EIB to provide its fund-
ing through intermediaries, particularly for
smaller projects. The EIB operates a pro-
gramme of global loans, being funds lent to a
financial institution which then on-lends the
money to small or medium-sized enterprises in
compliance with EIB lending criteria. In this
sense the programme is similar to one offered
by the EBRD. Secondly, the EIB dees not make
equity investments in projects; instead, risk
capital is made available by way of loans to spe-
cialised financial institutions who in turn will
make direct equity investments in EIB-
approved projects.

Historically there has been a greater empha-
sis on lending to the public sector rather than
the private sector, although this practice has
changed somewhat in the past few years as the
EIB has shown a greater willingness to lend
directly to the private sector. The question
remains whether, if the EIB is to take on more
commercial risk, it is to increase its due dili-
gence capabilities for analysing a project.

EXPORT CREDIT AGENCIES AND
POLITICAL RISKS INSURANCE

An export credit agency (ECA) is a government,
entity established with a view to promoting and
supporting exports by manufacturers operating
in its own country. Essentially, an ECA protects
exporters or their financiers against a default in
payment by buyers of goods, whether the
default is due to commercial or political causes.

In practice, an ECA serves the following pri-
mary purposes for its government:

1 It provides an economic advantage to
exporters; because of ECA support,
exporters are willing and able to offer more
competitive business terrs.

2 It can satisfy local political needs; principally
this arises out of the preservation of employ-
ment in the home economy.

3 It can assist in the diplomatic aims of the
relevant government; where an ECA sup-

ports exports to a particular country, this
can enhance the political relationship with
that country.

OECD guidelines

In order to create an orderly market in ECA-

supported financing of exports, all OECD coun-

tries that have official ECAs (other than Mexico
and Turkey), as well as certain non-OECD
countries, are party to the ‘Arrangement on

Guidelines for Officially Supported Export

Credits’ (the ‘Arrangement’, also referred to as

the ‘Consensus’j of April 1978. The Arrange-

ment applies to officially supported export
credits relating to contracts for the sale of
goods and/or services, and to leases of equiva-
lent effect, which in each case have a repay-
ment term of two years or more. Special
guidelines, not covered here, apply to export
credit support for ships, nuclear power plants,
other types of power plants and aircraft. The
Arrangernent does not apply to exports of mili-
tary equipment and agricultural commodities.
The basic terms and conditions of the

Arrangement (which is currently subject to

review) can be summarised as follows:

* Cash payments. The buyer must make a cash
payment of af least 156 per cent of the export
contract value before the ‘starting point’ (ie
the delivery date of goods under a sale of
goods contract or the completion of con-
struction under a construction contract,
unless the supplier has a contractual respon-
sibility for commissioning in which case the
‘starting point’ is the completion of prelimi-
nary operational tests).

- ¢ Repayment term. The maximum repayment

term for supported export credits is eight-
and-a-half years for relatively rich and most
intermediate countries, and 10 years for
some intermediate and all relatively poor
countries. ’
* Repayment. Repayments of principal of a
supported export credit should be equal and
made at regular (at least six monthly) inter-
vals, the first repayment to be not later than
six months after the ‘starting point’.
Interest. Interest should not normally be cap-

italised during the repayment term and
should be payable at least every six months,
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commencing not later than six months after
the ‘starting point’.

Minimum interest rate. Support consisting
of direct credit, refinancing or interest rate
support (see further below) must apply a
minimum interest rate based on the Commer-
cial Interest Reference Rate (CIRR). This rate
is quoted monthly in different currencies
closely corresponding to the market rate for
long-term, fixed rate export finance for first-
class corporate borrowers of that currency.
Content requirements. ECAs should not sup-
port credit for more than 100 per cent of the
value of the goods and services exported,
including goods and services supplied by
third countries.

Commitments. ECAs may not fix credit
terms for a period of more than six months in
advance.

Tied and particlly untied aid financing. ECAs
must give notification to the other parties to the
Arrangement if they intend to support tied aid
financing (ie grants or concessionary loans or
other financing that is tied to the procurement
of goods and/or services from the donor coun-
try) and partially untied aid financing (ie grants
or concessionary loans or other financing that
is tied to the procurement of goods and ser-
vices from the donor country and a restricted
number of other countries).

Derogations. Certain derogations from the
provisions of the Arrangement are permitted,

subject to prior notification to other parties
to the Arrangement and subject to those
other parties having the right to match the
credit terms and conditions so notified. Par-
ties to the Arrangement also have the right to
match credit terins and conditions offered by
ECAs which are not parties.

ECA support

The various ECAs offer a broad range of prod-
ucts and services. The forms of support most
commonly available which are relevant to the
financing of BOT projects are detailed in the
following sections.

Buyer credits

The basic structure of a buyer credit support

arrangement (see Exhibit 6.1) is as follows:

1 The exporter and the SPV enter into a con-
tract for the supply of goods on terms that
the goods are paid for in full at the outset.

2 One or more cormercial banks or the ECA
enter into a loan agreement with the SPV
whereby they agree to lend to the SPV up to
85 per cent of the contract price. Each ECA
will have a minimum national content require-
ment which it will support, or to put it another
way, there will be maximum limits for third
country content and content of the importer’s
country, for the contract or that part of the
contract value. The proceeds of the loan are
-paid directly to the exporter as a part payment

Exhibit 6.1
BUYER CREDIT
Supply contract
Exporter [ - Spy
Loan agreement
loan proceeds
Support agree-
ECA/Banks ment/guarantee Banks/ECA




under the supply contract against qualifying
certificates certifying that the goods or ser-
vices have been shipped or delivered or that a
certain stage of work has been reached.

3 Where the ECA is not the sole lender, the ECA
enters into a support agreement with the com-
mercial banks under which it guarantees or
insures the obligations of the SPV under the
credit agreement. This may be in respect of a
failure by the SPV to pay by reason or speci-
fied political risks manifesting themselves or
by reason of stated political risks of commer-
cial risks manifesting themselves. Where the
ECA is the sole lender but is not assuming 100
per cent of all commercial and political risks
of the SPV not meeting its liabilities under the
credit agreement, the ECA should benefit
from a guarantee from those entities bearing
the balance of the risk. The ECA may provide
guarantees for or be exposed for differing per-
centages of losses depending on whether they
arise from political or commereial risks.

The above is a generic description and each
country's system will differ in detail.

Pure cover

‘Pure cover’ is the term used to describe support
given by an ECA to an exporter or bank by way
of guarantee or insurance, without any other
financing support in addition (see further below).

Other financing support

ECAs can make available more direct forms of

financing support, including:

* Refinancing. Here the ECA will agree to refi-
nance the initial commercial bank funding
after a given period.

* Interest rale support. Here the ECA provides
interest make-up subsidies, whereby the ECA
will make up any shortfall between the rate of
interest required by lending banks (normally a
floating rate) and the agreed benchmark rate
of interest (normally a fixed rate) payable by
the SPV, Conversely, any excess of the agreed
rate over the banks’ rate will be paid by the
5PV directly or indirectly to the ECA. In many
countries, interest rate support is provided by
a different entity from the ECA.

» Performance bond risk cover. Here an ECA
will provide insurance against loss sustained

by a seller as a result of an improper claim by
the SPV under a performance bond provided
on behalf of that seller.

* Investment tnsurance. An ECA might pro-
vide insurance against losses in respect of
investments in overseas entities which result
from political events. Political risks are dis-
cussed further later in this section.

Project finance

Traditionally, ECAs have tended to support
short- and medium-term, single-source finance,
often backed by a sovereign guarantee. More
recently, however, ECAs have demonstrated
considerable flexibility in adapting their prod-
ucts and can now offer support for longer-term,
multi-sourced and limited recourse financing
which is characteristic of large-scale BOT infra-
structure projects. The nature and extent of the
support available varies according to the ECA
and will always be tailor-made to the individual
project. It might be in the form of one or more
of the types of support referred to above, with
or without some adaptation,

ECAs will often wish to conduct their own
assessment and analysis of the commercial,
legal and other risks inherent in an individual
project. This may require the appointment by
the ECA of its own consultants to provide legal,
financial and other specialist advice. For this
reason, and because of the ECA's own resources
that will need to be committed to each individ-
ual project, many ECAs are unwilling to support
projects below a threshold capital value.

Most ECAs will require some risk sharing by
the commercial lending sector and by equity
investors, and possibly by other ECAs. Some
ECAs are willing to take pre-completion project
risk, although others are not. Some will provide
support in respect of both commercial and
political risks, while others will cover political
risks only. These issues are addressed in more
detail later in the section.

Insurance/guarantees

Some types of support offered by ECAs might,
technically, am(;unt to the provision of insur-
ance, while others can be characterised as guar-
antees. The two terms are often used
mterchangeably when referring to ECA support,
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but it can be important to distinguish them
(though the distinction is often a fine one). The
importance of the distinction will depend on the
law governing the ECA support agreement.
Under English law, a contract of guarantee has
an established body of law applicable to its inter-
pretation, validity and enforceability. The princi-
ples of the English law of guarantees are
generally protective of the guarantor (in this
context the ECA), and a whole host of events
can operate to release the guarantor from its
obligations (for example, a change to the under-
lying financing agreements without the guaran-
tor's consent). Consequently the guarantee
document (ie the support agreement) will nor-
mally provide that the occurrence of any one of
these events will not operate to release the guar-
antor. A contract of insurance, cn the other
hand, is under English law a contract ‘of the
utmost good faith’ and imposes on the insured
party (ie the beneficiary of the ECA support)
certain duties of disclosure to the insurer (ie the
ECA). Essentially, if the insured fails to disclose
material information to the insurer, the insurer
has the right to avoid the contract.

ECA premia and recourse
An ECA will charge a fee or premium for the
provision of support. The amount of the pre-
mium should normally reflect the ECA’s evalua-
tion of the risks involved in giving the support in
terms of the jurisdictions involved, the nature of
the project, its duration and the types and scope
of the risks to be covered. The ECA will nor-
mally enter into a premivm agreement with-the
exporter or commercial banks setting out the
amount of the premium and the basis on which
it is to be paid, which may be by instalments.
The setting of premia has long been an issue
of contention. As it falls outside the scope of the
Arrangement, ECAs have considerable flexibility
in setting premia. Many commentators believe
that ECAs have used this flexibility to enhance
the appeal of their services and therefore their
local exporters, and that this has led to an erosion
of the intentions behind the Arrangement of cre-
ating an orderly market. The issue of premia is
currently under review at EU level with a view to
obliging ECAs to set their premium rates by refer-
ence to their evaluation of the risks.

It should be noted that where an ECA paysa
claim under its support agreement which has
been caused by the default of the seller, the
ECA will often reserve the right to claim against
the seller for all or part of its loss, depending on
the practice of the particular ECA.

Risks

As stated earlier, depending on the ECA, cover
can be provided against certain commercial
risks, certain polifical risks or both.

Commercial risks

Commercial risks are probably best described
as the risks of loss associated specifically with
the individual SPV. These include payment
default by the SPV which is not attributable to a
political risk and also insolvency-related events.

_ Political risks

Political risks, on the other hand, are those asso-
ciated with a particular jurisdiction and its politi-
cal environment generally. As outlined in Chapter
2, potential lenders to or investors in a project
will invariably assess the risks associated with
implementing the project in a particular jurisdic-
tion. Political changes that occur during the life of
a project in the host jurisdiction could have a seri-
ous and adverse impact on the ability of the SPV
to repay its debts and to provide its investors with
the required rate of return on their investment.

- The type of jurisdiction-related or ‘political’ risks

with which the parties to a project might be con-
cerned fall into the broad categories of expropria-
tion; exchange control; and war/political violence.
Each ECA will, however, have a differing scope of
risks it will cover under each heading.

Expropriation

This category includes acts of the host govern-
ment that have the effect of depriving the SPV
of its ownership of the project facilities, or the
ability to control or operate or to dispose of the
project facilities. Such acts might include the
expropriation or nationalisation of the project
facilities, or the termination of the concession.
Legal and regulatory risks are generally
grouped with expropriation and are sometimes
referred to as ‘creeping’ expropriation. This
would cover changes of law or regulation



which are specific either to the project or the
industry sector in which the project operates.
These legal and regulatory risks might include:
= the revocation or alteration of essential gov-
ernment licences, concessions and perrmits;

the imposition of import or export restrictions;

¢ changes in the tax regime;

* the imposition of more stringent environmen-
tal requirements;

* the imposition of regulatory controls gener-
ally, which might be seen as a cheaper alter-
native to nationalisation;

* measures that prevent the project having
access to necessary infrastructure support;

* the imposition of employment controls, for
example on the employment of non-nationals
in connection with the project;

* the introduction of an obligatory participa-
tion at government or local level;

e restrictions on the production level of the
project facilities, normally imposed in order
to favour other local industries;

¢ deregulation risk where the industry sector is
effectively privatised;

s social policies.

The very limited extent of creeping expro-
priation risk cover ECAs are willing to provide
is a contentious issue.

Exchange control

There are probably three main types of cur-

rency-related political risks which might be rel-

evant to a BOT project financing:

= Inconvertibility. Participants in the project
might be unable to convert local currency
into a hard currency for the purpose of
repaying debt and repatriating equity contri-
butions on sale or liquidation and paying
interest on debt and returns on equity.

* Restrictions on remittances. This is where
the host government places restrictions on
moneys being taken out of the host country.
These restrictions might take the form of
additional procedural requirements, a cap on
the amount of the remittances or a complete
bar for a certain period.

* Discriminatory exchange rates. Here the
host government might impose a rate of
exchange of the local currency for the
required hard currency that discriminates

against lenders to or investors in the project.

It should be noted that adverse movements

in exchange rates are generally considered to

be financial risks of the project, rather than
political risks.

War and political viclence

This category includes losses due to war in
which the host government is a participant, or
revolution or insurrection in the host country
itself. This might also include other forms of
civil strife, terrorism and sabotage.

Structures for political risk mitigation

There are a number of structural considerations
which should be taken into account in attempt-
ing to minimise the potential impact of political

-risks on the project. These include:

o Inwolvement of development finance instily-
tions and bilateral institutions. Experience
has shown that projects in which certain
development finance institutions and bilat-
eral institutions are participants, particularly
the World Bank and its associate the Interna-
tional Finance Corporation, are less likely to
default in making payment, whether for corm-
mercial or political reasons.

*» BOT structures. It is arguable that a BOT
structure is less likely to prove politically
sensitive than, for example, a BOO structure,
given that the project facilities will ultimately
revert to the host government.

+ Contractual provisions. Where a project can
generate an income stream in a hard cur-
rency, particularly where the hard currency is
generated outside the host country, the pro-
ject lenders and investors might be able to
control and retain the hard currency offshore
and apply it directly in discharge of the SPV’s
payment obligations to them. It is also likely
to assist lenders and investors if the financ-
ing documents (including the sponsor sup-
port documents) are governed by a law other
than local law., Also, to protect against cur-
rency risks, a provision might be inserted
that ties the local currency prices of the
product of the project to an exchange rate
based on a basket of currencies. Additionally,
adjusting the output price to reflect adverse
local tax increases might protect project rev-
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enues from certain regulatory changes.

» Undertakings. Undertakings could be sought
from the central bank of the host country to
the effect that foreign exchange will be avail-
able to enable the SPV to meet its hard cur-
rency payment obligations. The host
government could also be required to give
assurances in relation to expropriation and
undertakings that compensation will be paid
if the assurances are breached.

» Commercial insurance. Some insurance
cover against political risks might be available
in the insurance market. Commercial political
risk insurance is discussed further below.

Project financing support from the major ECAs
Set out in the following sections is an outline
of the types of support that certain of the
major ECAs are able, in principle, to provide to
a BOT project.

United Kingdom: ECGD

Project finance

The Export Credits Guarantee Department is

becoming increasingly involved in project

finance, particularly since the re-launch of the

Project Finance Scheme in 1994. The key fea-

tures of ECGD support are as follows:

* The project financing scheme is based on
buyer credit techniques.

¢ ECGD can provide up to a 100 per cent guaran-
tee of the export credit loan value against
losses arising from both political and commer-
cial events either in the pre-completion or post-
completion stage, or political risk cover only
pre-completion and post-completion. The latter
cover protects lenders against non-payment
directly caused by reason of specified political
causes of loss, to be determined case by case,
but which may include the following:

— war and other disturbances;

— currency transfer;

— general moratorium,

— expropriation;

— events within the United Kingdom, such
as the cancellation or non-renewal of any
export licence;

— default by the host government in fulfill-
ing its payment obligations.

All the above events are subject to the

ECGD being satisfied that the event was
not instigated or provoked by the SPV or
any of its shareholders (other than the host
government).

* Although each project will be considered on
an individual basis, to give an all-risks guar-
antee the ECGD will normally require:

— some international commercial bank
finance to be available on the basis of the
same security as that offered on the
ECGD-backed finance;

— acceptable performance and financial
obligations of the host government, the
sponsors, contractors, operators, off-tak-
ers and so on;

— a satisfactory independent appraisal of
the project’s feasibility and viability;

— some recourse against the project spon-
sors and other key project participants in
limited but clearly defined circumstances
and amounis;

— at least 25 per cent of the project’s total
capital costs should be financed in the
form of equity or its equivalent, such as
subordinated loans;

— the involvement of a development finance
institution such as the International
Finance Corporation, the European Bank
for Reconstruction and Development or
the Commoenwealth Development Corpora-
tion and/or a preliminary investment grade

. rating will also be seen as positive factors.

« ECGD's participation will usually be
restricted to loans representing not more
than 40 per cent of the total project capital
requirements, and all lending cover by ECAs
should not normally exceed 60 per cent of
total project capital costs;

s Only projects with a minimum UK export
credit loan value of at least $20 million will
normally be considered, though the ECGD is
fairly flexible in respect of this requirement.

Investment insurance

ECGD is prepared to provide political risks
insurance of new investments in overseas enter-
prises. Investments which can be insured
include not only subscriptions for shares, in
cash or in kind, but also loans and loan guaran-
tees (not related to an export) advanced under a



formal agreement. The insurable political risks
include certain types of expropriation, war and
restrictions on remittances, with other political
risks being subject to negotiation case by case.

Germany: Hermes and C&L Deutsche Revision.

Project finance

Hermes Kreditversicherungs-Aktiengesellschaft

(‘Hermes”) and C&L Deutsche Revision

Aktiengesellschaft Wirtschaftspriifungsgesell-

schaft (‘C&L Deutsche Revision”), a consortium

of which Hermes is the leading partner, has
been involved in providing cover for project
financing since 1988. The main features of the
project finance support available are as follows:

* Generally, the support available for other types
of export credit can be applied to a project
financing. In particular, export credit cover,
buyer credit cover and preshipment risk cover
{which protects the exporter from the inability
to complete or deliver the goods for political or
economic reasons) are normally the most
appropriate, though others are available.

* Direct loans may be granted through any Ger-
man bank.

* 100 per cent cover is not available, though
cover is given in respect of commercial and
political risks.

* Political risk cover will generally include:

— legislative or administrative measures, war,
riots and revolution in the host country;

— the non-conversion and non-transfer of
local currency as a result of restrictions
placed on international money transfer;

— the loss of entitlement to payment due to
the inability to fulfil contractual obliga-
tions for political reasons;

— the loss of goods due to events caused by
political circumstances before the risk
passes to the buyer.

* Foreign exchange risk insurance is available
for certain currencies.

* The following criteria must be satisfied:

— the goods and services financed must be
supplied to an independent economie unit,
in a foreign country with the aim of creat-
ing a profit-earning project;

— sufficient cash flow must be generated by
the project to ensure, on the basis of an
independent evaluation, coverage of the

operating costs and repayment of the loans.
= Other criteria are likely to apply, with two of
the most significant being:
— the establishment of an offshore escrow
account to receive and distribute the pro-
Jject earnings in hard currency;
— the establishment, funding and roainte-
nance of a debt service reserve.

Investment insurance

A special programme exists, which is led by

C&L Deutsche Revision. The programme pro-

vides cover against political risks such as:

* nationalisation and expropriation and pay-

ment moratoria;

* war and rebellion;

* inability to convert or transfer remittances.
Cover can be provided for up to 20 years

and for up to 95 per cent of the investment,

United States: Eximbank

Project finance

The Export/Import Bank of the United States

has become invelved in the support of projecf

finance since the establishment of its Project

Finance Division in 1994. The main features of

Eximbank support are:

* Eximbank is able to offer any combination of
direct loans or guaraniees for commercial
bank loans with both commercial and political
risks cover, or political risks cover only, though
during the construction period it will provide
guarantees to cover only political risks. The
political risks that can be covered are:

— expropriation;
— political violence.

+ Eximbank will offer the maximum support
allowed within the parameters set out in the
Arrangement, including:

— financing of interest during construction;

15 per cent foreign content allowed;

15 per cent of local costs allowed;

— maximum repayment term.

|

* There are no minimum or maximum transac-
tion amount limits. -

Equity requirements are determined case by
case, thougH equity must be contributed in

' cash rather than in kind and Eximbank will
not allow the transier of a sponsor’s equity
interest without its consent.
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» Shareholders in the SPV should have significant
experience and significant real equity at risk.

* Eximbank’s environmental procedures and
guidelines will apply.

s A financial adviser will be appointed from a
panel that includes PMB Iniernational, Ine.,
Schroders and Taylor-DeJongh, Inc.

¢ Financing and security documents must he

subject to New York law.

Projects should generally have long-term

confracts from creditworthy entities for the

purchase of the project’s output and the pur-
chase of its major inputs, such as fuel, raw

materials and operations and maintenance.

