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Preface to the Second Edition 

Since the publication of the first edition of this book, much has happened in 
international project finance. The financial volatility of crises in emerging mar- 
kets have had far-reaching implications on project development, finance and 
operations. Bilateral and multilateral agencies have introduced more flexible 
policies to aide this type of financing. And, emerging countries have become 
more comfortable with long-term contracts designed to support project finance. 

This edition incorporates these developments and i d d s  significantly to 
the first edition. New information has been added on such topics as mer- 
chant facilities; multilateral prohibitions on anti-competitive activity; the new 
OPIC bond financing program designed to enhance emerging market bond 
issuances; changes in bilateral and multilateral programs; lessons learned from 
the Dabhol project; mini-perm and amortizing mini-perm financing struc- 
tures; securitization for project financings; the OECD project finance con- 
sensus; and amendments to the U.S. Foreign Corrupt Practices Act. 

I am indebted to a great many people in connection with the revision of 
this work. First, to John Berger of Transnational Publishers, my gratitude for 
continuing to support this book into a new edition. Also, thank you to the 
many project financiers who sent me comments, suggestions and kind words 
on the book. 

Most of all, thank you to my family. 

S.L.H. 
Marion, Ohio 

New Years Day, 2001 





Preface to the First Edition 

In 1989, I published in the American Bar Association's journal, The Business 
Lawyer, a paper on project finance, which at the time was the first widely-cir- 
culated primer on project finance techniques. I was overwhelmed by the kind 
reception of A Practical Guide to Transactional Project Finance: Basic Concepts, 
Risk Identification, and Contractual Considerations. And, I was overwhelmed by 
how quickly it became outdated and how much more information existed than 
could be conveyed in a brief article. 

Since its publication, much has changed in the financing method called 
"project finance." In this work, I have undertaken the sometimes daunting task 
of assembling in one volume the wealth of experience, resources and scholar- 
ship that have appeared in the last seven years concerning project finance. I 
have also undertaken to broaden the usefulness of this work beyond the legal 
community, while recognizing nevertheless that it is a financing technique based 
on contracts. It is my hope that this book will be useful both as a training 
tool for those new to the world of project finance, a research tool for those 
needing a heretofore absent project finance treatise, and a structuring and draft- 
ing tool for those involved in transactions, 

The topic of this book is the considerations for project finance counsel, 
lenders, government agencies, project sponsors, equity investors and other proj- 
ect finance participants, when structuring a nonrecourse or limited recourse 
project financing, and drafting, negotiating or reviewing documents for use in 
the financing. 

This book is organized into ten parts: 
Part I, a comprehensive introduction to the financing concept called "proj- 

ect finance;" 

Part II, risk identification, allocation and mitigation, including transna- 
tional and commercial risks; 
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Part 111, project finance structures; 
Part IV, technical and economic feasibility of a project; 
Part V, project finance documentation; 
Part VI, credit enhancement; 
Part VII, sources of, and techniques for, debt and equity financing; 
Part VIII, collateral security; 
Part IX, project sponsor and investor agreements, and 
Part X, special topics in project finance. 

The book concludes with a glossary, a selected bibliography and a checklist of 
issues to consider in negotiating project contracts. 

I am indebted to a great many people in connection with this work. 
First, to John Berger of Kluwer Law International, my gratitude for believing 
in the concept for this book, and patiently guiding it and me through the process. 
Also, my thanks to Lisa Cordaro of Kluwer, and to Jean Campbell, who read 
the manuscript and provided excellent guidance. 

I wish to thank my colleagues in the project finance community who 
reviewed or otherwise helped with this work, and in particular, to my clients 
and friends with whom I have been involved in transactions; you have each 
taught me a great deal. In particular, I thank my former partners and colleagues 
at Nixon, Hargrave, Devans &Doyle LLP (especially, Bill Andrews, Phil Cronin, 
Bob Daileader, Mona Ehlenberger (now at Skadden, Arps), George Middleton, 
Bob Pender (now at Hogan & Hartson), Dan Rowley (now with General Electric 
Co.), Rodger Tighe (now with Dewey Ballantine) and Gary Valby), where I was 
fortunate to practice in and, for a brief time chair, the Global Project Finance 
Group. And last, but not least, I thank my partners, Robert E. Evans, Jr. and 
Jeffrey L. Evans, who gave me the time and support to finish this book. None 
of them, of course, are responsible for the content. 