+ The project should contain an appropriate
allocation of risk to the parties best suited to
manage the risks, and satisfactory debt ser-
vice cover ratios will be required.

» Total project cost should be comparable to

projects of a similar type and size for a par-

ticular market.

Currency devaluation risks should be sub-

stantially mitigated in a satisfactory manner.

Investment insurance

Political risks insurance for investors in over-
seas projects is provided by the Overseas Pri-
vate Investment Corporation (OPIC).

OPIC is a US government agency, established
in 1971, to encourage American private business
investment in developing countries. To be eligible
for OPIC assistance, a project must have a positive
effect on US employment, be financially sound
and promise significant benefits to the social and
economic development of the host countiy.

The principal features of OPIC's investment
insurance programme are as follows:

+ It is available to US investors, contractors,
exporters and financial institutions involved
in international transactions: generally, they

must be US citizens, US-incorporated entities
or foreign entities which are US owned.

* It is available for investments in new ventures
or the expansion of existing enterprises and
can cover equity investments, parent company
and third party loans and loan guarantees,
technical assistance agreements, cross-border
leases and other forms of investment.

= Cover extends to the following types of polit-
ical risk:

— Expropriation. This includes nationalisa-
tion and confiscation, as well as ‘creep-
ing' expropriation, but excludes losses
due to lawful, reguiatory or revenue
actions by host governments and actions
provoked or instigated by the investor or
foreign enterprise.

— Currency inconvertibility. This applies
to new currency restrictions which pre-
vent the conversion and transfer of remit-
tances from insured investments. The
cover insures earnings, returns of capital,
payments of principal and interest, tech-
nical assistance fees and other similar
remittances. Cover does not include cur-
rency devaluation.

— Political violence. This includes declared
or undeclared war, hostile actions by
national or international forces, civil war,
revolution, insurrection and civil strikes
(including politically motivated terrorism
and sabotage). Loss of business income
and damage to property are covered.

France: COFACE

Project finance

Compagnie Francaise d’Assurance pour le
Comunerce Extérieur established a specialised
project finance division in 1995. The principal
features of COFACE support are as follows:

Exhibit 6.2

COVERAGE OF COMMERCIAL AND POLITICAL RISKS BY OFFICIAL ECAS (%)

Pre-completion

Post-completion

Political risk ~ Commercial risk Political risk  Commercial risk
ECCD 100 0-100 100 0-100
Hermes 90-95 85-95 90-95 85-95
Eximbank 100 0 100 0-100
COFACE 95 095 95 6095
J-EXIM 0-100 0-100 0-10 G100
MITI 95 0-60 975 050




COFACE will need to be satisfied in rela-
tion to the following:

* COFACE is able to offer support of the same
type as that given in relation to any export

credit. This includes a wide range of insurance
schemes covering cormercial and/or political
risks, though COFACE does not cover commer-
cial risk during the construction period without
any recourse to the sponsors. However, com-
mercial risk coverage can be considered where
there is strong sponsor support or the SPV is
creditworthy. Commercial risks include non-
payment as a result of insolvency or protracted
default. Political risks include war and currency
transfer and can be extended to some specific
government undertakings on a case-by-case
basis. Export finance is provided by commer-
cial banks and official interest make-up support
is provided by NATEXIS acting on behalf of the
French Treasury.

COFACE is able to offer the maximum sup-
port allowed within the parameters set out in
the Arrangement, including:

— financing of interest during construction;

— 15 per cent of local costs allowed,;

— 30 per cent EU content allowed, and
some non-EU content allowed on a case-
by-case basis;

— maximum repayment term allowed.
There are no minimum or maximum transac-
tion limits, although COFACE recommends
that only prajects with a capital value of
more than Ffr100 million are likely to benefit
from project finance support.

The scope of cover is determined on a case-

by-case basis. The main features of

COFACE's political and commercial risk

cover are as follows:

s Political risks: 95 per cent cover;

» Extended political risks: determined case
by case. If the project is guaranteed, 95 per
cent cover is available.

— the political and legal framework of the
host country;

— the existence of a market for the product
of the project;

— broad-based political support for the pro-
Jject in the host country;

— the host country presenting an acceptable
credit risk or the project having the sup-
port of a development finance institution;

— the SPV to be structured within the eco-
nomic/egal framework of the host country;

— satisfactory country risk analysis in
respect of foreign exchange reserves, and
acceptable exchange risk and currency
transfer risks;

— the quality of sponsors and their experi-
ence with similar projects;

— experienced and reliable contractors and
operators;

— the credit standing of offtakers;

~ the proposed credit structure of the SPV;

— satisfactory methods for dealing with cost
overruns during construction or delays in
the conapletion;

— satisfactory appraisal of project assets;

— satisfactory sources of supply and con-
tractual arrangements for feedstocks or
raw materials;

— feasibility study and financial projections;

— conservative base case projections to be
used and justified;

— no new technology to be used;

~ adequate third-party insurance and force
majeure risks addressed;

— projected financial ratios;

— satisfactory security package;

— project monitoring and follow-up.

IDUBUIY JO SIIINOG

Investment insurance

COFACE is able to insure new investment abroad
against political risks on the following basis:

* Cover is available for equity investments con-

» Commercial risks:
— pre-completion: determined case by case;
— post-completion: determined case by
case up to 95 per cent, depending on the
amount of risk sharing with the guaran-
teed banks.
+ Currency exchange and transfer risks should,

tributed in cash or in kind, as well as for
long-term loans, shareholders’ advances and
loan guarantees.

* The risks insured include interference with
property rights resulting from expropriation,
direct nationalisation or confiscation, war,

where possible, be subject to state or appro-
priate bank guarantees.
» There should be some element of risk sharing.
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revolution and changes of legislation relating
to foreign investment, and non-payment and
non-transfer risk occurring when, because of
political events, the investor cannot recover
or convert earnings or principal or interest
on 2 loan or cannot repatriate capital,

« Cover is for a minimum of five and a maxi-
mum of 15 years.

* The usual percentage of cover is 95 per cent.

Japan: J-EXIM and MITI

The central role in financing exports is under-

taken by the Export-Import Bank of Japan (J-

EXIM). The forms of support that J-EXIM is

able to provide include the following:

* Export credits. These fall within the scope of
the Arrangement and take the form of:

~ supplier credits, where J-EXIM will make
a loan, in conjunction with one or more
commercial banks, of up to 90 per cent of
the deferred payment;

— buyer credits, which are also normally
provided in conjunction with one or more
commercial banks.

» QOversens investment credits. J-EXIM is able
to make loans to Japanese corporations for
their overseas investment activities and over-
seas projects, and to overseas joint ventures
involving Japanese capital. These credits are
not tied to the procurement of goods and ser-
vices from Japan and so fall outside the
scope of the Arrangement.

* [Untted logns. Loans are made by J-EXIM to for-

eign governments, foreign governmental institu-

tions, foreign financial institutions, foreign
privatised corporations and foreign public utility
corporations and the like for high priority pro-
jects and economic restructuring programmes
in developing countries. These loans are not tied
to purchases of goods and services from Japan
and are therefore also outside the scope of the

Arrangement. They are often made by J-EXIM in

the context of multi-sourced financings with

development finance institutions, such as the

IMF, the World Bank and the EBRD.

Guarantees. J-EXIM can provide guarantees

to financial institutions in Japan.
Eguity investments. J-EXIM is able to make

equity investments in entities carrying out
business outside Japan.

Factors to be taken into account by J-EXIM
in assessing whether a project should benefit
from support under its project finance pro-
gramme include:

+ the project is to be viable with a full security
package satisfactory to J-EXIM,

= the parties involved in the project should
share project risks to an appropriate extent;

* the host government should acknowledge the
importance of the project for the economic
development of the host country;

* the project should be significant for the
external policy of the Japanese government;

» priority will be given in accordance with the
significance of the project to Japan’s national
interests and the degree of involvement of
Japanese companies in the project.

The Export-Import Insurance Division, Min-
istry of International Trade and Industry (MITI)
is able to offer the following types of insurance:
* Insurance for exporters covering both political

and commercial risks, including the following:

— General export insurance. This covers the
failure to export after the signing of an
export contract because of political risks,
such as restrictions on foreign exchange
transactions, war, civil disturbances or
import restrictions by the government of
the country of destination, and commer-
cial risks, such as the insolvency of the
foreign party. Up to 95 per cent cover is

. provided against political risks, and up to
60 per cent for commercial risks.

— Export proceeds insurance. This covers
the exporter's failure to collect export
proceeds because of political or commer-
cial risks. Political risks can be covered
up to 97.56 per cent of the contract value,
and commercial risks up to 90 per cent.

* Insurance for banks in the form of export bill
insurance, covering losses incurred by an
authorised foreign exchange bank if an
export bill is not honoured after purchase by
that bank. Up to 82.5 per cent cover is pro-
vided in respect of political risks and 80 per
cent in respect of commercial risks.

In principle, both commercial and political
risks can be covered both prior to and follow-
ing completion, to be assessed on a case-by-
case basis.



Investment insurance

MITI is able to offer investment insurance cov-

ering both political and commercial risks in the

following circumstances in respect of:

* gquity investments in overseas subsidiaries
cr joint ventures with foreign partners;

* the provision of long-term loans to foreign
companies which the lender either manages
or in which it holds an equity interest;

* obtaining property rights in a foreign country,
for example real property or mining rights;

* the giving of guarantees of long-term loans
obtained by a foreign company which the
guarantor either manages or in which it holds
an equity interest.

The maximum coverage is 95 per cent for
political risks and 40 per cent for cormercial
risks. Normally, the term of cover is between 3
and 15 years.

Other providers of political risks insurance

In addition to the official ECAs, a number of
development finance institutions and private
export credit insurers are able to provide polit-
ical risks insurance for exporters.

Development finance institutions

MIGA:

Perhaps the most well known of the develop-
ment finance institutions offering political risks
insurance is the Multilateral Investment Guaran-
tee Agency (MIGA). MIGA was created in 1988
as an affiliate of the World Bank Group with the
objective of facilitating the flow of foreign direct
investment into developing countries by provid-
ing investment, marketing and advisory services
and also investment guarantees against major
political risks. MIGA membership is open to all
World Bank members and includes some 135
industrialised and developing countries.

The main features of the political risks

cover that MIGA can provide are as follows:
* The risks which can be covered are:

— War and civil disturbance. This covers
losses arising out of damage to or destruc-
tion or disappearance of tangible assets
caused by politically motivated acts of
war or civil disturbance in the host coun-
try, including revolution, insurrection,
coups d’'état, sabotage and terrorism.

— Expropriation. This covers partial or total
loss of the insured investment as a result of
acts by the host government that may
reduce or eliminate ownership of, control
over or rights to the insured investment. In
addition to outright confiscation and
nationalisation, ‘creeping’ exprapriation or
a series of acts which over time have an
expropriatory effect is also covered. (Bona
fide non-discriminatory measures taken by
the host government in the exercise of legit-
imate regulatory authority are not insured.)

— Pransfer restriction. This covers delays
and losses arising from an investor's inabil-
ity to convert local currency (profits, princi-
pal, interest, capital and other remittances)
into foreign exchange for transfer outside
the host country. The coverage insures
against excessive delays in acquiring for-
eign exchange caused by host government
action or failure to act, changes in
exchange control laws or regulations and
by deterioration in conditions governing the
conversion ang fransfer of local currency.
Currency devaluation is not covered.

* Coverage is long term, with the standard
term 16 years, extendible to 20 years.

* The maximum liability that MIGA can
assume per project is $50 million.

* For each risk category, MIGA can insure:

— equity investments for up to 90 per cent
of the investment contribution, plus an
additional 450 per cent to.cover earnings
attributable to the investment;

— loans and loan guarantees for up to 90 per
cent of the principal, plus an additional
135 per cent to cover interest that will
accrue over the term of the loan;

— technical assistance and similar agreements
for up to 90 per cent of the total value of
payments due under the agreement.

* Regardless of the nature of the project, the
investor is required to remain at risk for at
least 10 per cent of any loss.

* MIGA requires host government approval
prior to providing cover.

« MIGA can insure new investments criginating
in any mernber country and destined for any
developing member country other than the
country of its origin. New investment contribu-
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tions associated with the expansion, moderni-
sation or financial restructuring of existing pro-
Jects can also be covered, as can acquisitions
involving the privatisation of state enterprises.

MIGA has also provided political risk cover-
age to banks for their loans to large projects
in developing countries. Where MIGA cover

*

is available, the financing is more attractive
to commercial banks in terms of risk alloca-
tion. In addition, it can have a cost benefit for
banks. MIGA has obtained a waiver from 10
or so countries of the provisioning require-
ments for country risk established by bank-
ing regulators in many OECD countries.

* MIGA insurance cover can be used, through
reinsurance and co-insurance arrangements,
in conjunction with the cover offered by the
ECAs and the private insurance market.

World Bank

The World Bank is also able to offer certain

political risks cover under its guarantee pro-

gramme launched in 1994. The bank offers par-
tial guarantees, the intention being to share
risks with the private sector. Tts ‘partial risk’
guarantees are particularly relevant to the BOT
financing of infrastructure projects. They are
given in favour of lenders to a project and cover
the non-performance by the host government of
contractual obligations undertaken by it (or its
agencies) in favour of the SPV which results in

a payment default by the SPV to its lenders. The

main features of the partial risk guarantee pro-

gramme are as follows:

+ the scope of the guarantee will vary according
to the project, the sector and the host country
concerned, but typical host government oblig-
ations which can be guaranteed include:

— maintaining an agreed regulatory frame-
work, including tariff setting;

the supply of feedstocks and raw materi-

1

als to the project;
— the performance of offtake obligaticons;

compensating for delays or interruptions

to the project caused by host government

actions or political events;

= guarantees can also extend to currency trans-
fer risks; .

* the guaraniees can be used to support a
range of financing structures, including com-

mercial banks loans, bond issues in the capi-
tal markets and private placements;
* generally, guarantees can be given for pro-
Jjects in any country which is eligible to bor-
row from the World Bank;
up to 100 per cent of principal and interest
can be covered, though the coverage will be

set at the lowest level necessary for the pri-
vate sector financing to be made available;
the World Bank will require a counter-indem-
nity from the host government;
the World Bank does not guarantee equity
capital or loans from other development
finance institutions or ECAs.

Although outside the scope of this section,
the World Bank is also able to offer partial
credit gunarantees which cover all events of non-

payment for a designated part of the financing.
Often these guarantees cover the later sched-
uled repayments, enabling the project to attract
longer-term financing.

The private market

A number of private insurance companies have
for some time offered limited political risks cover
in relation to project finance. Traditionally cover
has been available only for limited amounts, for a
limited duration and often at a cost which has
made it unattractive to lenders and investors,
Since early 1997, however, the extent of coverage
available in the insurance markets has expanded
and ¢osts have fallen slightly.

Political risk has traditionally been divided
inte two areas: (1) asset risks, relating to the
physical assets of the SPV; and (2) trade con-
tracts, relating to the frustration of contracts
entered into in the foreign jurisdiction. The two
types of cover are offered in separate under-
writing markets.

Asset risks {commonly known as

confiscation cover}

The cover is intended to extend to organisa-
tions that own or operate foreign assets or have
investments abroad, and which are potentially
exposed to financial loss caused by the action
or inaction of the host governinent. The type of
cover currently available in the confiscation
cover market is as follows:

* expropriation;



nationalisation;
confiscation;

* deprivation of mobile assets;

* war;

» forced divestiture;

* forced abandonment;

* selective discrimination;

= strikes, riots, civil commotion, malicious
damage and terrorism;

currency inconvertibility/transfer restrictions in
respect of dividends, proceeds of sale of equity

and repayment under inter-company loans;
* non-honouring of government guarantees;

government abrogation of production or con-
cession agreements.

Contract risks (commonly known as contract frus-

tration cover).

Default under contracts with foreign counter-

parties can be mitigated by cover, which is

available for the following:

» contract repudiation or frustration;

+ import/export embargo;

* war;

* licence cancellation;

« currency inconvertibility/exchange transfer;

* non-payment by government buyers;

» non-honouring of letters of credit by a gov-
ernment bank;

* non-honouring of government guarantees;

» arbitration award default;

* buyer insolvency or protracted default;

s wrongful calling of guarantees/standby L/Cs;

» fair calls of guarantees/standby L/Cs follow-
ing war, embargo or licence cancellation.

Currently, the maximum capacity for the
two markets is
s asset risk: $1 billion; and
» contract risk: US$175 million.

Capacity for combined contract and asset
risk is in the region of $175 million. The maxi-
mum periocd of coverage is seven to 10 years for
asset risk and up to five years for contract risk.

Partfcular issues relating to political risks insurance
Extent of cover

When reviewing the precise extent of the cover
that is being offered, it might be heipful to con-
sider whether the following risks in particular
are covered:

* the non-payment of interest on loans;

¢ discriminatory actions on the part of the host
government in relation to the industry sector
in which the project will operate (as opposed
to action taken in respect of the project itself);
actions of the host government in its capacity
as a shareholder in the project;

currency transfer risk (ie non-availability of for-

eign exchange to cover payment obligations);

* currency devaluation;

* economic loss resulting from expropriatory
action of the host government (as opposed to
the loss of rights and title);

* peaceful civil disobedience leading to eco-
nomic loss.

It should be borne in mind that the cover
which is available from the ECAs and the devel-
opment finance institutions is often negotiable.

Intercreditor issues

As with any insurance policy, political risks
insurers will normally be entitled to acquire
rights of subrogation against the insured parties
to whom the insurers pay a claim. This can give
rise to difficult intercreditor issues, which are
discussed in Chapter 7.2

DERIVATIVE PRODUCTS IN PROJECT
FINANCING

The use of derivatives to manage risk is
increasingly viewed as an important element of
providing a bankable proposal for financing
major infrastructure projects.

Broadly defined, a derivative is a financial
contract the value or worth of which depends
on the value of one or more underlying assets
or indices. It may be traded on an exchange or
structured specifically for a particular pur-
pose. Used properly, derivatives provide an
essential means of manipulating financial and
commercial risk in order to stabilise and pro-
tect a company’s business from unexpected
market movements. In a business that is
dependent on a secure and defined cash flow
such as in a BOT project financing, it is all the
more importaht that all parties analyse the
risks that the business is subject to and agree
on an acceptable approach to the different risk
exposures that arise.

B3UBU| 4O SIIINOG
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Principal uses in BOT projects

The requirement for derivatives to be applied in

BOT project financing arises largely as a result

of four main features:

1 Project cash flows will generally be indepen-
dent of movements in interest rates, resulting
in exposure to interest rate fluctuations if the
project is funded on a floating rate basis.

2 Projects tend to produce local currency rev-
enue while financing costs may be entirely or
partly in foreign currency (eg for importing
equipment).

3 Raw materials may be required in the project
business that are subject to high levels of price
volatility and the same may apply to the fin-
ished product (eg power projects using gas as
their main fuel supply may be subject to
volatile price movements beth in terms of elec-
tricity produced and in the gas they require).

4 Projects generally involve a number of risks
which different parties may interpret and
price on a different basis resuiting in oppor-
tunities to divide up project risk in different
ways (eg pre- and post-construction risk).

These features are addressed in the follow-
ing four sections.

Interest rate swaps
The most common need to incorporate deriva-
tive products in BOT project financing arises as
aresult of the SPV borrowing from commercial
lenders on a floating rate basis. Financing costs
are therefore subject to the inherent volatility
of interest rates over the life of the project. The
project cash flows may be variable in line with
costs of raw materials or changes in the sale
price of the finished product, possibly rising in
accordance with some indexation formula but
otherwise subject to movements unrelated to
changes in interest rates.

Financing debt on a floating rate basis creates
a potential risk to the project structure. In the
event of a rise in interest rates the project may be
unable to finance its debt service requirements; as
amininum such a rise will put added pressure on
loan life cover and debt service cover ratios (see
Chapter 7), which could make the project more
risky than was originally envisaged.

In order to remove this additional risk
from the structure, the SPV ray hedge the

floating rate exposure by entering into a swap
with one of its lending banks or an uncon-
nected counterparty. Under the swap the SPV
will receive floating rate payments (to match
its debt service requirements) and will pay
fixed rate payments (based on a predicted
cash flow arising from projected revenues
accruing to the project business), The
increased availability of bond finance for pro-
Jjects (traditionally fixed rate instruments) may
make it easier for projects to finance the debt
portion of the project on a long-term fixed rate
basis. The inclusion of export credit agencies
in project financing often has the added bene-
fit of favourable teras on the interest rate
swap or even direct fixed rate Ioans.

Currency swaps

The increased activity in cross-border financing
of major infrastructure development has resulted
in an increasing need for mechanisms to deal
with currency exposure. In general terms, BOT
projects (particularly infrastructure projects in
sectors such as transport, electricity and water)
tend to generate local cwrrency revenues, while a
significant amount of the financing may be raised
in international currencies such as US dollars.
This may be because the project requires US dol-
lars to purchase equipment and machinery or to
pay foreign contractors and advisers, or simply
because a cost advantage may arise in raising
finance in one currency and swapping it into
another. As a result, movernents in currency rates
may seriously affect the ability of the project to
meet its foreign currency commitments.

Here, the principle is similar to that applied
for interest rate exposure. The SPV may hedge its
currericy exposure by entering into a swap with a
lending bank or an unconnected counterparty.
The project will receive the relevant foreign cur-
rency under the swap (in order to meet its for-
eign currency debt service requirements) and
will pay amounts in local currency (arising from
revenue generated by the project). The ability to
hedge clearly requires finding a counterparty that
is itself willing to accept the local currency expo-
sure; this can prove difficult in emerging markets
where appropriate counterparties may be diffi-
cult to find. A number of projects entered into on
an unhedged basis suffered greatly from moves



in 1995-1996 in the relative value of the US dollar
against the Japanese yen.

Commodity derivatives

The inherent volatility of commodity prices has
led to the development of some long-estab-
lished markets in commodity goods (eg for oil,
corn and copper).

The ability to fix forward prices in respect of
raw materials and finished products will clearly
affect the overall volatility of project cash flow.
Classically, projects have been financed on the
basts that the price of raw materials and products
will be fixed or fixed with some room for move-
ment by reference to inflation or other accept-
able index values by the use of long-term offiake
contracts. The movement in some areas into real
commodity price risk (such as the increase in
merchant generation projects in the UK electric-
ity sector) suggests that financiers are increas-
ingly willing to accept levels of commodity price
risks in projects.

The typical method of hedging commadity
risk is through the operation of traded futures
contracts. By using futures contracts a party can
lock in a fixed price today under a standard con-
tract for delivery of a quantity and quality of the
relevant product at a specified future date. The
futures market and the physical market run in
tandem. The future purchased to hedge a position
will tend to be sold or closed out prior to matu-
rity. The relevant goods will either be delivered
against the forward price, or if the futures con-
tract is closed out, delivered in the physical mar-
ket for cash with the payment to or receipt from
the counterparty under the futures contract pro-
viding the balance of any rise or fall in the price of
the commodity. In some markets, derivative prod-
ucts have been established that fall between true
standard futures contracts and long-term offtake
agreements, for example, the development of
contracts for differences in the UK power sector
which are neither standardised nor generally
traded. Work is currently being carried out to
develop a standard contract.

Credit enhancements, default options and cred-
it derivatives

The increasing sophistication of financing tech-
niques applied to BOT projects is opening new

areas of opportunity. Many large-scale infra-
structure projects require some form of credit
enhancement in order to make the project
‘bankable’. This may involve completion guar-
antees, government guarantees in respect of
tariffs or terms of a concession, supply agree-
ments or offtake arrangements in respect of the
end-product. Any of the counterparties to these
arrangements, either alone or in combination,
may affect the credit of the projeet. Different
market perceptions of the participating parties
and the overall risk in the projeet will present
opportunities for the development of a market
in derivatives linked to projects based on these
different perceptions of project risk. To date
the forms of credit enhancement have been lim-
ited to guarantees and similar products. The
development of the credit derivatives sector
may enable new products to be introduced.

Issues to be addressed

The effect of the SPV entering into any kind of
hedging arrangement is to introduce an added
element to the financing structure which will
need to be addressed in the financial docu-
ments. A number of the issues that arise are
referred to in the following sections.

Will the financiers require that the currency
and/or interest rate exposure is completely or
partially hedged?

The extent to which lenders to a project, and
also in some cases the host government, will
require the SPV to enter into interest rate or
currency hedging arrangements will depend
largely on their analysis of the project econorm-
ics, the economic climate at the time the pro-
Ject documents are finalised and their views on
potential changes in that economic climate over
the life of the project.

For example, the lenders might consider
interest rates to be at a favourably low level for
the project, or might predict that they will rise. If
50, they might require the full amount of the lend-
ing to be hedged at the outset. The same might
also apply if the project economics indicate that
even a small rise in interest rates will Iead to the
project becoming economically unviable. If the
situation is less clear-cut, the SPV may be
required to hedge only a part of the lending.
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An alternative formulation would be for all or
part of the lending to be unhedged at the outset,
but for the credit agreement to require hedging to
be put in place if interest rates rise by more than a,
set percentage. The SPV might be given the
option in the credit agreement of entering into
hedging arrangements within given parameters or
it might be considered appropriate for the SPV to
enter into a ‘swaption’, enabling it to enter into a
swap in the future at a predetermined price,

The same principles apply to currency hedg-
ing. In similar circumstances, the lenders might
require the SPV to enter into hedging arrange-
ments for all or part of its anticipated revenues, or
give it the option of doing so within clearly
defined parameters. There are, however, addi-
tional considerations in relation to currency hedg-
ing. The hedging will normally be by way of a
cross-currency swap (under which the SPV will,
after the initial exchange, receive from the swap
counterparty currency to pay its financing costs
against payment of a specified amount of local
currency arising from its business activities) or
through forward foreign exchange agreements
(under which the SPV will agree to sell a given
amount of one currency for another currency at
an exchange rate that is stipulated in the agree-
ment). Difficulties can arise where the SPV has
not earned sufficient currency to meet its obliga-
tions. The risks of the SPV defaulting under this
type of hedge are probably greater than with a
fixed/floating interest rate swap, and it is essential
that the counterparty to the currency hedging
agreement is made a party to the intercreditor
arrangements with the other parties financing the
project to ensure that the project does not col-
lapse as a result of this default (see Chapter 7).

An alternative would be for the SPV to enter
into a forward exchange option, so that it has
the right to call on the counterparty to make
the exchange if the SPV wishes to do so. This
type of option contract is likely to involve a
higher cost (as a premium will be payable for
the option), but less risk, to the SPV.

Will it be a requirement of the financing that
hedging agreements are between the SPV and a
member of the banking syndicate?

If hedging arrangements are to be entered into,
careful thought will need to be given as to the

identity of the hedging counterparties. In prin-
ciple, it can be advantageous for the counter-
parties to be members of the banking
syndicate. This avoids the complications of
involving a different set of parties in the trans-
action, which can lengthen the time required
for negotiations, and of introducing a further
set of creditors of the SPV. This is particularly
the case where standard market terms of deal-
ing, especially in relation to interest rate
swap/cross-currency swap agreements, are
adapted for the purposes of the individual pro-
ject {see Chapter 7).

Where the counterparties are to be mem-
bers of the syndicate, a problem can arise in
relation to the pricing of the relevant swap
agreement. Those syndicate members will to
some extent have a conflict of interests. As
Ienders to the project, they will wish the SPV to
secure a hedging agreement that is competi-
tively priced, while, as swap agreement coun-
terparties, their interests will lie in securing
pricing which gives thern the maximum profit.
Consequently, a procedure will normally be
agreed whereby the swap agreements are
priced on a reasonable basis. This may be a
screen-based rate where available. It will not
normally be possible to set the pricing of an
interest rate swap/cross-currency swap agree-
ment by reference to a specific market price, as
prices are not normally quoted for the type of
agreerment required for a typical amortising pro-
ject loan repayment profile.

How will intercreditor issues be dealt with?
Priority

As creditors of the SPV in their own right, the
hedging counterparties should be party to the
intercreditor arrangements. The intercreditor
arrangements should clearly set out the rights
which the counterparties would have on, for
example, a default by the SPV under the hedg-
Ing agreement or an insolvency-related event in
relation to the SPV, and the circumstances
under which they are entitled to exercise the
rights. One issue that invariably falls to be dis-
cussed is whether the hedging counterparties
should have the benefit of the security granted
to the lenders. If they are to be secured credi-
tors, the intercreditor arrangements should deal



with the priority ranking of that security and
should set out the circumstances under which
that security can be enforeced.

Voting rights

Where the hedging counterparties are to share
in the lenders’ security, the intercreditor
arrangements should state whether the coun-
terparties should be entitled to voting rights
when the lenders are asked to take decisions
on enforcement and related issues. The current
market practice is that counterparties do not
have voting rights, the rationale behind which
appears to be that as market conditions change
the counterparties could, at the time of a vote,
in fact be debtors and not creditors of the SPV.

How will hedging contracts be included in pro-
Ject ratio calculations?

If the SPV has entered into an interest rate
swap/cross-currency Sswap agreement, the
lenders will need to consider how the agree-
ment should be reflected in the project cover
ratios {see Chapter 7). One issue will be
whether the payment of the floating rate of
interest payable under the loan or the fixed rate
of interest under the swap agreement should he
taken into account in determining debt service
cover ratios and, possibly, the net present value
of project revenues.

Other issues to be addressed will include
whether ‘out of the money’ positions on hedg-
ing contracts (which would oblige the SPV to
make a payment to the swap counterparties if
the swap was immediately terminated) should
be counted in the gearing ratios.

What replucement or transfer arrangements
will be provided (limils on counterparty credit
rating)?

The credit agreement will normally contain pro-
visions controlling the transfer of a counter-
party’s interests under a hedging agreement.
Where it has been agreed that the counterparty
should be a member of the banking syndicate,
the credit agreement will usually provide that a
counterparty ray only transfer its interests to
another bank within the syndicate, and that it
will transfer those interests if it ceases to be a
syndicate bank. Other restrictions might be

applicable — for exarmple that the counterparty
must have a minimum credit rating given by a
recognised rating agency.

Traditional ISDA documentation structure

The majority of interest rate swaps in the inter-

national markets are documented on the basis

of standard form documentation produced by
the International Swaps & Derivatives Associa-

tion, Inec. (ISDA). Typical documentation for a

fixed/floating interest rate swap and/or cross-

currency swap will be the following:

» ISDA master agreement. This is the principal
document setting out a standard set of terms
and conditions which will, subject to any
express modifications and supplementary
provisions, apply to the swap. Of the two
types of master agreement in existence, the
most appropriate will be the Multicurrency -
Cross-Border form (the most recent edition
of which is dated 1992). The master agree-
ment includes the following provisions:

- the basic two-way payment obligation,
conditionality of payments language and
an election to enable settlement netting
of the two payments (subject to the pay-
ments being in the same currency);

— payments are to be made without deduc-
tion or withholdings unless required by
law, in which case they are (generally) to
be grossed up;

— default interest for late payment;

— representations relating to issues such as
corporate authorisations, binding obliga-
tions and consents and tax representations;

- undertakings relating to, for example, the
provision of docurnents, the maintenance of
authorisations and corpliance with laws;

— events of default and termination events,
which include payment defaunlt, cross-
default, credit support default, misrepre-
sentation, insolvency, merger without
assurnption and credit and tax events upon
merger, illegality and general tax events;

~ early termination and the calculation of
early termination payments;

— transfer pfovisions;

— currency provisions;

— miscellaneous administrative provisions
and governing law.
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» ISDA schedule. This is a schedule to the mas-
ter agreement which supplements and varies
its provisions as the parties may agree.

+ Confirmation. The master agreement and
schedule together make up the terms and
conditions on which the relationship
between the SPV and the hedge provider is
concluded. The economic terms of the swap
transaction are documented by means of a
confirmation which sets out details such as
the payment dates, the fixed interest rate, the
initial floating rate and the notional principal
amount (normally a schedule of amortising
amounts) applying to an interest rate swap
and the currencies and exchange rates apply-
ing to a currency swap and administrative
details such as bank account particulars. The
confirmation will, for ease of drafting, cross-
refer to a standard set of ISDA definitions,
depending on the type of swap.

As touched on earlier, however, it is normal
for the credit agreement to provide that any
permitted swap will be on terms which vary the
standard ISDA terms. In addition to varying the
transfer provisions as outlined above, the credit
agreement is also likely to require that:
¢ the majority of the events of default under

the ISDA master agreement will only apply

on a failure to pay under that agreement and
the only additional event of default will be
the acceleration of, or prepayment (in full)
under the credit agreement;

appropriate adjustment provisions apply in
relation to the swap to cater for voluntary
prepayments/amortisation/further drawings

under the credit agreement (otherwise the
hedge becomes asymmetric); and that

¢ the master agreement will terminate once the
financing has been repaid (and therefore stip-
ulate that the master agreement will be
restricted in its scope to the single swap
entered into between the SPV and the hedge
provider}.

NOTES

1. With the limited exception of the EBRD, the consti-
tution of which protects EBRD loans - including B
loan participations — from being part of a member
country’s general rescheduling of debt.

2. While every effort has been made to ensure the
accuracy of the information contained in this section,
the nature and scope of the support and services
offered by the entities referred to should always be
checked directly with them.



Chapter 7
Finance Documents

This chapter is divided into six major sections,
examining:

¢ loans;

* bond issues;

* project leasing;

* security;

* direct agreements; and

* intercreditor agreements.

LOANS

Structure of credit agreements
As outlined in Chapter 6, a principal source of
funding for a BOT project is likely to be a
committed term loan from the commercial
sector provided by a syndicate of banks which
will lend to the SPV on the terms set out in an
agreement, usually referred to as a ‘credit
agreement’. There might, however, be other
commercial credit facilities required by the
project. For example, the SPV might need:

* a working capital facility, to be available
throughout the period of the term loan;

* a standby facility to be called on if certain
events oceur, such as the host government
requiring a variation to the concession
agreement which increases the construc-
tion cost of the project facilities;

* other credit facilities, such as for the provi-
sion of letters of credit that might be
required by suppliers to the project.

The syndicate will normally be repre-
sented by one bank that acts as their agent
(normally referred to as the ‘facility agent’).
The role of the facility agent is discussed in
Chapter 6.

Other parties to the project credit agree-
ment might include:

* the bank, normally a bank within the syndi-
cate, which will hold and operate the SPV’s
bank accounts {see further below);

* the entity, also normally a bank within the
syndicate, which is to act as security agent
or security trustee by holding the benefit of
the security on trust for the bank syndicate;

* the sponsors, if they are providing a limited
or complete guarantee or other support to
the project.

As a general principle, the term loan will
be available for drawing throughout the con-
struction period and will be repayable from
project revenues during the operation phase
of the project. The construction phase of the
project is regarded by banks as being the
period of greatest risk. Depending on the level
of sponsor support available during that
period and any available host government
support, the interest rate and other fees
applicable to the loan during the construction
phase might be different (often higher) from
those that apply during the operation phase.

Many of the provisions of the typical
credit agreement will be similar to those
found in a typical syndicated term loan agree-
ment with a corporate borrower in the Lon-
don banking market. A credit agreement for
the financing of a BOT project, however, will
invariably be a more detailed and comprehen-
sive document and will in addition address
issues particular to the financing of the pro-
ject. As the banks will be lending to an SPV,
the only activity of which will be the imple-
mentation of the project, the banks will by
definition have their recourse for repayment
limited to the SPV and its assets and income,
except to the extent (normally limited) to
which sponsor or host government support is
provided. The banks will therefore insist on a
much greater degree of control over the activ-
ities of the SPV than would be th;gz_nge with a
corporate :borrower.

Conditions precedent

As with a corporate loan agreement, a project
credit agreement will contain two different
types of conditions that must be satisfied
before the SPV can draw all or part of the funds
to be lent — general conditions precedent and
conditions precedent to each drawdown.
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General conditions precedent
There will always be numerous conditions that
must be satisfied before the facilities become
available for drawing. A corporate loan agree-
ment is likely to contain conditions precedent
relating to the delivery by the borrower and any
third parties which are to provide security
and/or guarantees of their corporate documen-
tation relating to their existence, status and the
authorisation of the documents to be entered
into, the delivery of all licences and consents
relating to the borrowing and all required secu-
rity documents and/or guarantees.

A BOT related credit agreement is likely to
have many additional conditions precedent,
such as the delivery of:
¢ all the other finance documents;

* the concession agreement and all the other
project documents (with confirmation that
they have become unconditional) and evi-
dence that these have been duly authorised
and entered into;

e documentation relating to the land on which
the project facilities are to be built (typically
a certificate of title from the SPV’s legal rep-
resentatives and possibly the report of a spe-
cialist environmental consultant);

* reports from all other specialist consultants
to the banks, such as an insurance report, an
engineer’s report, feasibility studies and an
audit of the computer model which will pro-
duce the project forecasts (see further
below); '

* all licences and consents required for the

implementation, financing and operation of
the project, both for the construction and
operation phases;

* 3 project forecast demonstrating a satisfac-
tory loan life cover ratio (see Chapter 2 and
below);

* a satisfactory construction budget;

* evidence that the required amount of equity
of the SPV has been subscribed by the spon-
sors and any other investors,

The delivery of the conditions precedent
will be the culmination of the extensive due
diligence exercise undertaken by the banks.
The contents of the documentation produced
will always need to be satisfactory to the
majority of the banks. For the less fundamen-

tal documents, the agent will in practice exer-
cise substantial discretion in approving them
on their behalf.

Conditions precedent to each drawwdown
In both a corporate loan agreement and a pro-
ject credit agreement there will normally be
additional conditions precedent to be satisfied
in relation to each drawdown.

In a corporate loan agreement these will
typically be restricted to there being no default

outstanding and to the representations and war-

ranties in the agreement remaining correct. In a
credit agreement it is common to find addi-
tional conditions, such as compliance with pro-
Ject ratios, the injection of equity (often pro
rata to the amount to be drawn down) and the
banks being satisfied that the SPV has sufficient
funds available to it to complete construction.
Where funds are fo be drawn for the payment
of construction costs, the banks are likely to
require certifications, both from the SPV and an
independent engineer (often the banks’ own
consultant) that amounts equivalent to those to
be drawn are properly payable under the con-
struction contract and that construction has
reached the relevant ‘milestone’.

Drawdown procedures
A typical corporate loan agreement is likely to
contfain provisions relating to the mechanics of
making drawings under the facility, such as the
giving of notice by the borrower, the agent’s
rele in collecting funds from the syndicate
banks and limits on the amount and timing of
drawings. The period during which drawings
may be made will normally be limited in time.
A project credit agreement might in addition
specify that the proceeds of drawings are to be
paid directly to the contractor or into a nomi-
nated bank account of the SPV. The period for
drawings is normally limited by an event, typi-
cally the date on which the project is handed
over by the contractor to the SPV, unless con-
struction has not been completed by a long-
stop date specified in the credit agreement, in
which case the long-stop date will apply. This
would leave a funding shortfall and the project
will not be completed unless the sponsors
agree to make up the difference.



Debt service and repayment

Debt service

Under both a corporate loan agreement and a
project cradit agreement, the borrower will nor-
mally pay interest at a floating rate, which is
made up of two components. The first is the
rate of interest which the lending banks must
pay on short-term borrowings made by them in
the interbank market were they to fund their
respective shares of the loan in this way, and
most commonly in the London market this will
be Libor (the London interbank offered rate).
{This rate will be set by one or more lending
banks in the syndicate (the ‘reference banks’) or
by reference to a quoted rate appearing on a
financial information service (typically ‘Telerate’
or ‘Reuters’.} The second is the margin, which
represents the banks' profit, and its level will
reflect the banking market at the time and the
perceived risks inherent in the project. In prac-
tice, however, banks will often not borrow in
the interbank market to fund themselves on a
loan-by-loan basis (often referred to as ‘maich-
funding’). In addition, the method for determin-
ing Libor in the loan or credit agreement may
not reflect the Libor actually paid by each indi-
vidual bank. The consequence is that the profit
received by a bank might be more or less than
the amount of the margin received by it.

In the London interbank market, funds can
generally be easily borrowed overnight or for
periods of a week, a month, three months or six
months. Under a corporate loan agreement, the
borrower will normally be permitted to choose
the period for which the banks will borrow in
the interbank market. Interest is payable at the
end of each such period (though normally not
less frequently than six-monthly) and so the
periods (the ‘interest periods”) chosen by the
borrower will dictate the frequency and timing
of its interest payments.

These principles may apply under a project
-credit agreement for the construction phase of
a project ~ but, unless the project has another
source of revenue or interest is being paid out
of capital, interesi is typically being capi-
talised in this phase. During the operation
phase, however, the interest periods need to
coincide with the intervals at which project
forecasts are prepared — commonly six-

monthly (see further below) — and the interest
periods of other loans to the project and need
to be structured to reflect revenue patterns of
the project.

Repayment

Under a corporate loan agreement, the repay-
ment of the principal amount of the loan might
be by instalments or in one amount. Under a
credit agreement, however, it is normal for the
term loan to be repaid by equal six-monthly
instalments, usually commencing six months
after the project becomes operational. The tir-
ing and number of repayments will need to be
structured to reflect the revenue forecast for
the project. This will need to take into account
that the liability for interest payments will, of
course, be highest in the early years of project
operations.

Changes in circumstances
Under both a corporate loan agreement and a
project credit agreement the banks will wish to
guard against any change of circumstances that
could erode their profits, and it is their practice
to require the inclusion in the loan agreement
or credit agreement of the following types of
clause:

* Increased costs. This provides that the bor-
rower will compensate an individual bank if
the cost to that bank of participating in the
loan is increased or its return is reduced as a
result of a change of law or regulatory
requirements.

» Market disruption. This clause applies
where a specified majority of the banks are
either unable to obtain funding in the inter-
bank market to meet a request for funds from
the borrower, or they are able to obtain fund-
ing but only at a rate of interest which would
exceed Libor as determined under the loan or
credit agreement. Essentially, the borrower is
obliged to compensate the banks for their
additional cost in obtaining funds. This type
of provision is not intended to operate for the
benefit of an individual bank, but only in rela-
tion to circumstances affecting the interbank
market more generally.

* Tax gross-up. A loan or credit agreement will
operate on the basis that payments will be
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made to the banks without any deductions or
withholdings unless required by law. If a
deduction or withholding is required by law,
the borrower will be obliged to increase, or
‘gross up’, the amount of the payment so that,
after taking the deduction or withholding
into account, the banks receive the amount
that they would have received if the bor-
rower had not been obliged to deduct or
withhold. The same principles will apply in
respect of any deductions or withholdings
that the facility agent is obliged to make in
respect of payments made by the borrower
and which are channelled through it to the
syndicate banks. These ‘withholding taxes’
are in force in many countries and, because
of the extra payment burden of the grossing-
up, the sponsors normally seek an exemption
for the SPV from the government where the
project is situated.