I thank most of all my wife, Margo, who encouraged me to finish this book, 
which would have otherwise remained one-tenth its current scope and would 
have languished on computer disks in my library. And last, to my four-year- 
old daughter, Kelsey, who sat in my library patiently thumbing the pages of 
"Goodnight Moonn1 until I finished "just one more sentence." 

S.L.H. 
Marion, Ohio 

All Saint's Day, 1997 
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[2] Draft Provision 
Contractor's Responsibilities 
[I] Introduction 
[2] Draft Provision 
Project Company's Responsibilities 
[ I ]  Introduction 
[2] Draft Provision 
The Notice to Proceed and Commencement of Construction 
[ I ]  Introduction 
[2] Draft Provision 
Price 
[I] Introduction 
[2] Draft Provision 
Payment and Retainage 
[ I ]  Introduction 
[2] Retention Money Guarantee 
[3] Liens 
[4] Draft Provision 
Completion Date Guarantees, Performance Guarantees and 
Liquidated Damages 
[ I ]  Introduction 
[2] Mechanical Completion 
[3] Substantial Completion 
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[4] Final Completion 
[5] Correction 
[6] Delay Liquidated Damages 
[7] Testing 
[8] Bonuses for Early Completion 
[9] Environmental Guarantees 
[lo] Exceptions to Guarantees 
[ l  11 Alternatives to Guarantees 
[12] Draft Provision 

$15.17 Warranties 
[ I ]  Introduction 
[2] Draft Provision 

$15.18 Changes 
5 15.19 Title t o  Work 

[I]  Introduction 
[2] Draft Provision 

$15.20 Remedies for Breach 
[ I ]  Introduction 
[2] Draft Provision 

$15.21 Suspension of Work and Termination 
[ I ]  Introduction 
[2] Draft Provision 

915.22 Payment and Performance Bonds 
[ I ]  Introduction 

- Performance Bond 
- Payment Bond 
- Warranty Bond 
- Money Retention Bond 

[2] Draft Provision 
$15.23 Insurance 

[ 11 Introduction 
[2] Draft Provision 

$15.24 Force Majeure 
[ I ]  Introduction 
[2] Draft Provision 

$1 5.25 Coordination Concerns 
[ I ]  Introduction 
[2] Draft Provision 

$15.26 Training 
[ I ]  Introduction 
[2] Draft Provision 

$15.27 Subcontractors 
[ I ]  Introduction 
[2] Draft Provision 

X X X  
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$ 15.28 Liability Limitations 
[ I ]  Introduction 
[2] Draft Provision 

515.29 Site Conditions 
[ I ]  Introduction 
[2] Draft Provision 

$15.30 The Special Problem of Compliance by the Contractor 
with the Other Project Contracts 
[I]  Introduction 
[2] Draft Provision 

$ 15.3 1 Unraveling the Project Finance Deal: Termination for 
Convenience 

5 15.32 Compliance with Concession Terms and Conditions 
[I]  Introduction 
[2] Draft Provision 

CHAPTER SIXTEEN - INPUT CONTRACTS 

$16.01 Introduction 
516.02 When Input Contracts Are Not Needed 
516.03 Important Input Risks 

[ I ]  Increase in Input Costs 
[2] Delay in Completion of Transportation Facilities 
[3] Availability of Supply 
[4] Disruption to Transportation 
[5] Force Majeure in International Input Contracts 
[6] Experience and Resources of Input Supplier and 

Transporter 
[7] Fuel Management and the Fuel Manager 
181 Quality 
[9] Linking Project Inputs to Outputs 

516.04 Types of Input Contracts 
[ 1 ] Fixed Amount 
[2] Requirements 
[3] Output 
[41 Spot 
[5] Dedicated Reserves 
[6] Firm vs. Interruptible 
[7] Subordination of Project Costs to Debt Service 
[8] The Commodity Supplier as Project Partner 

$16.05 Excuses to Performance 
$16.06 Creditworthiness 
$16.07 Typical Provisions in Project Finance Input Contracts 
$16.08 Quantities and Commencement of Deliveries 
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[I]  Introduction 
[2] Draft Provision 