Of course, the project revenues do not
increase when any of these changes in circum-
stances arise and consequently they provide an
unanticipated burden on them.

Representations and warranties

A corporate loan agreement and a project

credit agreement will both contain representa-

tions and warranties given by the borrower and
possibly by other parties giving security or
other assurances in respect of the borrower.

Some will relate solely to the state of affairs as

at the date of the credit agreement, whereas

others might be repeated at intervals through-
out the life of the financing. They have three
principal functions:

* to enable the banks to elicit relevant informa-
tion at the negotiation stage and before any
commitment is entered intg;

* (if provision is made, as it invariably will be)
to enable the banks to refuse to allow draw-
ings if a representation or warranty proves to
have been untrue or a repeating representa-
tion or warranty becomes untrue; and

* to enable the banks to accelerate repayment
of the loan if a representation or warranty
proves to have been untrue or a repeating
representation or warranty becomes untrue.

In a typical corporate loan agreement the
representations and warranties are likely to

relate to the status, powers and authority of the
relevant party to enter into the finance docu-
ments, to the information provided by it to the
banks and to the non-contravention by that
party of its contractual obligations. It is also
likely to represent and warrant that it has not
suffered any insolvency-related event, it is not
the subject of any significant litigation or other
similar proceedings, that there is no security
over its assets which is not permitted and that
it is in compliance with all applicable laws.

The following additional representations
and warranties are commonly found in a pro-
ject credit agreement:

* the security documents are legal, valid and
binding and create proprietary interests in
the SPV's assets which rank in accordance
with their terms. This is particularly impor-
tant in the context of a limited recourse
financing of this nature where the banks are
heavily reliant upon the effectiveness of their
security to enable them to take control of the
project;

= all authorisations, consents and rights neces-
sary for the implementation of the project are
in place and have been complied with to
date;

e the SPV has good title to the land on which

the project facilities are to be built;

the SPV has not traded, acquired any assets

or liabilities or entered into any contracts

other than in relation to the project;

+ all the insurances required under the credit
agreement are in place; and

* the project forecast delivered as a condition
precedent has been compiled with due care

and the computer model on which forecasts
are based takes account of all relevant factors.

Undertakings

Information undertakings

Under a typical corporate loan agreement, the
borrower is likely to have to provide to the
banks financial information (annual, interim
and management accounts), documentation cir-
culated to creditors and shareholders, informa-
tion relating to defaults, litigation, security, any
other occurrence likely to have a material
adverse effect on it and any other information
reasonably requested by the banks.



In a typical project credit agreement, the
following additional information undertakings
are likely to be included:
= regular reports during the construction phase

(typically monthly) detailing such matters as
the works completed in the last month,
whether or not construction is proceeding
according to schedule, the latest estimated
construction costs and whether the SPV is
likely to have sufficient funds to complete
the project;

* regular reports during the operation phase
(typically six-monthly) detailing all costs and
revenues of the project for the last six-month
period;

* details of all material events relating to the
project contracts - for exarnple the breach of
a project contract by another party, any pro-
posed amendment to a project contract or
requested waiver, any notice of termination
or default under a project contract or
whether any force majeure event has hap-
pened under any of the project contracts;

¢ details of any interruption to the construc-
tion or operation of the project; and

* details of any insurance claims made, the
receipt of insurance proceeds or the receipt
of other specific items of revenue.

Positive undertakings
A typical corporate loan agreement is likely to
contain a few positive undertakings, probably
the most significant of which are the mainte-
nance of all authorisations and approvals nec-
essary for its business and for the performance
of its obligations under the finance documents,
the maintenance of insurances and compliance
with laws, notably environmental laws.

Under a credit agreement some or all of the
following additional positive undertakings are
likely to be included:

* undertakings relating to construction — prin-
cipally that it will be in accordance with the
project documents;

* undertakings relating to the operation and
maintenance of the facilities — for example,
that they should be properly operated and
maintained in accordance with all applicable
laws and good industry practice and gener-
ally maintained in good condition;

* an undertaking to exercise or refrain from
exercising certain of its rights under the pro-
ject contracts in accordance with the wishes
of the banks. Increasingly, the practice is to
compile a ‘controls matrix’ that lists every
provision of the project documents giving
rights to the SPV and over which the banks
require some control. The concession agree-
ment is of particular importance in this con-
text. In respect of each provision, the
controls matrix will specify the level of con-
trol that the banks will have, For example,
the banks might require that the SPV will not
exercise the right to terminate a project con-
tract without the prior written consent of the
facility agent, but will exercise the right if the
facility agent requires. The exercise of other,
less fundamental rights by the SPV might be
subject only to its giving prior notice to the
facility agent, or to the SPV notifying and
consulting with the facility agent;
undertakings to provide information in rela-
tion to the project documents. Again, this can
be done by way of a matrix (an ‘information
matrix') that sets out the events under the
project documents of which the banks would
like to be informed and, for each event, the
notification obligation (for example, whether
notice is to be given immediately or within a
given time Hmit);

* undertakings relating to the land on which

the project facilities are located — for exam-
ple undertakings to pay cutgoings, not to
alter the use of the land and to deposit the
title deeds with the security trustee; and

* an undertaking to allow the facility agent and
its representatives access to the site and 1o
all records of the SPV. '

Negative underiakings

The principal negative undertakings included in
a corporate loan agreement are likely to be a
negative pledge provision (an undertaking not
to create or allow any security interest or simi-
lar interest over any of its assets except to the
extent permitted in the loan agreement), an
undertaking not to dispese of any of its assets
other than in the ordinary course of its business
and other specific circumstances, an undertak-
ing not to change the nature of its business,
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merge with any other entity or undergo any

reconstruction, and an undertaking not to incur

any indebtedness or give guarantees other than
as specifically permitted (although with
stronger borrowers specific prohibitions are
likely to give way to reliance on more general
financial covenants). The aim behind undertak-
ings of this kind is to ensure that the borrower
essentially remains the same entity, carrying out
the same activities, which the banks considered
creditworthy in reaching their decision to lend.

Additional negative undertakings on the
part of the SPV likely to be included in a project
credit agreement are, without the consent of
the ‘majority banks"

* not to abandon or suspend the project or
agree to any amendment or termination of
any project contract;

= not to make distributions except as specifi-
cally permitted. For these purposes the term
‘distributions’ is normally widely defined to
include not only dividends to shareholders
but alse any payments or set-offs, in cash or
in kind, made by the SPV to any of its affili-
ates (other than payments under a project
contract), including any payments in respect
of subordinated debt. The making of distribu-
tions is unlikely to be permitted until con-
struction is completed and there are
sufficient funds available in the project, eg,
the required leve] of debt service reserves or
heavy maintenance reserves are held in the
project accounts. As additional conditions,
distributions are unlikely to be permitted if
the project ratios are not at or better than
given levels or if a default is outstanding;

+ not to incur any expenditure which is not
contemplated in its most recent budget
approved on behalf of the banks; and

* not to enter into any contract other than as
specifically contemplated and not to acquire
any additional assets or investments or to
incorporate any subsidiary or enter into any
Jjoint venture or other business association.

The aim behind these undertakings is to
give the banks additional control over the
project and the SPV itself, in particular by
ensuring that the 5PV remains a special-pur-
pose entity.

Events of default
All corporate loan agreemenis and project
credit agreements will set out the events which,
if they occur, will entitle the lending banks to
cancel the facility and accelerate their loan (ie,
to make the loan immediately repayable). The
main objectives are three-fold:

* to enable the banks, if certain events happen
in relation to the borrower, to require the
borrower to involve them in attempting to
resolve the issues and continuing with the
facilities on the same or a different basis
acceptable to the banks;

* to crystallise the banks’ debt claims against
the borrower, which is particularly necessary
where there is a danger of the borrower
becoming insolvent; and

¢ to enable the banks to maximise the amount
due from the SPV prior to enforcing their
security over the assets of the SPV or the
shares in the SPV,

Typical events of default in a corporate loan
agreement include non-payment in relation to
the facility, breach of any other undertaking or
any representation and warranty given to the
banks, illegality, cross-default at a specified
level with other borrowings of the borrower or
provider of security for the borrower, any insol-
vency-related event, change of control, cessa-
tion of business or any other material adverse
change in the borrower’s financial condition.

Under a project credit agreement, the
events of default are likely to be more exten-
sive, the aim being to enable the banks not only
to exercise a greater degree of conirol over the
SPV’s activities, but also to enable them to ‘take
over' the project in a wide variety of circum-
stances. In addition to the events likely to be
found in a corporate loan agreement, a typical
project credit agreement is likely to include the
following events of default:

» fajlure by the sponsors and/or any other
investors to contribute equity into the SPV on
the agreed basis;

* nationalisation of the project facilities or

other state action detrimental to the project,

including the effect of environmental law;
construction not having been completed by
the long-stop date;

» shortage of funds available to the 5PV to



complete construction or lack of liquid funds
to meet payment obligations as they fall due;
* events adverse to the continuation of the pro-
Ject, such as industrial action, the suspension
of construction or operation for any z:eason,
the abandonment of the project or the non-
availability of necessary approvals and
licences;
the loss of the project facilities;
+ the breach or other failure of the concession

agreement or another project contract;

= breach of a project ratio (see further below);
and

= failure to maintain the required insurances.

Governing law and dispute resolution

Under a corporate loan agreement syndicated
in the London market, the governing law of the
loan agreement and any security documenta-
tion will be English law, and the English couris
will normally have jurisdiction to hear any dis-
putes relating to those documents.

Under a project credit agreement, it is likely
that international commercial banks will
require the finance documents to be governed
by English law or New York law, depending on
where syndication takes place. The position is
more complicated where there is more than
one source of finance for a project. Where local
finance is to be provided, it is likely that the
finance documentation will be governed by
local law. Equally, finance might be provided by
banks located in the jurisdiction of an export
credit agency giving support to the project and
it might be an agency requirement that the law
of that jurisdiction is used (although many
agencies are increasingly flexible).

The aim should be to achieve consistency
between the finance documents and to seek
appropriate legal advice on the effects of the
documents under the relevant law. A compro-
mise that is increasingly used, however, is a
‘common terms agreement’. This is an agree-
ment between the SPV, all lenders, the agents
for the various facilities, the security trustee
and an intercreditor agent for all lenders con-
taining the provisions which are common to all
the financings. Common terms agreements are
discussed in a later section of this chapter, but
for this purpose one of the benefits of such an

agreement is that it is likely to be governed by a
law which is acceptable to the senior lenders.

The principal method of dispute resolution
under the financing documents will be recourse
to the courts of the jurisdiction of the chosen
governing law of the relevant finance docu-
ment. This is subject to specific dispute resolu-
tion procedures for particular issues. For
example, a credit agreement might provide for
disputes relating to the technical assumptions
to be used in a project forecast (see further
below) to be referred to an independent engi-
neer. Disputes relating to the availability of
insurance cover might be referred to a third
party insurance expert.

Project forecasting and ratios

A typical corporate loan agreement is likely to
contain financial covenants on the part of the
borrower, the breach of which will constitute
an event of default. Typical undertakings relate
to cash-flow, gearing and the maintenance of a
minimurn tangible net worth, their comumon fea-
ture being that they concern the general finan-
cial health of the borrower (or the group of
companies of which the borrower forms part)
on the basis of its commercial activities taken
as a whole.

As the lenders under a project credit agree-
ment will be most concerned with the ability of
the project to produce sufficient income to ser-
vice and repay their debt, the more traditional
financial covenants are replaced by project spe-
cific ratios. By definition, the ratios essentially
relate to the operation, or income-producing,
phase of the project. These ratios can be based
on historic or projected financial information,
and most project credit agreements will contain
both types and possibly 2 combination of the
two, depending on the type of project. It is nor-
mal for the ratios to be tested on the basis of
information contained in a ‘project forecast’
prepared every six months during the operation
phase, and in addition at other tirmes on the
occurrence of certain events, such as a default:
The timing of the forecasting should tie in with
the paymenté of interest and repayment instal-
ments due during the operation phase.

As outlined in Chapter 2, a project forecast
i1s essentially a forecast of all the income and
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outgoings of the SPV from the date of the fore-
cast to the maturity of the financing. In order to
prepare such forecasts, certain assumptions
will need to be made. These assumptions will
normally include:

* gconomic assumpiions such as rates of infla-
tion, rates of interest, foreign exchange rates,
corporation tax rates and bank deposit rates;
and

techwical assumptions relating to outgoings,
such as operation and maintenance costs,

insurance premia and consultants’ fees and
relating to the performance or use of the pro-
Jject facilities.

It is normal and most practicable for eco-
nomic assumptions to be determined by the
agent bank and for technical assumptions, at
least initially, to be prepared by the SPV. The
banks will nermally wish to retain the right to
challenge the assumptions prepared by the SPV
and, ultimately, to have them referred to a third
party for expert determination.

The actual calculation of the projected cash
flows will invariably be carried out by a com-
puter programme, or ‘financial model’, the for-
mat of which will be agreed as a condition
precedent to the facilities becoming available
and will be used throughout the life of the
financing.

There are various ratios that can be used,
but the most common are: '

* Debt service ralio. This is a ratio of project
revenues over a given period (normally 12
months) to the amount of debt service (ie,
interest and principal) over that period. The
test is aimed at ensuring that over the past 12
months the SPV has been able to make debt
service payments with a comfortable margin.
The test is historic and will be carried out at
the same time as each project forecast is pre-
pared, but it does not rely on the information
produced by the forecast.

Projected debt service cover ratio. This is the

ratio of projected project revenues over a
given period to the amount of debt service
projected te be paid for that period, and is
designed to test whether the SPV will have
sufficient revenues to pay debt service over,
typically, the next 12-month period with a
cornfortable margin. As the test is forward

looking, it will be based on the relevant fig-
ures in the project forecast for the 12-month
period starting on the date of the project
forecast.

* Loan life cover ratio. This is the ratio of the
net present value of all cash flows available
for debt service over the life of the financing
to the ratio of the principal amount of the
SPV's debt as at the date on which the project
forecast is prepared. It is aimed at testing
whether the SPV will generate sufficient, rev-
enues over the life of the financing to repay
the debt. The objective of the net present
value calculation is to be able to compare
‘today’s’ value of the projected cash flows with
‘today’s’ principal amount of the debt. The net
present value of the cash flows will be caleu-
lated by applying a ‘discount rate' to them,
which might be determined by reference to
inflation (specifically, the Retail Prices Index),
to the yield on government securities or to the
rate of interest on the debt. If the latter, this
should take account of the effect of any
applicable interest rate hedging arrangements.
The overall effect is that ‘inflation’ {in the
broadest sense) in relation to the project cash
flows is removed from the calculation, as is
interest on the loan.

In a typical project credit agreement, the
ratios may serve several functions and are
likely to be set at different levels depending on
those functions:

+ Events of default. A breach of a project ratio
will commonly trigger an event of default,
though in this context the ratios are likely to
be set at levels which, if breached, would indi-
cate that the project is in serious difficulties.

* Conditions to drawdown. As mentioned ear-
lier, it might be a condition to drawing funds
that certain ratios be met. For this purpose,
the ratios are likely to be setf, at levels which,
if not met, might give lenders to the project
some cause for concern but which would not
trigger a default.

* Conditions to a distribution. As mentioned
above, it is likely that the project ratios will
need to reach certain levels before the SPV
can make distributions to its investors, and
to remain at those levels after the distribu-
tion is made. For this purpose, the levels will



normally be set at their most stringent under
the credit agreement.

* Applicable wmargin. The interest margin
charged by the lenders might vary according
to the levels of the ratios, as their risk in
lending to the project will also be varying as
the ratic levels move.

Project accounts

Unlike a corporate loan agreement, a credit

agreement will normally contain detailed provi-

sions as to the bank accounts which the SPV
should maintain and how those accounts are to
be operated, the aim of the lenders being to
control the SPV's finances and cash flows to the
maximum extent possible while allowing the

SPV to continue its day to day operations.

The SPV will usually be required to maintain
numerous bank accounts with funds earmarked
for different purposes, the objective of the
nurnerous accounts being to assist the lending
banks and the account holding bank to monitor
and control all receipts and payments. These
accounts are likely to include:

* Proceeds account. The proceeds of drawings
under the facilities will be required to be paid
into this account, and moneys can only be
withdrawn from this account for the purposes
set out in the credit agreement (normally, con-
struction costs). Withdrawals will often be
subject to the SPV demonstrating that the
expenditure has been properly incuwred or
will be incurred in the near future.

* Revenue account. The SPV will be obliged
to pay all project revenues into this account
and may only withdraw amounts from it to
pay operating costs (including debt ser-
vice), to transfer amounts to one or more
reserve accounts (see further below) or, in
the event of a surplus, to pay the surplus
out as a distribution.

(other than liqguidated damages payable purely
in respect of delay). The SPV will normally be
required to apply compensation and liquidated
darnages towards the early repayment of the
senior loan financings. The position in relation
to the use of insurance proceeds is more com-
plex and is referred to below.
Equity account. The SPV will be obliged to
pay the proceeds of all equity contributions
and subordinated debt into this account, to
be withdrawn only for specified purposes,
normally to meet construction or capital
expenditure and other project costs.
Muaintenance reserve account. The objective
of maintaining and funding a maintenance
reserve account is to apportion the likely
heavy costs of major maintenance work,
which might be required only once in each
period of several years, over those years, and
to pay an apportioned amount at the required
intervals, normally every six months, into the
maintenance reserve account. Funds can be
withdrawn from the account to meet major
maintenance costs when due, and the cycle
then recommences.
Debt service reserve account. During the
operation phase, the SPV will normally be
required to make payments of interest and
principal every six months out of the balance
standing to the credit of the revenue account.
The aim of establishing a debt service reserve
account is to pay surplus funds from the rev-
enue account into the debt service reserve
account as and when available, which can be
called on to meet debt service in circum-
stances where there are otherwise insuffi-
cient funds in the revenue account. There
will normally be a ceiling on the level of the
reserve equal to the following six or 12
months debt service liabilities.

Lenders will often, at the ouiset, specify a

s Compensation account. All capital receipts of
the SPV will be required to be paid into this
account. These would normally include com-
pensation for any nationalisation, requisition
-or similar events occurring in relation to the
project facilities, insurance proceeds paid in
respect of physical loss or damage to the pro-
ject facilities and any liquidated damages
payable to the SPV under a project contract

requirernent that funds may only be withdrawn
from the revenue account in a given order of
priority (also referred to as a ‘payment cas-
cade’). For example, the banks might wish pay-
ments to the operator and to any suppliers of
raw materiaié to take precedence over other
payments, other than debt service and repay-
ments which are to have first priority. A strict
order of priorities could only be achieved if all
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such payments were due on the same date,
which will not be the case. The normal order of
events is for the SPV to make payments of both
operating costs and debt service costs as and
when they fall due, and it is only transfers to
reserve accounts and payment of distributions
that can truly be prioritised. These will nor-
mally be made six-monthly and on the basis of
a project forecast. Once the forecast figures are
available, amounts can be transferred fo the
reserve accounts in a given order of priority. As
the balance on each account reaches its maxi-
mum required level, surplus amounts can then
be paid into the next, and so on. Once all
reserve accounts are at their maximum, any
surplus should be payable as a distribution to
investors if the conditions afe met. If the condi-
tions are not met, the SPV might be obliged to
apply the surplus towards the early repayment
of the senjor loan financings.

Investments

The SPV might be permitted to invest the bal-
ances on the reserve accounts in ‘safe’ invest-
ments, normally held in the name of the
account holding bank, but taking into account
the liquidity requirements of the project.

Insurance
Unlike a corporate loan agreement, a project
credit agreement is likely to contain extensive
and detailed provisions in respect of the insur-
ances which the SPV is to maintain throughout
the term of the finaneing. Although a discussion
of these provisions is outside the scope of this
report, it should be noted that the requirements
will need to be consistent with those contained
in the concession agreement, the construction
contract, the operation and maintenance agree-
ment and any other relevant project document.
One issue that invariably falls to be
resolved is how insurance proceeds paid in
respect of physical loss or damage to the pro-
ject facilities should be applied. In practice, the
interests of the host government and the
lenders will be conflicting and it will be neces-
sary for an agreement to be reached between
them. This is discussed further in a later sec-
tion of this chapter.

" Other provisions

A project credit agreement will, in addition to
the above, include provisions relating to:
¢ illegality affecting the ability of one or more
banks to make or continue with the financing;
* payment mechanisms;
# the role of the agent, the security trustee and
the account bank; and
¢ the transfer by lenders of their interests in
the loan facilities.
Each of these provisions, while performing
an important function, are not discussed in
detail here.

BOND ISSUES

The remarkable success of bonds as a financing
instrument has been based on the ability to
package a debt instrument in a form that is
readily acceptable and tradeable in the domes-
tic and international markets. The development
of a relatively standardised product was there-
fore a prerequisite. With the increasing sophisti-
cation of issuers, intermediaries and investors,
the debt capital markets have seen the develop-
ment of a wide range of instruments, although
the basic bond structure has remained a rela-
tively constant theme. This section describes
the principal parties and documentation
involved in the bond structuore.

A bond is, in simple terms, a negotiable
instrurment evidencing indebtedness. It is a legal
contract between the issuer and the investor
whereby the issuer promises to repay to the
holder of the certificate the face value of the
bond together with interest. The instrument will
tend to be referred to as a ‘bond’ if the tenor is
of a longer duration - say five to seven years or
more — or as a ‘note’ if of a shorter duration.
Also, market convention dictates that floating
rate instruments are described as notes - specif-
jcally ‘floating rate notes’ — rather than bonds.

Bonds may be domestic (if issued on the
market of a particular country by a resident of
that country), foreign (if sold by the issuer on
the market of a single country in which it is not
resident and denominated in the currency of
that country) or international (if sold to
investors in various countries other than the
country of the currency in which the bond is



issued). Bonds are characteristically in bearer
form and, by convention, pay interest without
deduction for withholding or similar taxes in
the country of the issuer.

The parties to a typical bond issue

Investors

Investors in the bond market fall into two cate-
gories: (i) institutions such as commercial
banks, government agencies, international
financial organisations, investment and pension
funds, insurance companies and corporations
and (ii) individuals. Bonds provide investors
with internationally tradeable securities that
can be held anonymously and allow them to
match maturity, risk and yield profiles to their
needs. The development of project bonds is
providing an opportunity for investors to invest
in a new asset class of bond securities with
long maturities and risk profiles specifically
linked to industry and country sectors.

Issuers

Traditionally, bond issuers were banks, building
societies, companies, governments or quasi
government bodies. The development of the
asset-backed market and specialised financing
products has led to a large amount of bond
finance now going to special-purpose vehicles
based on cash flow and security assessments
backed by appropriate credit ratings.

In the context of bonds issued to finance a
BOT project, the issuer may be the SPV or a
finance vehicle established for the purpose of
funding the project. The issue may further be
covered by a parent company guarantee or may
stand alone based on and secured by the cash
flow and assets in the SPV.

Lead manager

The lead manager will be responsible for
arranging, syndicating and documenting the
issue. With a large number of international
banks capable of carrying out this role, the
principal considerations in relation to project
bonds will be to provide an appropriate syndi-
cation strategy alongside distribution capability
based on an understanding of the relevant risk
sensitivities and structuring issues relevant to
the project. Other qualities of a lead manager

that the issuer will be looking for in respect of a
project bond, as with a traditional bond, will
include a commitment to the ongoing sutccess
of the project, an innovative approach, organi-
sational strengths and financial stability.

Trusteeffiscal agent

Bonds are essentially individual contracts
between the issuing company and the holder. In
the event of a breach of that contract by the
issuer it would be possible for each separate
bondhelder to bring a claim against the issuer.
Similarly in the event of any desired waiver of a
technical breach or desired amendment to the
documentation it would be necessary for the
issuer to obtain the agreement of each individ-
ual bondholder. This problem is compounded
by the fact that bonds are generally bearer
instruments and a number of holders will be
concerned to ensure that their anonymity is
preserved. Because of these difficulties English
law bond issues are generally constituted by a
trust deed. Where a trustee is appointed (this
can be one of a number of trust companies who
regularly carry out this service) the trustee will
be responsible for the interests of each of the
bondholders.

An alternative to the trust structure is to
issue the bonds pursuant to a fiscal agency
agreement — effectively a paying agency agree-
ment with some additional provisions relating
to the mechanics of issue of the bond. Each of
the bondholders has the right to call an event of
default. In circurnstances where a fiscal agency
agreement is used, issuers will aim to negotiate
‘softer’ default events as there is much less flex-
ibility than in the trustee structure where the
trustee can be given discretion to waive minor
or technical breaches and to take a view as to
the materiality of even some major breaches.

Paying agents

Under either the trustee or fiscal agent struc-
ture it will be necessary to appoint paying
agents in each jurisdiction where there is likely
to be significant investor interest, in order that
investors are able to go and present their bonds
and coupons and receive the relevant payment.
{This system will be simplified where, for
example, the certificate remains in master
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global form with payments of interest and prin-
cipal being credited through clearing systems.)
The issuer will also appoint a principal paying
agent to which it will make payments of the rel-
evant amounts on the agreed dates. The paying
agents will accept bonds and coupons, making
payment to the holder the same day and apply-
ing for reimbursement from the principal pay-
ing agent, who will have received the relevant
amount from the issuer.

It is important to recognise that the paying
agents will act as agents of the issuer and not
the bondholders, so that the paying agent will
have no relationship of agency or trust with the
individual bondholders.

Listing agent

Subject to limited exceptions, the issuer will be

required to appoint a listing agent. In the UK a

listing agent must be an authorised person

under the Financial Services Act 1986, or be a

European Institution as defined by the Banking

Ce-ordination (Second Council Directive) Reg-

ulations 1992 which is authorised or permitted

within the meaning of those regulations to
carry on in its home state the activity of partici-
pation in securities issues and the provision of
services relating to such issues. This will nor-
maily be a corporate broker, investment bank
or the lead manager to the relevant issue.

The listing agent's duties are:

¢ to ensure that the issuer is guided and
advised as to the application of the listing
rules issued by the relevant stock exchange
on which the bonds are to be listed and
traded;

* to complete a declaration to the exchange to
the effect that: (i) all documents required by
the listing rules to be included in the applica-
tion for listing have been supplied to the
exchange; and (ii) all other relevant require-
ments of the listing rules have been complied
with;

* to communicate with the exchange;

to lodge all documents supporting the appli-
cation;

to seek exchange approval of the listing par-
ticulars or equivalent offering document; and
* to carry out such other duties as may be

required.

Project agent or intercreditor agent

- As discussed in Chapter 6, although not a

requirement for traditional bonds, the dynamic
nature of a project together with the passive
nature of bondholders’ interests may require
the appointment of an agent to act as a point of
contact for and to negotiate with the project
sponsors. The agent will be authorised by and
have responsibility for looking after the inter-
ests of the bondholders.

Lawyers and technical advisers

The lead managers' lawyers will be responsible
for preparing documentation in relation to the
issue. The issuer may also appoint lawyers to
advise on the issue. In the context of project
bonds their role will predominantly be to
finalise project documents and ensure the rele-
vant risks are adequately disclosed in the offer
documentation. An understanding of the rele-
vant cash flows and project risks will be an
essential requirement for appropriate disclo-
sure in the offer document.

Unlike traditional corporate bonds, it is
likely that the project business will be based on
specific technical applications that will require
analysis by technical experts. A technical
expert in the relevant industry will provide a
report, details of which will be set out in the
offer document.

Principal documentation and terms
Engagement letter

This confirms the fundamental terms of the
issue, authorises the lead manager to announce
the issue and to form a syndicate with the co-
managers.

Offering circular (listing document)

The offering circular will contain a description
of the terms and conditions of the bonds, a
description of the project, details of the SPV,
any listing arrangements, any rating informa-
tion on the relevant country in which the pro-
Jject operates and, particularly, should highlight
any specific risks to which the project is sub-
ject. The offering circular will also provide
other information required either specifically
by any relevant regulatory authority {eg, rules
of any relevant stock exchange) or generally as



may be required in order for investors to make
an informed decision as to whether or not to
invest in the bonds. These areas are described
in the following sections.

The terms and conditions of the bonds.
Information is likely to be included in relation
to the following:

* the form of the bonds (ie, bearer or regis-
tered) and their dencmination;

¢ the status of the bonds (ie, secured or unse-
cured, and their priority ranking). Brief
details of any guarantees of and/or security
for the issuer’s obligations under the bonds
should be included, together with any inter-
creditor arrangements which will impact on
the bondholders;

¢ the rate of interest payable on the bonds
(which is likely to be a fixed rate) and inter-
est payment dates, together with a provision
for the payment of default interest on late
payments;

* the date(s) scheduled for the redemption of
the bonds, and any other events entitling the
issuer to redeem the bonds early (most com-
monly if the issuer is obliged to gross up
interest payments as a result of the imposi-
tion of withholding tax on interest payments);

* payment mechanisms and any provision for
the redempticn of the bonds by instalments;

* the tax treatment of the bonds;

* events of default rendering the bonds imme-

diately redeemable;

provisions for the convening of bondholder

meetings and the procedures for decision

making at those meetings; and

governing law.

A description of the project

The offering circular will need to contain a

detailed description of the project and the pro-

ject documentation, and is likely to include:

¢ a summary cf the main provisions of the con-
cession agreement, an analysis of the alloca-
tion of risks under the concession agreement
and details of the performance criteria that
the SPV will be required to meet;

s details of the financing structure of the pro-
Jject, including its sources of finance for the
construction of the project facilities and

sources of income during the operation
phase of the project. Where the project will
not rely on long-term offtake agreements, the
offering circular should include some detail
of all market or user forecasts on which the
project economics are based, though the
level of detail is likely to vary according to
the level of credit support available (see fur-
ther below);

* a summary of the terms of the principal pro-
ject contracts — particularly the construction
contract, the operation and maintenance
agreement and any long-term supply or off-
take contracts;

* a summary of the terms of the principal
financing documents, including any loan doc-
uments, the security documents, all direct
agreements and any intercreditor arrange-
ments, particularly those that will impact on
the bondholders;

A summary of the terms of the documenta-

tion under which the sponsors will con-
tribute equity to the project and any
guarantees or other support to he given by
third parties in respect of the obligations of
the SPV; and

» z summary of the documents relating to the
bond issue, and in particular a note of the
undertakings to be given by the SPV in favour
of the bondholders.

The offering circular should make adequate
disclosure of the risks inherent in the project
which could prejudice the rights of the bond-
holders, such as market and user risks, force
muoajeure events leading to delay in completion
and country risk (see below), and any restric-
tions on the bondholders in the exercise of
their rights (eg, intercreditor arrangements).

Details on listing and rating

The offering circular will specify whether the
bonds will be listed in any jurisdiction and will
provide details of any credit rating that has been
applied in respect of the relevant securities.

A description of the SPV

The offering circular should provide details of
the 8PV, and any financing wvehicle through
which the bonds are to be issued. These should
include details of:
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* the date and jurisdiction of incorporation;

= any activities to date;

* its share capital and capitalisation;

* its constitutive documents and/or where they
may be inspected; and

+ its directors.

Unlike a bond issue by an established cor-
porate entity, the offering circular will: contain
very little information on the issuer itself. Its
main role in the project is as a party to the pro-
ject documents. It will have no established trad-
ing record and is unlikely to have any financial
history.

More information is likely to be included on
the shareholders of the SPV (and the project
sponsors, if different), including:

* their corporate structure;

* their principal activities and financial stand-
ing; and

s their project finance experience.

The offering circular should also include a
description of any other entity providing guar-
antees or other credit support for the benefit of
the bondholders, such as a monoline insurer.

Financial information required by the relevant
listing regime

The financial information that can be provided
in relation to the SPV itself will necessarily be
limited, and is likely to extend only to a balance
sheet which will show its capitalisation. The
requirements of the relevant listing regime are
likely to apply to the shareholders of the SPYV,
particularly where the shareholders are giving
assurances in relation to the completion of the
project facilities, and also to any guarantor of
the bonds.

Information as to the economic, political and reg-
ulatory regime

Depending on the jurisdictions involved, the
offering circular should give some information
on the environment in which the project is to
be implemented. Particularly in respect of
emerging market countries, information should
be given in respect of that country’s financial
standing and credit rating and its taxation and
other economic policies insofar as they impact
on the project, its political stability and the
laws and regulations of that country which are

relevant to the project. This should extend to
matters such as the ability of the SPV to obtain
and remit hard currency io meet its payment
obligations under the bonds.

Boilerplate information required to be included in
the listing documents

This is likely to include details of the subscrip-
tion arrangements between the issuer and lead
managers, selling restrictions applicable to the
bonds and general information, including the
location where all relevant documents can be
inspected.

Subscription agreement

The subscription agreement is a conditional con-
tract to underwrite the issue and will include
amongst others the following provisions.

Subscription and offering

This provides the basic subscription contract:
the issuer agrees to issue and the managers
Jjointly and severally agree to subscribe and pay
for the bonds at the subscription price
(together with accrued interest) less the selling
concession. The issuer will also agree to pay
the underwriting commissions by allowing a
deduction from the subscription price.

Listing

The issuer will agree that the lead manager is
given.authority to apply for listing on the rele-
vant exchange and agrees to provide docu-
rents and to maintain the listing on the
relevant exchange {or where that is not possi-
ble, to agree an alternative exchange for listing
of the bonds). The managers will often require
full information about any change or matter
affecting the issuer and will require the issuer
to publish supplementary listing particulars in a
form approved by the lead manager. The issuer
will usually argue that the content of supple-
mentary listing particulars is the issuer’s
responsibility alone, although an agreement to
consult with the managers may be acceptable.

Representations and warranties

The representations and warranties will gener-
ally cover that the financial information has
been properly prepared, that the offering circu-



lar contains all necessary information and that
there is nothing in it or omitted from it which
would make the information stated misleading.
Warranties will also normally cover incorpora-
tion, no breach of law, no infringement of any
documents or agreement, valid and binding
obligations of the issuer, no event of default, a
statement that all consents and approvals have
been obtained and are in force, no material liti-
gation, that the financial statements present
accurately, in accordance with the national law
and accounting practice, the results of the oper-
ations of the issuer and that, since that date,
there has been no material adverse change in
the financial position of the issuer.

Conditions

The obligations of the managers to pay for the

bonds will be conditional upon a number of

conditions being satisfied. These will include
amongst others:

* no material adverse change in the condition
of the issuer at the payment date;

* no event rendering any of the misrepresenta-
tions and warranties untrue or incorrect to
any extent which is material in the context of
the offering of the bonds;

* that the relevant stock exchange has
approved the securities for listing; and

* the issue receiving an appropriate rating.

Selling restrictions

The subscription agreement will contain selling
restrictions effectively requiring the managers
to sell the securities only in accordance with
the relevant securities laws.

Termination

The subscription agreement will generally con-
tain a right for the lead manager to terminate
the agreement and the obligation of the man-
agers in the event of certain changes occurring
in the international financial markets. The
issuers will generally require to be consulted
before the managers exercise their right of ter-
mination. The market guide produced by IPMA
in respect of standard provisions in bond docu-
mentation provides optional clauses for termi-
nation. IPMA Standard Form 2 is generally
adopted for this purpose.

Closing

The subscription agreement will also deal with
the closing mechanics. It is important that suffi-
cient attention is given to the closing mechan-
ics, particularly where the issuer and the
common depositary (the custodian on behalf of
the clearing systems) are in different time
zones. The issuer will generally agree to deliver
the temporary global note to the common
depositary for Euroclear and CEDEL Bank to
be held to the order of the issuer until payment
has been effected.

Invitation telex

The invitation telex to prospective underwriters
and its contents is the first public document
and should conform with IPMA recommenda-
tions. To the extent that information is not con-
tained in the invitation telex it would be
reasonable market practice to assume that
IPMA terms would apply. It is essential there-
fore to ensure that the invitation telex accu-
rately reflects the details of the proposed issue.
It is no longer usual to have a separate agree-
ment among managers and the invitation telex
will simply refer to one of the IPMA standard
form managers agreements being applicable.

Trust deed
The principal difference between a trust deed
and a fiscal agency structure is that whereas the
trustee owes its duties to and is legally answer-
able to the bondholders, the fiscal agent is
purely the agent of the issuer. While the fiscal
agent may pwrport to undertake certain duties
for the benefit of the bondholders it has no con-
tractual or trust relationship with the bondhold-
ers and it is legally answerable only to the issuer.
Trust deeds are generally fairly lengthy doc-
uments covering in detail the relationship
between the trustee and the issuer. The trust
deed will cover such matters as the issuer’s
covenant to pay, the forras of the definitive and
temporary global bonds, rights of acceleration
and enforcement of the bonds, order of pay-
ment of funds recovered by the trustee and pro-
visions  with regard to protection and
remuneration of the trustee. The trust deed will
also set out the provisions for meetings of
bondholders.
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Paying agency agreemeni/fiscal agency agree-
ment — payment mechanics

The paying agency agreement is largely a mechan-
ical document dealing with the mechanics and
administration of the payment mechanism.

Legal obligations and rights

Most sophisticated jurisdictions will have in
place a raft of complex legislative provisions to
ensure that the general public in the relevant
Jurisdiction is adequately protected from spuri-
ous offers of securities based on inadequate,
inaccurate or misleading information. The UK
is no exception.

It is important therefore that the structure
of the offer and the underlying documentation
contain detailed provisions restricting the mar-
keting and sale of securities of the issuer other-
wise than in compliance with specified
circurnstances based on the legislation of rele-
vant jurisdictions. Because it is not possibie to

address every jurisdiction in which the issuer’s

securities may be sold, a general restriction will
usually be included in the documentation. The
documentation will, however, be likely to
address specifically UK and US restrictions. It
is important for both the issuer and the relevant
organisations selling the offer to understand
what restrictions will apply and how to avoid
breaching them.

Regulations under English law

The principal UK restrictions on the issue and
sale of securities are contained in the Public
Offer of Securities Regulations 1995 (‘POS
Regulations”), the Financial Services Act 1986
(‘'FSA) and the Banking Act 1987. Further
restrictions are found in the rules of regula-
tory bodies set up to regulate the securities
industry under the FSA and the Stock
Exchange Listing Rules.

POS Regulations

The POS Regulations came into force in June
1995 and replaced the provisions of the Compa-
nies Act 1985 to bring English law into line with
the EC Prospectus Directive of 1988. The issuer
will be required to publish a prospectus (the
form and content of which is specified in the
Regulations) and also to deliver a copy to the

Registrar of Companies, if there is an offer to

the public made in the UK of unlisted securities

or an offer to the public made in the UK, before

admission to listing, of securities which are to

be listed.

" Various exemptions apply which an issuer

may wish to rely on in order to avoid providing

the lengthy and detailed information required:

(a) the offer is to professionals whose activi-
ties involve holding and disposing of
investments for the purposes of their busi-
nesses; or

(b) the offer is to not more than 50 persons in
the UK; or

(c) the bonds are offered in connection with a
bona fide invitation to enter into an under-
writing agreement — eg, the invitation
telex; or

(d) the bonds are dencominated in amounts of
at least ECU40,000; or

(e) the offer is to a restricted group reasonably
believed to be sufficiently knowledgeable
to understand the risks.

Financial Services Act 1986

An issuer will need to ensure that it does not,
either directly or through its agent or advisers,
fall foul of what can be fairly draconian mea-
sures introduced by the legislation.

The principal restrictions relevant to a
securities offering are Section 57 which makes
it an offence to issue an unauthorised invest-
ment advertisernent, and Section 47 which
makes it an offerice to make certain misleading
statements.

A listing on the exchange will avoid most of
the Section 57 problems as the exchange listing
regime will apply to the listing particulars and
any other documents required or permitted to
be issued by the listing rules (Section 58). If
not covered by the listing rules, the issuer will
need to rely on other specific exemptions such
as those contained in Article 11 of 8I 1996/No.
1686 covering ‘advertisements issued to per-
sons sufficiently expert to understand the risks
involved’.

Section 47 states that:

(1) Any perscn who:

{a) makes a statement, promise or forecast
which he knows to be misleading, false or



deceptive or dishonestly conceals any
material facts; or
{b) reclklessly makes (dishonestly or other-
wise} a statement, promise or forecast
which is misleading, false or deceptive,
is guilty of an offence if he makes the state-
ment, promise or forecast or conceals the facts
for the purpose of inducing, or is reckless as to
whether it may induce, another person
{whether or not the person to whom the state-
ment, promise or forecast is made or from
whom the facts are concealed) to enter or offer
to enter into, or to refrain from entering or
offering to enter into, an investment agreement
or to exercise, or refrain from exercising, any
rights conferred by an investment.
(2) Any person who does any act or engages
in any course of conduct which creates a false
or misleading impression as to the market in
or the price or value of any investment is
guilty of an offence if he does so for the pur-
pose of creating that impression and of
thereby inducing any person to acquire, dis-
pose of, subscribe for or underwrite those
investments or to refrain from doing so or to
exercise, or refrain from exercising, any right
conferred by those investments.

A person found guilty of an offence under this
section may be liable to a fine or imprisonment.

It is therefore essential that a thorough due
diligence exercise be completed (a) to avoid
any statement giving a false or misleading
impression and (b} to provide an arguable
defence under Section 47(3) if a claim is made.
Due diligence is discussed further later in this
chapter.

If the issue is to be listed on the exchange,
Section 146 of the FSA requires the offering cir-
cular to contain:

... all such information as the investors and
their professional advisers would reasonably
require, and reasonably expect to find there,
for the purpose of making an informed assess-
ment of:

(a) the assets and Habilities, financial posi-
tion, profits and losses and prospects of the
issuer of those securities; and

{b)the rights attaching to those securities.

The exchange’s listing rules (which are
briefly discussed above) state only the mini-

mum that must be disclosed: the general duty
of disclosure under Section 146 must always be
complied with, and the London Stock
Exchange cannot grant a derogation from it. If
Sectionl46 is not complied with, subsequent
purchasers of the bonds, as well as the original
investors, will be able to bring a claim under
Section 150 of the FSA for compensation if
they can demonstrate that they suffered loss as
a result of the incorrect statement or omission.
However, as time passes and the bonds pass
through different hands, it will become increas-
ingly difficult for an investor in the secondary
market to prove.

In a normal issue, the persons who may be
held responsible are the issuer itself and,
where any expert opinions are expressed in the
document, such experts. If the bonds are clas-
sified as ‘international securities’, the exchange
is empowered to exempt the directors of the
issuer from responsibility under Sectionl46
and 150.