516.09 Price 
[I]  Introduction 
[2] Draft Provision 

516.10 Payment 
[I]  Introduction 
[2] Draft Provision 

516.11 Scheduling; Metering and Weighing 
[ I ]  Introduction 
[2] Draft Provision 

516.12 Quality and Rejection 
(11 Introduction 
[2] Draft Provision 

516.13 Title and Risk of Loss 
[I] Introduction 
[2] Draft Provision 

$16.14 Term 
[I]  Introduction 
[2] Draft Provision 

516.15 Force Majeure 
[I] Introduction 
[2] Uncontrollable Events 
[3] Change of Law 
[4] Draft Provision 

516.16 Default 
[ l ]  Termination Events Generally 
[2] Termination by Supplier 
[3] Termination by Project Company 
[4] Draft Provision 

$16.17 Remedies for Breach 
[ I ]  Introduction 
[2] Termination Payments 
[3] Specific Performance 
[4] Alternative Inputs 
[5] Draft Provision 

$16.18 Reserves and Mining or Production Plans 

CHAPTER SEVENTEEN - OPERATION AND MAINTENANCE 
AGREEMENTS 

517.01 Generally 
[ I ]  Operating Agreement 
[2] Self-operation 
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Important Operation Risks 
[ I ]  Increase in Operating Costs 
[2] Performance Guarantees 
[3] Force Majeure in International Operation Contracts 

[4] Experience and Resources of Operator 
[5] Raw Material Supply and Utilities 
16) Excuses for Operator Nonperformance- 

The Contractor Did It; The Owner Did It 
[7] Coordination 
Creditworthiness 
Fixed Price Contract 
Cost Plus Fee Contract 
Cost Plus Fee Contract With Maximum Price and 
Incentive Fee 
Typical Provisions in Project Finance Operation and 
Maintenance Agreements 
Operator's Responsibilities 
[ I ]  Introduction 
[2] Draft Provision 
Project Company's Responsibilities 
[ I ]  Introduction 
[2] Draft Provision 
Operating Standard 
[ I ]  Introduction 
[2] Draft Provision 
Price and Payment 
[ I ]  Introduction 
[2] Draft Provision 
Performance Guarantees and Liquidated Damages 
[ I ]  Introduction 
[2] Draft Provision 
Capital Changes 
[ I ]  Introduction 
[2] Draft Provision 
Remedies for Breach 
[ I ]  Introduction 
[2] Draft Provision 
Suspension of Services 
[I]  Introduction 
[2] Draft Provision 
Procedure at End of Agreement 
[ I ]  Introduction 
[2] Draft Provision 
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517.17 Insurance 
[ I ]  Introduction 
[2] Draft Provision 

517.18 Force Majeure 
[ I ]  Introduction 
[2] Draft Provision 

CHAPTER EIGHTEEN - PROJECT FINANCE OFF-TAKE SALES 
CONTRACTS 

518.01 Necessity for Off-take Contracts 
$18.02 Types of Off-take Contracts 

[I]  Great Confusion 
[2] Take-or-Pay 
[3] Take-and-Pay 
[4] Blended 
[5] Long-term Sales Agreement 
[6] Spot Sales 
Contractual Risk - the Value of Contracts to the Project 
Company and as a Credit Support 
Risks in Contract Terms and Defenses 
[ I ]  Commercial Impracticability 
[2] General Contract Theories 
[3] An Example of Project Contract Risks: Output and 

Requirements Contracts 
Revenue Contracts in Transnational Projects 
Enforcement of Revenue Contracts in Transnational Projects 
Assignment of Revenues to the Project Lenders 
Selected Provisions in Off-take Contracts 
Agreement for Allocation of a Portion of Production 
Capacity 
(11 Introduction 
[2] Draft Provision 
Option Capacity 
[ I ]  Introduction 
[2] Draft Provision 
Reserve Capacity 
[I]  Introduction 
[2] Draft Provision 
Standby Charge 
[ I ]  Introduction 
[2] Draft Provision 
Sanctity of Contracts 
[I]  Introduction 
(21 Analysis Under U.S. Law 



Table of Contents 

[3] Retroactivity and Settled Expectations-The Effect 
Governmental Actions on Existing Contracts 

[4] Lessons for International Project Finance 
[5] Stability of Contracts in Emerging Markets- 

the Dabhol Project 

CHAPTER NINETEEN - POWER SALES AGREEMENTS 

519.01 Introduction 
519.02 Revenue Contracts in Transnational Projects 
$19.03 Development Obligations 
519.04 Performance Milestones 