Banking Act 1987

Where the bonds are sterling debt securities it
is important to ensure that the sterling is not
raised in the course of carrying on a business
which is a deposit-taking business, unless there
is an applicable exemption from the Banking
Act’s provisions.

Common low
In addition to the above, a variety of common
law, contractual and statutory rules may deter-
mine the civil or criminal liability of an issuer
for the contents of any offering document (and,
indeed, the liability of the lead manager or
other persons involved in the issue). Briefly,
they are:

* damages for negligent misstatement (and lia-
bility may extend to the underwriters and
their legal advisers because they have a duty
to investors to use reasonable care to ensure
the accuracy and completeness of the offer-
ing circular);

* rescission and damages for misrepresenta-
tion; and l

* breach of contract (if it can be proven that
the incorrect statement was a term of the
contract).
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Due diligence

Proper due diligence and verification of the
contents of the offering circular should
ensure that all material facts are stated and
that the necessary information is presented
without omitting any material information or
being misleading in any material way. If some-
thing does slip through the net, the ability to
show that proper due diligence and verifica-
tion was carried out should provide a defence
to most claims.

The method of due diligence and verifica-
tion adopted in a typical corporate bond issue
by English lead managers and their legal advis-
ers follows the Euromarket practice. It is
based on a ‘question and answer’ session with
the issuer’s senior management and its audi-
tors which takes place over several days. The
notes kept of this session form the major part
of the verification record. Documentary evi-
dence will be required to support any particu-
larly significant statements in the offering
circular. Projections, together with the
assumptions on which they are based, must be
supplied to the lead manager so that it can ver-
ify the description of the issuer's future
prospects. However, the issuer’s board is not
asked to sign any formal verification notes
(and the practice differs in this respect from
the practice with domestic UK issues). In the
case of a company with a financial record, the
lead manager will also require a ‘comfort let-
ter’ from the issuer’s auditors confirming,
among other things, that, following the perfor-
mance of agreed review procedures, they are
not aware of any material decrease in the net
assets since the date of the last audited bal-
ance sheet or in the net sales, gross profits or
operating income in the period since the last
balance sheet date when compared with the
same period in the preceding year.

In the case of a project bond, considerable
due diligence will be required with regard to
the underlying project contracts and the
description of principal risks described in the
offering circular. In view of the fact that a num-
ber of important risk factors in projects will be
based on assumptions, it will also be an impor-
tant feature of the project description that the
fact that assumptions have been made, which

may prove to be inaccurate, and the basis on
which those assumptions have been made, is
clearly stated in the offering circular.

Timetable

For practical purposes the procedure and

timetable relating to a typical Eurobond issue

can be divided into three parts:

s lgunch — announcement — selling efforts and
raoral commitment;

s signing — execution of subscription agree-
ment/(underwriting); and

* closing — funding.

Launch and pre-launch

The prelaunch period will involve the issuer,
lead manager, legal advisers and accountants
preparing the initial documentation, carrying
out any due diligence required in respect of the
issuer, and the project, pulling together the
management syndicate and agreeing the terms
and conditions of the issue. It will also be nec-
essary to assure that all technical analysis is
accurately reflected in the offer document. In
relation to project bonds the launch and pre-
launch period will be significantly longer than
under the traditional Eurobond structure due to
the very specific nature of the credit to be sold
and the very detailed risk profile that will need
to be described arising from the interplay of
contractual and structural issues affecting the
project. The precise timing of the process will
depend on the novelty of the project and
whether the project contracts have been sub-
stantially finalised prior to the banks being
approached. Substantial pre-launch marketing
is likely to be required in the case of project
bonds. Because of the need for certainty that
finance will be available over an extended
period in respect of projects, the bond option
will only be a viable alternative if there is sub-
stantial interest from prospective investors at
the pre-launch marketing stage.

Signing

At signing the managers (ie, the lead manager
and co-managers) and the issuer will enter into
formal legal documentation binding the issuer to
issue the bonds and the managers to subscribe
and pay for the bonds at closing. It is important



to note that even at this stage the subscription
agreement, and therefore the managers’ obliga-
tion to purchase the bonds, will be conditional
on a number of events taking place on or prior to
closing, some of which are listed above.

Closing

Closing will involve execution of the trust deed
(or fiscal agency agreement) and paying agency
agreements. The closing comfort letter, legal
opinions (if not already delivered) and no raate-
rial adverse change certificates will be deliv-
ered to the managers and any other conditions
precedent will be complied with. A representa-
tive of the common depositary will take deliv-
ery of the temporary global note (a single
certificate usually in bearer form in respect of
the entire issue held for a limited period prior
to the bonds being represented by definitive
certificates, or now more commonly, a perma-
nent global certificate) and authorise payment
of funds to the issuer following closing. The
printer will then be instructed to print the
definitive notes (if any are to be produced) and
the closing of the issue will be announced in
the press.

PROJECT LEASING

The following section identifies the principal
documents that will be required where a BOT
project financing includes a leasing structure
under which project risk is taken primarily by
parties other than the lessor (ie, a lease of the
second type described in the ‘Project leasing’
section in Chapter 6). It assumes that the pro-
ject business is located in the UK and that UK
depreciation allowances only are relevant. All
the documents referred to below will need to
be negotiated with and/or consented to by the
project lenders and the host government.

Acquisition or Reimbursement agreement

A contract between the lessor and the SPV con-

taining:

* the obligation of the lessor to acquire the
asset to be leased (or, in the case of a reim-
bursement agreerent, to repay to the SPV
the cosis associated with acquiring the
asset);

* a description of the asset and, where it is to
be constructed or assembled by the lessor,
detail as to the construction or assembly;

* the expected acquisition cost (reimburse-
ment amount) specifying the maximum
amount to be paid by the lessor;

* timing of the expenditure;

¢ arrangements for the vesting of ownership
rights in the lessor; and

* the agreement of the parties to enter into an
agreement to lease and/or lease of the asset
(see below).

Agreement to lease

A contract between the lessor and the SPV con-

taining:

* the obligation to enter into a lease of the
asset in an agreed form;

* arrangements for the insurance of the asset
during the period between the lessor begin-
ning to incur expenditure and the start of the
lease period; and

s provisions as to the start date for the lease.

This agreement may be dispensed with and
the form of the lease be an annex to the Acqui-
sition or Reimbursement agreement,

Lease

A contract between the lessor and SPV con-

taining:

* the obligation to lease the asset, granting the
SPV as lessee exclusive possession for a
specified period of time;

* covenants or undertakings as to the use and
operation of the asset;

* insurance provisions — these should be com-
patible with the provisions of the credit
agreement;

» the obligation of the SPV to pay a variable
rental —- there will be a detailed schedule set-
ting out the assumptions on the basis of
which the illustrative rental has been calcu-
lated and explaining how the rental will vary
with changes to these assumptions (eg,
changes in corporation tax rates, interest
rates and acquisition cost);

provisions as to the security (eg, guarantee,

letters of credit, cash collateral) to be pro-

vided to the lessor;

* where there will be variations in the amount
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of security required over time, the mechanics
for implementing these and parameters set
by the lessor as to the categories of banks
which will be acceptable as issuers of guar-
antees or letters of credit;

¢ default and termination events, many of
which will be similar to events of default in
the credit agreement — eg, the abandon-
ment of the project or termination of the
concession;

* provisions as to termination (voluntary, total
loss and default) and detailed provisions as
to the stipulated loss value (SLV) and other
amounts payable on termination, and as to
the disposal of the asset following termina-
tion; and

* indemnities from the SPV to the lessor in
respect of both general and taxation matters.

Guarantees, letters of credit or cash collateral
Appropriate documentation for the agreed form
of security to the lessor in respect of, for exam-
ple, all sums due, or SLV, or current rentals.

Where bank guarantee(s) are required,
issues of principle will include the question of
whether a payment guarantee or a performance
guarantee is required, the maximum amount
that can be claimed, whether the guarantee is
an obligation independent of the underlying
obligation of the SPV (in English law, an indem-
nity) and whether or not the amount that can
be claimed under the guarantee can be grossed
up to take into account the tax treatment of
receipts by the lessor under the guarantee.

In the case of letters of credit, the maximum
sum that can be claimed and the period of
validity of the letter of credit will be clearly set
out. Clarity of the form of demand and the abil-
ity of the lessor to comply strictly with that
form will be important issues.

Cash deposits will normally be required to
be held in a specified bank account charged to
the lessor with provision for release or reten-
tion of interest earned.

Security over project assets

This may take the form of fixed and floating
security over all the SPV’s assets and a charge
over the shares in the project company — as
described in a later section of this chapter.

Where the lessor is taking only limited pro-
ject risk, the security will rank behind that of
the project lenders (see the next section).

Intercreditor arrangements

Intercreditor agreements between the lessor
and the project lenders will invariably need to
be concluded. Intercreditor arrangements are
discussed in the final section of this chapter.

Security over the leased asset

The senior lenders to the project may require
this in order to protect the asset from creditors
of the lessor and to keep it available for the
project. The preferable form would be a first
fixed charge — although in practice in the UK
many lessors are resistant to granting security
over their assets. A negative pledge (which in
English law does not amount to security) may
be available and the direct agreement with the
lessor may give the lenders an option to pur-
chase the asset in specified circumstances.

Relationship to the project credit agreement
All the principal leasing documents will be
identified in the project credit agreement. Entry
into them may be conditions precedent to
drawdown under the project credit agreement,
depending upon the timing of introducing leas-
ing into the project. Changes to the leasing doc-
uments (or at least material changes) will
require the consent of the project lenders.

A material breach of the acquisition agree-
ment (or reimbursement agreement), the agree-
ment to lease or the lease can be expected to
be an event of default under the project credit
agreement.

SECURITY

How important is project security?
Commercial banks will not contemplate lending
to a project without assurances that they have
effective security over the project assets and,
often, the SPV itself. Other lenders to the pro-
ject are also likely to require equivalent seéurity.
One of the primary aims of taking security
over a borrower's assets, in both corporate and
project lending, is to protect those assets
against the claims of third parties. Where all or



most of the SPV's assets are secured in favour
of lenders, unsecured creditors of the SPV will
be discouraged from taking action to recover
their debt, and the lenders will to a great extent
be protected from the effects of any such
action which is taken.

Commercial lenders, both to the corporate
and projects sectors, will also to some extent
rely on the ability to enforce their security in a
default situation to assist them in recovering
their loan, but in different ways. Lenders
under a corporate facility traditionally attach
considerable importance to the value of their
borrower’s assets and the ability to take pos-
session of those assets and sell them, the pro-
ceeds of sale to be used to repay the financing.
In a BOT project financing, the value of the
SPV’s assets is of secondary importance.
Lenders accept that these assets are likely to
have a limited market value, depending on
their location, the extent to which the project
facilities have been cormpleted and the types of
assets in question, and to have a distress sale
value which may be less than the amount of
the outstanding debt. As with any project
financing, the value in a BOT project for the
lenders is the anticipated cash flows, which
will only be realised if the project facilities are
completed and operated. Ideally, the lenders
will wish to have the ability to take the project
over with a view to completing the construc-
tion of the project facilities and/or operating
them in order to ensure that these cash flows
are generated. This is discussed in more detail
later in this section.

In addition to taking security over the assets
of the SPV, lenders will wish to enter into direct
agreements with the parties to the principal
project contracts. These contracts will normally
include the concession agreement, the con-
struction contract, the operation and mainte-
nance agreement and any major supply
contracts and offtake contracts. Direct agree-
ments are discussed in detail in the next sec-
tion of this chapter, but essentially they delay
the parties to the project contracts terminating
the contracts because of a default by the SPV
and allow the lenders the opportunity to take
over the position of the SPV under the con-
tracts. Although often referred to as forming

part of the lenders’ ‘security’, direct agreements
are purely contractual and do not create a true
security interest. They can, however, enable the
lenders effectively to assume control of the pro-
Ject. This is a particularly important remedy
where the security laws of the relevant jurisdic-
tion do not allow a secured lender to assume
control of the secured assets on an enforce-
ment of the security.

Where more than one lender or group of
lenders is to have the benefit of the security,
they will normally wish to set out their rights
and obligations as between themselves in an
intercreditor agreement. Intercreditor agree-
ments are discussed in more detail in the final
section of this chapter.

Cash management

In addition to taking security over the SPV's
cash and receivables (discussed further below),
lenders to the project will wish to see adeguate
procedures and controls in place for the man-
agement of the project's cash flows. This will
normally be achieved by imposing on the SPV
either lender or independent approval require-
ments for its annual budgeted expenditure and
requiring the SPV to maintain a series of bank
accounts and by controlling, in the project
credit agreement, the payments which can be
made into and out of those accounts. This is
discussed in an earlier section of this chapter.

Governing law
In the interests of certainty, security docu-
ments should contain an express choice of gov-
erning law. Determining what that choice of
law should be, however, can be difficult and
will, to a great extent, depend on the type of
assets which are to be secured and their loca-
tion. The law governing the creation of the
security interest will determine (but not exclu-
sively if it is not the law of the place of incor-
poration of the SPV and of the location of
assets) such matters as:

* any registration requirements and formalities
that need to be observed for the creation of a
valid security interest (see further below);

* the effect on the security of insolvency and
insclvency-related events in relation to the
SPYV;
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» the ainount of the debt that can be secured;
s the type of asset over which the security can
be granted;
* the creditors who are entitled to the benefit
of the security;
s the priority of the security against other
secured and unsecured creditors of the SPV;
+ the remedies available to the lenders on an
enforcement. of the security; and
= the nature of the security interest created.
The principle adopted should be that the
governing law of security interests should be
that of the location of the secured assets
(though the resolution of conflicts of laws
relating to the location of different types of
assets can differ considerably between jurisdic-
tions). This is due to the fact that a local court
might not recognise the validity of a foreign
security interest in assets located within its
jurisdiction, nor might it facilitate the enforce-
ment of a foreign judgment in relation to those
assets. In addition, where the SPV’'s assets are
located in the jurisdiction of its incorporation
{as will most often be the case), local law will
apply in relation to any insolvency of the SPV.
In certain cases, however, it might be beneficial
to the lenders to take separate security inter-
ests in a project asset under more than one gov-
emning law, particularly where the asset is
located and the SPV is incorporated in different
jurisdictions. This should allow the lenders
greater flexibility by enabling them to select
which security instrument over the particular
asset to enforce, reducing the likelihood of the
courts of the preferred jurisdiction refusing to
recognise the security.

Recognition of trusts

Where security is to be given in favour of more
than one party, it is advantageous for the secu-
rity to be granted in favour of a trustee who will
hold the security on trust for the ultimate bene-
ficiaries. This is the case in syndicated debt
financings as well as financings in the bond
markets, The main advantage of a trust mecha-
nism is that the security can be held for the
benefit of a class of persons the members of
which change over time (the syndicate banks or
bondholders), without the need for new secu-
rity to be granted or the transfer of the existing

security. A trustee will normally take custody of
the security documents and act as the represen-
tative of the individual syndicate members or
bondholders in dealings with the SPV and other
parties to the project, with the power to deal
with the secured assets on the terms of the
trust. Security trustees will require similar pro-
tections against liability and indemnities as pro-
vided to the facility agent in the project credit
agreement.

The concept of a security trustee is recog-
nised in commen law jurisdictions, but the
extent to which it is recognised in other juris-
dictions varies. The Convention on the Law
applicable to Trusts and on their Recognition
signed at The Hague in July 1985 (commonly
known as the Hague Convenlion) provides for
the recognition of trusts created under a for-
eign law. The number of parties to the Hague
Convention is increasing, though full recogni-
tion of the trust is not widespread outside com-
mon law jurisdictions. Where a trust is not
recognised, an effective mechanism will need
to be put in place for the transfer of interests in
the security.

Types of project assets

The type of security that lenders will take over

the project assets will depend not only on the

governing law of the security but also the type

of asset. As a guide, an SPV implementing a

BOT project is likely to own or possess the fol-

lowing types of asset:

* land and assets affixed to land;

* loose plant and machinery and other move-
able assets;

* cash;

* rights under project contracts; and

* stored fuel and raw materials, spares and
product.

In addition, it is likely to acquire further
assets over the life of the project. Each of these
classes of assets is examined further in the fol-
lowing sections.

Land and asseis affixved to land

In a BOT project, the SPV will need rights over
real property on which to build the project
facilities. It might be the gwner of the land or,
depending on the system of law, the holder of a



leasehold or other interest which gives it a right
of occupation. English law allows for interests
in land to be mortgaged as security for a loan,
and the position appears to be the same in very
many jurisdictions. Under English law, a mort-
gage of land will include all equipment and
other items affixed to the land, as they are con-
sidered to form part of the land. This is the case
in many other jurisdictions, though certain sys-
tems of law go further and provide that a mort-
gage of land includes moveable machinery and
equipment used in connection with the land.

Moveable assets

Taking security over moveable assets can be
more difficult. While many jurisdictions with
developed commercial laws recognise the con-
cept of a security interest where the beneficiary
of the security takes possession of the assets,
the extent to which such jurisdictions recognise
security that would allow the SPV to retain the
assets varies widely. Under English law and
other cornmon law jurisdictions, the concept of
a mortgage of a moveable asset which does not
require a transfer of possession of the secured
creditor is well established (although it has
weaknesses when compared to security avail-
able over other forms of asset). In others, par-
ticularly civil code jurisdictions, this form of
security is virtually unrecognised.

In practice, the availability of security which
relies on possession by the secured creditor is
of very little value in a BOT project, given that
the SPV will need to use its assets in the course
of the project. In these circumstances, it might
be possible in certain jurisdictions to circum-
vent this to some extent by, for example, the
lenders retaining documents of title to goods.

Cash

In this context, ‘cash’ refers to bank deposits.
Many jurisdictions will recognise the ability of
the SPV to create security over the credit bal-
ances on its bank accounts (although in some
cases it s not possible to create security over
future cash balances). One issue likely to be of
particular significance is whether any of the
accounts is held by the bank to which the
secured debt is owed. The English law position
was thrown info some confusion by the deci-

sion in Re Charge Card Services Limiled
[1987] 1 Ch 150. On a legal analysis, a bank
deposit is an intangible asset of the depositor in
the form of a debt owed by the account holding
bank to the depositor. In the Charge Card case,
the court said that it was ‘conceptually impossi-
ble’ for a depositor to grant security to a bank
over a debt owed to it by that bank. The situa-
tion appears to have been largely resolved by
the House of Lords decision in the case of Mor-
ris v Agrichemicals Limited (30th October
1997) (alse referred to as BCCI (No.8)). The
decision is persuasive (though not binding)
authority to the effect that the analysis applied
in the Charge Card case was defective and that
it is possible to create at least a valid ‘equitable
charge’ over a cash deposit in favour of the
deposit-holding bank, thereby establishing a
security interest in the deposit.

Many other common law jurisdictions
recognise that security can be created over a
deposit in favour of the deposit-holding bank,
and the concept is also to some extent devel-
oped in certain civil law jurisdictions.

Where the deposit is held by a bank which
is not the lending bank, the position is less
complex and in principle such a security right
should be recognised in many jurisdictions.
This can be of assistance in a syndicated or
multi-sourced financing where security is held
for the benefit of groups of banks and other
lenders by a security trustee. Although the
entity acting as trustee might also be a lender to
the project, it is acting as such in a different
capacity. This was confirmed under English law
by the Court of Appeal in the Morris v Agri-
chemicals case.

Rights under project contracts

Many jurisdictions recognise the ability of the
SPV to create security over its receivables. The
formalities to create the effective security will
differ according to the jurisdiction involved. In
some jurisdictions a valid security interest can
only be taken if notice of the security is given
to the debtor and/or the lenders take posses-
sion of aﬁy document evidencing the debt
and/or the lenders collect the receivables on
the SPV’s behalf. Other jurisdictions do not
require any of these formalities.
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In addition to taking security over the
receivables payable under a project contract,
lenders to a project will invariably wish also to
take security over all the other rights of the SPV
under the contract. Essentially, this amounts to
the right to compel the performance of the con-
tract by the other party or parties to it. The
laws of many jurisdictions, including English
law, permit such rights to be assigned.

It should be noted that the SPV's ability to
assign its rights under a project contract might
be restricted. For example, the SPV might be
required to obtain the consent of the other
party or parties to that contract. Very often the
consent of the host government will be
required to the assignment of the concession
agreement.

Taking security over the project contracts
will only be of benefit to the lenders provided,
if they wish to enforce their security, the pro-
Jject contracts are ongoing. The lenders derive
their rights from the SPV and so cannot be put
in a better position under the contracts than
the SPV itself. So, for example, if the other
party to the project contract has a right to ter-
minate that contract or has terminated it as
against the SPV, the lenders will have security
only over a terminable or terminated contract.
For this reason, the practice of entering into
direct agreements with other parties to the
project contracts has evolved (see the follow-
ing section of this chapter).

Stored fuel and raw wmaterials, spares and
product

The extent to which lenders can take security
over these types of asset will vary according
to jurisdiction, but the principles that apply
are similar to those relating to moveables.
The crucial issue will be whether the lenders
must take possession of the items in order to
have an effective security interest in them.
The security must also be of a type which, for
practical reasons, allows the SPV to deal with
these assets on a day-to-day basis for the pur-
poses of the project. This can be achieved
under English law by taking a floating charge
over these types of assets (see the further
discussion on floating charges later in this
section).

Future assets
In addition to taking security over the initial
assets of the SPV, the lenders will wish to have
a security interest in any assets which the SPV
acquires during the course of the project. In
this situation, it should normally be possible to
oblige the SPV to create new security over
these assets as and when it acquires them, but
there are disadvantages:

* from a practical point of view, the SPV is
likely to acquire assets onh a regular basis,
particularly during the construction phase,
and it would be administratively inconve-
nienf. (and consequential stamp duty liabili-
ties prohibitive) to enter into fresh security
documents each time a new piece of equip-
ment is acquired;

* the SPV might simply fail to fulfil its obliga-
tions without the lenders being aware of the
fact; and

¢ in certain jurisdictions, the creation of fur-
ther security after loan facilities have been
made available might be open to challenge if
the SPV becomes insolvent.

Some jurisdictions, including England and
Wales and certain other common law jurisdic-
tions, allow for a general security to be taken
over the whole of the assets and undertaking of
a debtor which will, to some extent, cover
future assets. This is preferable for the lenders
as they will be granted a present security inter-
est which will attach to future assets as soon as
they are acquired by the SPV. It is an essential
requirement of this security, however, that the
future assets are sufficiently identifiable. Cer-
tain jurisdictions have more stringent identifi-
cation requirements.

Management control
The lenders to a project will wish, to the maxi-
mum extent possible, to take security over the
whole of the project, which will enable them, if
a default occurs, to take management control of
the project and continue with its construction
and/or operation until they have been repaid.
English iaw allows a creditor to take secu-
rity over the whole of a company’s assets and
undertaking and to appoint a receiver and man-
ager to manage the company with a view to
repaying the debt. Typically, lenders will take a



combination of fixed and fioating security from
the SPV, The fixed security will relate to spe-
cific assets over which the lenders have the reg-
uisite degree of control — essentially controls
over the disposal of the assets and over the cre-
ation of further security. Fixed security is there-
fore only suitable for assets that will be
retained by the SPV on a relatively long-term
basis and not for assets which, in the general
course of business, will need to be dealt with
and disposed of. These unsuitable assets will
include fuel and raw materials, the produce of
the project, other goods, smaller items of equip-
ment and non-specific receivables of the SPV,
together with any other assets which it is
impossible or impracticable to identify on an
individual basis. Security can be taken over
these latter assets by way of a floating charge.
The essence of a floating charge is that it
applies to assets by class and ‘floats’ over those
assets allowing them to be dealt with in the
ordinary course of business until the charge
‘crystallises’ (or attaches to the individual
assets) on the occurrence of certain events.
Under normal circumstances, therefore, the
SPV is free to acquire and dispose of the assets
without the consent of the lenders. A floating
charge will crystallise on the liguidation of the
SPV and the SPV ceasing to trade. Other crys-
tallising events can (and invariably will) be
specifically included in the security documents.
At that point, the security becomes a fixed
security and the SPV is no longer able to deal
with the assets without reference to the
lenders. A disadvantage of a floating charge is
that on enforcement it ranks in priority after
certain preferential creditors.

Where the lenders take a floating charge
over the whole, or substantially the whole, of
the SPV's property, they will, certainly where
the SPV is an English company, be able by the
appointment of an administrative receiver to
prevent the appointment of an administrator of
the SPV. During an administration, no steps can
be taken by secured creditors to enforce their
security without the administrator's consent or
the leave of the court. Such an appointment is
likely to be disadvantageous for secured credi-
tors in that they lose control over their security
and over the way in which the business is run.

Not all jurisdictions permit security to be
taken over the whole of a company’s property
and, of those that do, not all allow the creditor
to take management control, through a receiver
and manager (or equivalent) or otherwise. An
alternative solution might be for the lenders to
take security from the shareholders in the SPV
over their shares in the company. If the security
over the shares was to be enforced, the lenders
could, as shareholders of the SPV, appoint its
directors. Although in theory this is an attrac-
tive proposition and may be the only way in
which the lenders can take control of the SPV,
it could lead to the lenders incurring potential
liabilities for the actions of the SPV. It should
be noted that where, in the exercise of their
security, the lenders appoint an English law
receiver and manager of the SPV’s assets, that
receiver and manager is deemed to be acting on
behalf of the SPV, and not the lenders, in carry-
ing out its management role.

Security over shares in the SPV
Commercial lenders to a project have become
accustomed to taking security from the share-
holders of the SPV over all the issued shares in
the SPV, and where the shareholders are the
project sponsors this will often be accepted.
This security will usually support a direct oblig-
ation of the shareholders to the lenders (typi-
cally the obligation to provide funds to the SPV
during the construction phase) and, once this
has been completed, a guarantee (usually lim-
ited) of the SPV's obligations to the lenders. It
is, however, becoming a difficult issue as an
increasing number of BOT projects attract
investors other than the sponsors. These
investors are often unwilling to grant security
over their shareholdings, and where the
investors are members of the public this type of
security will not be available.

The advantages for the lenders of enforcing
security over the shares in the SPV, rather than
its assets, are as follows:

* it might allow them to take management con-
trol of the project in circumstances where
they would not otherwise be able to do so;

* valuable tax losses in the SPV can be
retained; and

¢ there is a better prospect of any licences and
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special permissions held by the SPV that are
necessary for the project, particularly those
granted by the host government, being
retained by the project.

Taking security over shares in the SPV can
give rise to difficult intercreditor issues
where the shareholders have the benefit of
political risks insurance against the loss of
their investments in the SPV. In addition, cer-
tain types of institutional investor will not be
permitted by their constitution to grant secu-
rity over their assets.

Stamp and registration duties

The requirements of the relevant jurisdictions
in relation to stamp duty and other documen-
tary taxes on the granting of security should be
verified in advance. In certain jurisdictions,
these costs could be a significant disincentive
to taking certain types of security, particularly
where the duty payable is a percentage of the
value of the security or the amount of the
secured debt.

In addition, there might be other significant
duties, taxes or fees. Substantial registration
fees or notary’s fees might, for example, be
payable in respect of the security, again linked
to the value of the secured assets or the amount
of the secured debt.

In addition, it is advisable to take advice on
any duty/tax liability which would be incurred
in connection with the enforcement of the
security.

Meeting the formalities for effective security
Once security documents have been entered
into, the lenders might need to comply with cer-
tain formalities required by the relevant juris-
dictions before the security becomes valid or
enforceable or has priority over other creditors
of the SPV. This is often referred to as ‘perfect-
ing’ the security. These formalities might
include:

» Service of notice. Particularly in relation to
the assignment of a contract debt, the
lenders might need to give notice of the secu-
rity to the debtor, either to create a valid
security interest or to enhance that security
interest and the remedies availabie on an
enforcement. The actual method of serving

notice might be subject to specific require-
ments — for example where notice has to be
served in person by an officer of the court.

+ Notarisation. A qualified notary might be
required to notarise, or authenticate, the
security document, normally for it to be
admissible in evidence.

¢ Taking possession. The lenders will need to
take possession of assets where this is a
requirement of the security interest.

* Regisiration. It might be necessary to regis-
ter the security in a public register. Broadly,
there are two types of registration — registra-
tion by asset and registration by debtor. Reg-
istration by asset involves the indexing of
assets in an ownership register and it will
often, for example, be necessary to register a
mortgage of land with a local land registry.
Registration by debtor might be required if
there is a commercial or companies registry
where security can be entered on the com-
pany’s public file. Registration will, as a gen-
eral rule, often be required where the
secured assets are retained by the SPV for
use in the project. In certain jurisdictions,
more than one type of registration might be
required in respect of a single item of secu-
rity. Some jurisdictions also require registra-
tions to be renewed periodically.

Impediments to asset realisation

Although the lenders to a project might have
valid and perfected security over the SPVs
assets or the shares in the SPV, the ability of the
lenders to realise their security and the proce-
dures open to them are likely to vary according
to the jurisdictions involved.

Events of default

Although the loan documents will specify the
events that will entitle the lenders to enforce
their security, this might not be conclusive. In
certain jurisdictions, the courts have the power
to override the provisions of the loan docu-
ments and apply different criteria to determine
whether the security can be enforced. In some
Jjurisdictions, the only circumstances in which
security can be enforced are those specifically
provided for by legislation.



Stays on enforcement

The SPV might have the option, if it gets into
financial difficulties, to commence some type of
Jjudicial procedure with the aim of ensuring the
survival of its business as a going concern. Under
many such procedures, including the administra-
tion procedure under English law referred to
above, secured creditors cannot enforce their
security without the leave of the court.

Management control

As discussed above, certain jurisdictions will
not permit a secured creditor to take posses-
sion and control of secured assets.

Public auctions

Under many jurisdictions, the only method
open to a secured creditor of realising its secu-
rity is by the sale of the secured assets at public
auction, often on the order of the court. The
restrictions and delays inherent in this proce-
dure will need to be considered when the secu-
rity is taken.

Foreclosure

Foreclosure is the term used to describe the
outright transfer to the secured creditor of the
secured assets. There is no sale or valuation of
the assets. As this remedy could operate
unfairly against the SPV, foreclosure is likely to
be available only if ordered by the courts and
such orders are not frequently given. Restric-
tions on foreclosure do not generally apply to
receivables..

Security documentation
The security documentation that will be
required in respect of a given project will vary
according to the nature of the project, its
assets and the commercial agreement which is
reached, as well as the various considerations
outlined above. In a typical BOT infrastructure
project, however, where the security docu-
mentation is governed by English law, the
security documentation is likely to include the
following:
* A fixed and floating charge given by the SPV

over its assets, including:

— amortgage of land;

— afixed charge over project equipment;

a fixed charge over the SPV's bank

accounts;

— a fixed charge over all permits and con-
sents required by the SPV for the project;

— a fixed charge over book debts;

— a fixed charge over other relevant assets,'
such as intellectual property rights, good-
will, investments and uncalled capital;

- an assignment by way of security of the

project insurances;

— an assignment by way of security of all
project contracts;

— an assignment by way of security of other
relevant agreements, including hedging
agreements and sponsor support agree-
ments; and

— a floating charge over the remainder of the
SPV’s assets and undertaking.

* A mortgage given by the sponsors over their
shares in the SPV.,

* A security trust deed (where the security is
given in favour of a trustee to hold it for the
benefit of the parties entitled to share in the
security) which;

— establishes the trust; and

— sets out the terms of the trust and the
duties of the trustee and rights of the bene-
ficiaries.

¢ An intercreditor agreement.

DIRECT AGREEMENTS

What are direct agreements?
As outlined in the previous section of this chap-
ter, one of the main concerns of lenders to a
BOT project is to ensure that the project
realises its projected cash flows. If the project
gets into difficulties and there is a danger that
those cash flows will not be generated, the
lenders will, to the maximum extent possible,
want the ability to ensure the continuance of
the project until their loans have been repaid.
One way in which lenders will commonly
seek to do this, in addition to taking security
over the assets of the SPV, is to enter into direct
agreements with the parties to the key project
contracts. These contracts will almost invari-
ably give the contracting party the right to ter-
minate the contract if the SPV defaults under it.
Common default events will include non-pay-
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ment, failure to perform obligations and insol-
vency-related events. One of the main objec-
tives of a direct agreement is to suspend the
exercise by the ctontracﬁng party of a termina-
tion right that has arisen so as to allow the
lenders the opportunity to take remedial action
and ensure that the contract continues. The
other principal objective is to allow the lenders
to take action in relation to the contract if the
SPV defaults under the loans. In either case,
this action might consist of the lenders them-
selves taking over the SPV's role under the con-
tract or nominating a third party to do so.

The project coniracts with which the
lenders will be most concerned are likely to be
the concession agreement, the construction
contract, the operation and maintenance agree-
ment, any significant supply and offtake agree-
ments and any other agreements which the
lenders consider are of vital importance to the
project, for example an equipment lease. They
will generally be less concerned with project
contracts which, on a termination, will not
result in the SPV incurring penalties or which
can be relatively easily replaced by equivalent
agreements.

It should be noted that a direct agreement
with a party to a prgject contract will not be
considered by lenders as an alternative to tak-
ing an assignment or other security interest
over that contract. Lenders will require both. As
discussed in the previous section, the disadvan-
tage of an assignment is that it will give the
lenders only those rights which the SPV has
under the contract. An assignment, therefore,
of a contract which can be easily terminated or
has been terminated is of little benefit to the
lenders. On the other hand, an assignment or
equivalent security interest will give the lenders
proprietary rights which should withstand the
insolvency of the SPV,

Key provisions

The parties to a typical direct agreement will be

the lenders, the contracting party and the SPV.

A typical English law direct agreement is likely

to contain the following provisions:

+ Notice of assignment. Notice of the assign-
ment of the underlying project contract will
be given by the SPV to the contracting party

and will encompass the following provisions:

— an instruction to pay all moneys due to the
SPV under the contract into a specific pro-
ject account (typically the revenue account
or the compensation account);

— notice of any restrictions or undertakings
given by the SPV in the project credit
agreement in relation to the underlying
contract ~ for example, undertakings not
to amend the contract, or exercise any ter-
mination rights, without the lenders’ con-
sent — which could enable the lenders to
take action against the contracting party if
it knowingly participates in a breach of
such restrictions by the SPV;

- an acknowledgement of the assignment by
the contracting party;

— an acknowledgement by the contracting
party that it is not aware of any other third
party interest in the project contract; and

— a statement to the effect that, notwith-
standing the assignment, the SPV is enti-
tled to exercise its rights under the
contract and remains liable under it, to the
exclusion of the lenders, except as pro-
vided in the direct agreement.

Representations and warranties. These are

given by the contracting party and the SPV in

relation to the validity of the project con-
tract.

Suspension. An obligation by the contracting

party to give prior notice to the lenders of its

intention to terminate the contract or take
any other action {including taking legal pro-
ceedings to recover outstanding debt and
commencing insolvency proceedings) against
the SPV, together with a prohibition on termi-

nation or the taking of other action for a

given period after the lenders have received

that notice. The contracting party will also
have to provide details of the grounds for ter-
raination.

Step-in rights. During the period of any sus-

pension or if the loans are accelerated, the

lenders can nominate an entity (normally a

receiver or an entity controlled by the

lenders) to ‘step in' to the contract. The
entity will be entitled to exercise the SPV's
rights under the contract and become jointly
and severally liable under the contract with



the SPV. The step-in will normally be subject
to the approval of the contracting party and
to the new entity discharging the SPV's out-
standing obligations. The new entity will
wish to be able to retire, or ‘step out’, of the
contract, when the lenders are prepared to
allow the SPV to continue with the contract,
to avoid further liabilities or when the loans
have been repaid. It will normally be enti-
tled to step out if it discharges the obliga-
tions that have accrued during the step-in
period, whereupon the contract will revert
to the SPV. This process can, in theory, hap-
pen more than once during a project con-
tract’s life.

Novation. In addition, the lenders will nor-
mally have the right, subject to the contract-
ing party’s consent, to require the novation of
the contract to another entity. This right is
likely to be exercisable in the same circum-

stances as the step-in rights and during the
step-in period itseif. Here, the new entity will
assume all the rights and obligations of the
SPV under the contract to the exclusion of
the SPV. There will be no provision for the
retransfer of the contract to the SPV.

* Revival If no step-in or novation occurs, or
the contract reverts to the SPV at the end of
the step-in period, the contracting party's
rights to terminate the particular project con-
tract revive.

If the contracting party’s obligations under
the contract are guaranteed by a third party
(for example, its parent company), it is normal
for the guarantor to be a party to the direct
agreement and for the rights of the lenders to
step into or novate the project contract to apply
equally to the guarantee.

Lenders wishing to exercise their rights
under a direct agreement will usunally be
obliged to comply with strict time limits and
procedures in order to do so. The time limits
should be realistic and take account of consul-
tation procedures which the lenders will
inevitably need to follow before taking action,

Concession agreement

The lenders to the project will be particularly
concerned to agree a satisfactory direct agree-
ment with the host government to ensure the

continuation of the concession, notwithstand-
ing the default or insolvency of the SPV.

In addition to the provisions outlined above
in relation to BOT project contracts generally, a
typical direct agreement with the host govern-
ment might include one or more of the follow-
ing provisions:
» Termination of project contracts. The host
government acknowledges the rights of the
SPV and the lenders to terminate a project
contract, either under the project contract
itself or a direct agreement with the contrac-
tor, and to appoint an alternative contractor
{normally subject to the host government’s
approval of the new contractor).
TPransfer of shares or assets. The host gov-
ernment acknowledges the rights of the
lenders to dispose of the shares in the SPV or
its assets on an enforcement of the lenders’
security, and agrees that the purchaser of the
shares or assets has the right to take over or
to continue the SPV's role under the conces-
sion agreement (again, normally subject to

the host government having some power of

approval of the purchaser).

* Replacement of management of SPV. The
lenders will also wish to obtain the host gov-
ernment’s acknowledgement that they have
the right to replace the management of the
SPV on an enforcement of their security over
the shares in the SPV.

* Insurance. One or more of the following pro-
visions might be included in relation to insur-
ance:

— both the concession agreement and the
project credit agreement are likely to
impose detailed insurance obligations on
the SPV. In order to confirm that there is
no conflict between these requirements,
the host government is often requested to
acknowledge that compliance by the SPV
with the obligations under the credit agree-
ment {usually the more onerous of the
two) will be sufficient to ensure compli-
ance with the insurance provisions of the
concession agreement; and

— agreement needs to be reached on the
application of insurance proceeds arising
out of the physical loss of or damage to the
project facilities so that the project can
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continue, albeit subject to a delay. The host
government will inevitably wish the pro-
ceeds to be used to reinstate the facilities
so that the project can continue, albeit sub-
Jject to a delay. The lenders will wish to
have the option of requiring the reinstate-
ment of the facilities or using the proceeds
to repay their debt. The reasoning behind
this is that, depending on the delay
involved, their evaluation of the project
could be quite different and they might not
under the circumstances wish to continue
with the financing (or might only wish to
continue with it on revised terms). A com-
promise is normally reached whereby,
once all the facts are known (for example
the amount of insurance proceeds payable,
the extent of damage, the anticipated cost
of reinstatement and the timetable for rein-
statement), an objective test can be
applied to determine whether the project
will continue to be viable from the lenders’
viewpoint if the reinstatement is carried
out. The test is normally based on the pro-
Jject ratios attaining certain levels once the
reinstatement is taken into account. This
might involve the lenders determining
whether or not the maturity of the loan
may be extended.

* Other matiers. The direct agreement might
also contain other provisions in relation to
matters requiring a direct contractual link
between the host government and the
lenders.

Consents and licences

Where the SPV has the benefit of government
consents, licences or similar rights which are
necessary for the implementation of the pro-
ject, the lenders will often also seek to con-
clude a direct agreement with the host
government in relation to them. Governments
will often, by the terms of licences, retain the
right to revoke them or to impose other sanc-
tions or penalties on a breach of their terms by
the licensee. The lenders to a project will seek
the government’s agreement to suspend these
rights and to allow a siep-in or novation of the
licence on terms similar to those outlined
above in relation to project contracts.

It is rare for government departments to
agree to such arrangements. They will often,
however, be prepared to offer some comfort to
the lenders ~ for example by giving non-binding
statements of current policy in relation to the
revocation and grant of licences.

Project leases
Project leases also merit particular consideration.

The lenders

In accordance with the principles outlined
above, the lenders to a BOT project will wish to
enter into a direct agreement with any finance
lessor providing equipment leasing facilities to
the SPV. It is particularly important for the
lenders to seek to contrel the occurrence of an
early termination of the lease to the extent pos-

_ sible, given that such a termination will

inevitably render the SPV liable to make sub-
stantial termination payments to the lessor
which it is unlikely to be able to make (if guar-
anteed by the lenders, it will substantially
increase the lenders’ actual exposure to the
project).

In addition to the provisions outlined abave
in relation to direct agreements with counter-
parties to the general project contracts, a direct
agreement between the lenders to the project
and a lessor is likely to include one or more of
the following:

* covenants for the exchange of information
between the lenders and the lessor relating to
the loan facilities and lease facility respec-
tively, particularly, in the case of the lessor, in
relation to the amount of the rentals and ter-
mination payments calculated under the
lease and the calculations supporting any
demand by the lessor for further cash collat-
eral or other security from the SPV;

* a distinction between those termination
events under the lease which will be subject
to a suspension period and those which will
lead to an immediate termination of the
lease, the latter of which are likely to include
such eventis as the lessor ceasing to be cov-
ered by the third party liability insurance
required to be placed by the SPV; and

* a right, in certain circumstances, for the
lenders to bring about a termination of the



lease. This is likely to be exercisable only
where the loans are in default or the SPV is
required to increase the amount of security
required under the lease to a level which it is
unable to meet or which would have such an
impact on the project economics as to render
the project no longer viable.

The host government

The host government might also wish to enter
into a direct agreerent with the lessor with the
aim of protecting its position on the termina-
tion of the concession. It operates in a similar
way to the direct agreements referred to above
in relation to project contracts, by controlling
the circumstances under which the lessor can
terminate the lease (particularly on an insol-
vency event affecting the SPV) and enabling the
host government to step into the lease or
novate it to a third party. In addition, it is likely
to provide for a means of making the leased
assets available to the SPV or the host govern-
ment on a voluntary or default termination of
the lease or its expiry by lapse of time.

Advantages and disadvantages
There are both advantages and disadvantages
associated with direct agreements.

Advantages

* By providing for step-in rights and novation
rights, they offer the lenders considerable
flexibility. Step-in rights enable the lenders to
take temporary control of the project and,
increasingly, lenders are requiring the right to
step in not only on the acceleration of the
loans but also on any event of default, the
intention being that they will step out if the
default is cured. Novation rights give them
the opportunity to transfer the contracts to a
purchaser of the SPV's assets or to an entity
controlled by the lenders.

* A direct agreement can be advantageous to
the coniracting party, in that it will normally
have the right to approve a proposed step-in
or novation, and the lenders or their nomi-
nated entity will both remedy the SPV’s
default and assume additional liabilities to
the contracting party. This is likely to occur
in circumstances where the SPV is unable to

continue with the contract and the contract-
ing party would otherwise not receive any
further payments under it or the benefit of
the 5PV’s performance of its obligations.

Disadvantages

* Although contracting parties will often be
accustomed to the requirements for direct
agreements, the negotiation of the terms of
the agreements can be protracted and there-
fore costly.

* Where the lenders exercise their step-in
rights through a lender-owned entity, this
may expose them to liabilities to the con-
tracting party under the contract. This is
likely to be of concern in jurisdictions that
do not allow for the appointment of a
receiver or equivalent which acts as the
agent of the SPV,

INTERCREDITOR AGREEMENTS

As discussed in earlier chapters, the financing
for a BOT project will normally be derived from
different sources that are likely to include a
number of the following:

* equily: traditionally provided by the spon-
sors, but also by institutional investors, the
host government, contractors, equipment
suppliers and offtakers;

¢ bank debt: provided by a syndicate of com-
mercial lenders:

* loans, guarantees and other forms of sup-
port: provided by export credit agencies;

* loans and other forms of support: provided
by development finance institutions;

* mezzanine capital: provided by institutional
investors;

* bond financing: provided by members of the
public in the local and international capital
markets and sometimes guaranteed by a
monoline insurer or the commercial lenders;

* finance lease facilities: provided by finance
lessors; and

* hedging instruments: provided by the com-
mercial lenders and other commercial coun-
terparties.

The interests of the various providers of
funding to these multi-sourced projects are
diverse and their inter-relationship is likely to
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be governed by the terms of an intercreditor
agreement to which they are all party. The prin-
cipal objectives of the intercreditor arrange-
ments are to achieve a fair balance of power in
determining what course of action should be
taken by the funding providers in a given set of
circumstances and a fair distribution of the
SPV’s assets on an enforcement of the project
security or a liquidation of the SPV. There is
some overlap with the issues typically covered
in direct agreements (see the earlier section of
this chapter).

Intercreditor issues

Although the specific intercreditor issues that

fall to be addressed will to some extent vary

from project to project, some issues are com-

mon to almost all BOT projects:

* the order in which the SPV is permitted to

draw down funds under the various facilities;

the maturities of the loans;

¢ the order in which project revenues are to be
disbursed to the funding providers;

* the respective voting powers of the funding
providers in relation to waivers and amend-
ments to the financing and project docu-

ments;
¢ the restrictions on the rights of funding

providers to amend their own financing doc-

uments;
* the rights of the funding providers to acceler-
ate their loans and enforce their security; and
the order of distribution of the proceeds of
an enforcement of the security and the divi-
dends available on a liguidation of the SPV.

As an increasing number of multi-sourced

BOT projects reach financial close, a pattern
for the intercreditor arrangements appears fo
be emerging. In addition, a number of the above
issues will be dictated by the structure of the
finaneing.

Funding sources

Egquity

As discussed in Chapter 6, share capital is the

lowest ranking form of capital and, under

established systems of law, the claims of the

shareholders in the SPV will rank behind the

claims of all other creditors in a liquidation.
Where practicable, the shareholders will be

parties to the intercreditor agreement and will
undertake not to receive any dividends or other
distributions in contravention of the terms of
the financing documents.

Equally, where the sponsors make available
subordinated debt to the SPV, the financing doc-
uments will impose restrictions on the repay-
ment and servicing of that debt. In addition, the
intercreditor agreement is likely to subordinate
this debt to all other lending to the SPV. Their
subordinated debt will be unsecured.

Subordinated debt provided by parties other
than the sponsors is discussed under the head-
ing ‘Mezzanine capital’ below.

Senior debt

The lenders of senior debt are generally consid-

ered to be the parties taking the greatest risk in

a BOT project in exchange for relatively low

returns. For this reason, the senior lenders will

wish to have priority over all other providers of
funding and in particular will wish to :

* control the ability of other funding providers
to take action against the SPV to recover
their debt (whether by accelerating the debt,
enforcing their security or commencing judi-
cial or insolvency proceedings) in order to
ensure the continuation of the SPV's exis-
tence and its involvement in the project;

* ensure that on any enforcement of the secu-
rity, the senior lenders have first priority over
the enforcement proceeds and that the secu-
rity trustee has regard primarily to the inter-
ests of the senior lenders in realising the
security; and

* ensure that on any liquidation of the SPV, the
senior lenders have first priority over the dis-
tributions.

The intercreditor agreement will normally
set out the arrangements between the different
types of senior lenders. For example, a BOT
project involving a syndicate of banks, an ECA
and a DFI might provide that decisions are to
be made according to the wishes of a majority
in value of the total amount financed by those
parties and that proceeds of enforcement or lig-
uidation dividends are to be shared between
the parties pro rata to the amounts owing. In
particular, the way in which decisions are made
is likely to require careful consideration by



each group of senior lenders to ensure that they
have the degree of control which is acceptable
to them. One approach which ECAs appear to
be keen on is if security becomes enforceable,
it is enforced unless there is a substantial
degree of support against enforcement.

The arrangements as to decision-making
and sharing of proceeds as between the individ-
ual members of a bank syndicate are likely to
be set out in the project credit agreement. The
credit agreement is also likely to address cer-
tain intercreditor issues between the parties to
it, such as the imposition of controls over the
SPV and its ability to repay other debt and
make distributions to its shareholders. If any
holding company of the SPV is party to the
Credit Agreement, it can also be made subject
to restrictions. These issues are discussed in
the ‘Loans’ section of this chapter.

Export credit agencies

In BOT projects involving one or more ECAs,
the principle behind the intercreditor arrange-
ments is not usually in dispute, but some diffi-
culties do nevertheless arise. Most of the more
experienced ECAs recognise that democracy
should prevail as much as possible (based on
the amount of the loans outstanding). However,
many ECAs prefer to use their standard form
loan agreement (sometimes in the national lan-
gnage and governed by national law). If each
ECA were to use its own loan agreement and
the terms and governing law were different
from those agreed with the other senior
lenders, the democracy principle would be dif-
ficult to implement because the decisions
needed for amendments, waivers and enforece-
ment would arise at different times and for dif-
ferent reasons under each loan agreement.
Where ECAs have insisted on separate loan
agreements, there is often an attempt to match
some of the more important provisions across
loan agreements, and to use intercreditor agree-
ments governed by English or New York law.
The best solution, however, is the use of a com-
mon terms agreement (discussed below).

Development ﬂmince institution suppor
The issues cutlined above in relation to ECAs
and the way in which they may each choose to

lend to the SPV on the basis of their own form
of loan agreement apply equally to DFIs. Again
the most satisfactory way in which these issues
can be resolved is by establishing a common
terms agreement to which the DFIs are party
(see further below).

DFIs will nevertheless often have their own
requirements in relation to a particular BOT
project, normally dictated by their constitu-
tions. For example, the key characteristic of
loans made by the European Investment Bank
(EIB) is that EIB does not usually take con-
struction risk. It requires guarantees from cred-
itworthy banks until the project has a
successful operational track record. As a result,
the commercial lenders need to provide both a
loan facility and a guarantee facility to the SPV.

EIB usually ranks pari passu with respect
to security, but does not have voting rights for
the portion of its loan that is guaranteed. The
commercial lenders have votes for their guaran-
tee exposure. EIB will often concede control
over amendments and waivers to the majority
(determined on the basis of outstandings of EIB
and the commercial lenders), but will want to
determine itself whether to waive conditions
precedent to drawdown of its loan facility.

Political risks guarantees and insurance
As discussed in Chapter 6, some ECAs and DFIs
provide guarantees or insurance of loans in rela-
tion to political events. Political risks insurance
can also be obtained in the private market.

All operate in a similar fashion. Where the
political risks cover relates to the SPV's bor-
rowings, if the SPV cannot make a payment of
principal or interest due to the occurrence of a
political event {see Chapter 6), then the guaran-
tor or insurer will make that payment. The
guarantor or insurer will then become entitled
to recover the payment from the SPV, either by
virtue of subrogation principles or an express
assignment (which might be required by certain
providers of cover, for example the Multilateral
Investment Guarantee Agency).

There should be no difficulty in this if the
project is totally expropriated by the host gov-
ernment, but it can cause problems in the case
of ‘creeping expropriation’. The political event
may mean that the SPV cannot meet the full
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amount of its debt payments, but there may be
good prospects of future improvement, or the
political event may only be temporary (but long
enough to meet the ‘waiting period’ require-
ments before a claim can be made under the
guarantee or political insurance policy).

If the SPY cannot make an interest payment

in full due to a ‘minor’ political event, the spon-
sors will want to structure the project so that
no loan accelerates and the sponsors preserve
their equity investment in the project. If the
project is not properly structured in such cir-
cumstances, the sponsors will be left with the
choice of injecting more equity into the project
to cover the shortfall, or losing their equity.

One structure is to provide that upon the
occurrence of non-payment due to a ‘minor’
political event, the banks can claim under the
political risks cover, thereby averting an event
of default under the loan facilities. Once the
insurer pays, however, it becomes entitled to
recover the payment from the SPV at a time
when the 5PV will not have the funds to pay. To
ensure that the SPV does not become insolvent
or the political insurer does not attempt to col-
lect the payment, the payment to the insurer is
subordinated, and is only payable out of ‘sur-
plus cash’ when it becomes available.

An alternative that is sometimes used is to
structure the documentation so that the insurer
cannot enforce the security in respect of the
payment that is owed to it, or start any legal
proceedings to collect the payment. However,
this structure dees not ensure that the project
remains solvent.

An equally difficult intercreditor issue often
arises with political risks insurance of equity.
An insurer will generally refuse to pay a claim
in respect of a political event affecting shares in
the SPV until those shares have been trans-
ferred to it. But the senior lenders will want to
have and retain security over the shares in the
SPV. If the senior lenders enforce their security
over the shares, the sponsor cannot obtain the
benefit of the political risks insurance of the
equity. The only sclution is an agreement shar-
ing the proceeds of enforcement between the
banks and the political risks insurer. Such
agreements are difficult to achieve. When there
are several sponsors and either (a) only one of

those sponsors has insured its equity or (b) the
sponsors have insured their equity with differ-
ent insurers, resolution of this problem is yet
more difficult.

Mezzanine capital

As discussed in Chapter 6, mezzanine capital
has characteristics of both debt and equity and
is most commonly provided by venture capital
specialists and other institutional investors.
Where the mezzanine funding can be charac-
terised as debt, its holders will as a matter of
English law rank ahead of the holders of share
capital in the SPV on any liquidaticn of the SPV.
Where the funding is in the form of share capi-
tal, its ranking as against the ordinary share
capital of the SPV is likely to be set out in the
SPV's constitutional documents.

The mezzanine lenders are likely to require
the benefit of the security provided to the
senior lenders which means it is more likely
that they will provide some form of subordi-
nated debt. The proceeds of enforcement of the
security will be distributed first to the senior
lenders and any surplus will be left for the mez-
zanine lenders, though the mezzanine lenders
may have first-ranking security over some lim-
ited cash collateral (such as a mezzanine debt
service reserve account which would operate in
a similar way to the debt service reserve
account discussed in an earlier section of this
chapter). The intercreditor agreement is likely
to provide that payments of principal and inter-
est cannot be made to mezzanine lenders if the
senior debt service is not current, if security
accounts are not fully funded or if project cover
ratios are too low. The negotiation usually
revolves around how long the payment suspen-
sion should last.

Mezzanine lenders typically do not have vot-
ing rights but will want to ensure that key ele-
ments of the project structure, such as the
payment cascade and the method of calculating
forecasts and project ratios, cannot be substan-
tially amended without reference to them and
to ensure that the amount of the senior debt
cannot be increased. They will also want to
make sure that the senior lenders do not have a
right after an event of default immediately to
accelerate the senjor loan and enforce the secu-



rity, because in such circumstances repayment
to the mezzanine lenders will be more likely if
the default is remedied. This is normally
achieved by providing for a standstill period
during which the senior lenders may not accel-
erate or enforce, with the length of the stand-
still period varying aeccording to the type of
default. )

Mezzanine lenders will also want to be able
to compel enforcement of security if the mezza-
nine debt has been in default for a period of
time, and will want the security trustee (who is
controlled by the senior lenders) to take
account of the interests of the mezzanine
lenders when enforcing the security.

Mezzanine lenders will usually agree not to
amend the mezzanine financing documents
without the senior lenders’ consent. A more dif-
ficult issue is whether the mezzanine lenders
must consent or be deemed to have consented
to a waiver or an amendment of their financing
documents if the senior lenders waive or
amend a similar provision in their project credit
agreement.

Bonds

As discussed in previous chapters, bond financ-

ing is difficult to accommodate in a BOT pro-

ject financing for the following key reasons:;

* Bonds tend to be structured so that all the
funds are received by the SPV at the date of
issue. If the SPV defaults before those funds
are used, the issue arises as to whether the
bondholders should have preferential secu-
rity over the unused funds. They usually do
not.

¢ Bondholders are not accustomed to monitor-
ing projects and participating in the regular
decision-making that is often needed.

* Bondholders can be anonymous. This is espe-
cially the case with bearer bonds, or bonds
held in a clearing system.

* Bonds tend to have less onerous covenants
and events of defaulf when compared with
project loans.

* Bondhoiders’ decision making is time-con-
suming and cumbersome, usually involving
meetings of bondholders {after 21 days
notice) and it is often difficult to obtain suffi-
cient attendance to meet the trust deed’s

requirement for a binding vote to be passed.

In multi-source projects, a number of pat-
terns for intercreditor arrangements seem to be
evolving. The first is the use of a monoline
insurer for the bonds, which centralises deci-
sion making in one entity. The second is the
delegation by bondholders of non-material deci-
sion making to a coordinator which is also a
senior lender to the project, but this may give
rise to conflicts of interest. A further alternative
which is in its infancy in the bond market is the
use of a project agent (see Chapter 6).

Where the bonds are gnaranteed by a mono-
line insurer, the insurer will need to be a party
to the intercreditor arrangements.

Eguipment leasing

As discussed earlier, UK tax-based equipment
leasing is becoming increasingly common in UK
PF1 projects.

The intercreditor arrangements between
lenders and equipment lessors are the most
complex of all the different types of intercredi-
tor arrangements in multi-source projects, The
lenders and the lessor take separate security
over the project, with the ranking of the secu-
rity subject to negotiation. In some projects,
they rank pari passu, while in others, the
lessor has second-ranking security. The lessor
is also likely to have first-ranking security over
cash collateral to secure the difference between
the amount payable to the lessor on a termina-
tion of the lease and the amount of any guaran-
tee, and might have cash collateral to secure
rental payments.

As discussed in the previous section of this
chapter, the lenders will have step-in rights in
respect of the equipment lease and conirols
over its termination. In addition, the intercredi-
tor arrangements might include:
¢ controls in favour of the lenders in respect of
changes to the leasing documents and, con-
verseiy, controls in favour of the lessor in
respect of changes to the finance documents;
provision for the leased assets to continue to

be available to the SPV on a voluntary termi-
nation of the lease, its expiry by lapse of time
or other specified circumstances;

* provisions relating to the destination of any
sale proceeds of the leased assets, to ensure
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that where the lenders have paid the lessor
under a guarantee they receive the proceeds
in priority to the lessor and other creditors of
the SPV; and

* the coordination of insurance arrangements.

Hedging Instruments

As discussed in the ‘Derivative products’ sec-
tion of Chapter 6, interest rate hedging instru-
ments are commonly used in the financing of
BOT projects. Currency hedging instruments
are occasionally used, as is commodity price
hedging, and there is scope for the use of other
derivative products.

It is normally accepted that a default by the
SPV under 2 derivative contract should not of
itself be capable of collapsing the project, and
each counterparty to a derivative contract will
need to be a party to the intercreditor arrange-
ments in order to restrict its rights on a default
by the SPV. It is common to provide that the
only events of default under the derivative con-
tract are the acceleration of the senior debt and
the liquidation of the SPV, and any default pro-
visions contained in standard market contracts
(such as in the documentation produced by the
ISDA relating to interest rate swaps) will be dis-
applied. The calculation of termination pay-
ments under the derivative contract may also
need to be tailored for the purposes of the pro-
Jject. For example, it may be provided that a
defaulting party must make a termination pay-
ment if its counterparty has suffered loss as a
result of the termination, but will receive a ter-
mination payment if that counterparty has
made a gain. In practice, as it is more likely that
the SPV will be the defaulting party, this type of
provision is aimed at ensuring that it gets the
benefit of any favourable market movements.
This type of arrangement can be achieved
under the ISDA Master Agreement (Multicur-
rency Cross Border) (1992 Edition) by electing
that termination payments will be made in
accordance with the ‘Second Method/Loss’
basis.

As the derivative products will inevitably be
tailored to suit the individual project’s needs, it
is common to provide that only the lenders to
the project may act as counterparties to the
derivatives contracts. This is aimed at reducing

the number of parties involved in the negotia-
tion of the project documentation and avoiding
any risk that the derivative contract might be
unattractive to potential counterparties when
viewed in isolation. Any concerns which the
project sponsors might have in relation to the
possibility of collusive and/or anti-competitive
pricing of the product can normally be resolved
by the use of what has become known as ‘open-
book’ pricing, whereby the sponsors have dis-

_closed to them and are able to review the basis

on which the products have been priced in rela-
tion to prices generaily available in the market.

The counterparties to the derivatives con-
tracts will normally have the benefit of the pro-
Ject security, but will not have any voting rights
in their capacity as such. Payments to the
counterparties will usually rank equally with
the senior debt in terms of both cash flow and
distribution of enforcement and liquidation
proceeds.

Commeon terms agreement

It is in the interests of all the parties to conform

the finance documents to the maximurm extent

possible in order to strearnline the administra-

tion of the facilities, and the common terms

agreement has become the preferred method of

documenting raulti-source projects. This is an

agreement between the SPV, all lenders, the

agents for the various facilities, the security

trustee and an intercreditor agent for all

lenders, setting out the terms which are com-

mon to all the financings. It is likely to be gov-

erned by a law that is acceptable to the senior

lenders. Typical provisions include;

¢ definitions;

+ conditions precedent;

¢ the order of drawdown between facilities;

* representations and warranties, undertakings
and events of default;

» financial and project information;

* budgets and financial projections;

* insurance;

s project accounts provisions, including the
order of disbursing revenues to creditors;

¢ intercreditor provisions covering the matters
discussed above; and

* gdeneral agency and account bank provisions.

Where a common terms agreement is used,



each facility will continue to be documented in

a separate loan agreement. That loan agree-

ment will either incorporate the provisions of

the common terms agreement or simply refer to
them, and otherwise only contain the unique
aspects of the facility (eg, the amount of the
loan, repayment terms, fees and interest rates).

Common terms agreements have become
more widely used, partly to help reduce inter-
creditor issues, but also as an attempt by spon-
sors to simplify documentation, expedite
financial close and to rationalise the advisers of
the funding providers. With a common terms
agreement, there is less justification for each
set of funding providers to have their own
lawyers and other specialist advisers.

However, common terms agreements can-
not be used:

* when a set of creditors does not get involved
in a project until after financial close, as it is
difficult to formulate a common terms agree-
ment that takes account of their interests in
advance. In the United Kingdom, most pro-
Jjects that involve EIB or equipment lessors

have introduced that funding after financial
close; or

* when a project is being structured with a
future refinancing (either in whole or in part)
in mind, as is increasingly the case. Often
sponsors expect to refinance bank debt after
construction is completed, with fixed rate,
long-term funds from the bond market.
Again, it is difficult to anticipate the require-
ments of the future set of creditors.

Conclusion

Intercreditor agreements are, as with all project
documents, unigue — no two are the same. The
final form of the intercreditor ‘agreement is
determined by the bargaining strengths of the
parties, and the debt providers, particularly the
senior lenders, will have a large say in the final
form of the document. As discussed in this sec-
tion, there are a number of common issues that
most intercreditor agreements deal with, but by
no means is the list exhaustive. Intercreditor
agreements are complex and involve intensive
negotiations to settle their final form.
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Closing Observations

Not so long ago, on a visit to South Africa, one
of the authors of this report suggested to a
commercial banker friend that there might be
opportunities to use project finance to develop
the country’s infrastructure. The response was
negative; the potential project sponsors would
always borrow on balance sheet. Within a year
the South African government had embarked
on an ambitious road-building programme
using BOT techniques, and the particular com-
‘mercial bank had built up a team to serve this
new market!

Writing in December 1997, governments
around the world are intrigued by the possibili-
ties of this new financing technique; contrac-
tors are still complaining about business
opportunities but have adopted it with a zest
which suggests that a well-structured project
can produce high rates of return; and bankers

are looking at ways to develop this product fur-
ther using bond finance and more derivatives,
while, in some cases, fearing the implications
for their business of this increased appetite of
the bond markets,

But the product is still in its teenage years
and we wait with interest to see how the mar-
ket will cope with a government which insists
on re-negotiating the terms of its early genera-
tion of power purchase agreements, for
instance, on the grounds that a government
elsewhere has managed to negotiate a more
advantageous tariff structure.

All those involved in this business continue
to find it interesting, and often frustrating at the
same time, and we hope that this report has
made a contribution to furthering the knowl-
edge of some of the issues involved.
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