[ 1 ] Generally 
[2] Approval of Project Contracts 
[3] Financial Closing 
[4] Penalties for Missed Milestones 

- Generally 
- Delayed Entry into Commercial Operation 
- Failure to Construct Facility 
- Shortfall in Nameplate Capacity 

[5] Commercial Operations 
[6] Force Majeure 

519.05 Obligation to Deliver Power; Obligation to Take Power 
519.06 Delivery Point and Interconnection 

[ 1 )  Delivery Point 
[2] Interconnection Facilities 
[3] Power of Eminent Domain 
[4] Wheeling 
[5] Land Rights 

519.07 Price for Power 
[ l ]  Introduction 
[2] The Political Side of Energy Rates--A Lesson 

Learned in the U.S. 
[3] General Forms of Power Contract Price Provisions 

- Take-or-pay 
- Take-and-pay 

[4] Capacity and Energy Payments Structure 
[5] Capacity Payment 

- Fixed or Variable 
- Floor 
- Front-Loaded 
- Back-Loaded 
- Levelized 

[6] Adjustments to Capacity Charges 
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[7] Energy Payment 
- Fixed or Variable 
- Floor 
- Forecasted 
- Indexed 

[8] Fuel Costs 
[9] Penalties and Bonuses 
[ l o ]  When Capacity Payments Begin 
[ l l ]  When Capacity Payments End 
[12] The Problem of Equity Return for Developing 

Countries 
[13] What If the Deal Turns Out to be a Bad One? 
Security and Commitment of Project Sponsor 
[ l ]  Security for Performance 
[2] Project-Based Security 
[3] Minimum Equity Undertaking 
[4] Cash and Letters of Credit 
1.51 Tracking Accounts-Front-End Loaded 
Force Majeure 
[ I ]  Political Risk 
[2] Uncontrollable Events 
[3] Change of Law 
Payment 
Currency Convertibility 
Term and Termination 
[ I ]  Term 
[2] Termination Events 
[3] Termination by Power Purchaser 
[4] Termination by Project Company 
[5] Project Lenders 
[6] Remedies 
[7] Termination Payments 
[8] Power Purchaser's Right to Operate the Project 

[9] Ownership of Project at Expiration of Term 
Penalties 
Technical Standards 
Operating Procedures 
Metering 
Third Party Sales and Project Transfers of Ownership 
[I]  Generally 
[2] Right of First Refusal 
[3] Effects of Third Party Sales 
"Regulatory Out" Provisions 
Power Purchaser Responsibilities 
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519.20 Project Company Responsibilities 
$19.21 Insurance 
$19.22 Successors to the Power Purchaser 
519.23 Common Risk Allocation in Developing Country Power 

Purchase Agreements 
[ l ]  Construction 

- Cost Overrun 
- Delay 
- Failure to Achieve Performance Standards 

12) Operating 
- Cost Overrun 
- Operating Performance Shortfall 

[3] Fuel 
- Price 

- Supply 
- Transportation 

[4] Market 
- Demand 
- Price 
- Inflation 
- Exchange Rate Fluctuations 

[5] Political 

PART VI-CREDIT ENHANCEMENT 

CHAPTER TWENTY - PROJECT FINANCE CREDIT 
ENHANCEMENT 

520.01 Introduction to Credit Enhancement in Project Financings 
520.02 Guarantees 

[ l ]  Generally 
121 Sponsor 
[3] Third Party 
[4] Contrast to Put Options 
[5] Collateral 

520.03 Transnational Guarantees 
[I] Introduction 
[2] Varying Interpretation of Terms 
[3] Payments and Currency Risks 
[4] Tax Implications 
[5] Foreign Law 

520.04 Limited Guarantees 
[I] Generally 
[2] Claw-back 
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[3] Cash Deficiency 
[4] Completion 
[5] The Risk With Unlimited Guarantees 

520.05 Indirect "Guarantees" 
[I ]  Take-or-Pay Contracts 
[2] Take-and-Pay Contracts 
[3] Other Forms 

520.06 Implied Guarantees and Undertakings 
[ l ]  Generally 
[2] Comfort Letter 

520.07 Put Options 
[ I ]  Generally 
[2] Regulatory Put 
[3] Contrast to Guarantees 

520.08 Letters of Credit 
520.09 Surety Obligations 

[ I ]  Bid Bonds 
[2] Performance Bonds 
[3] Payment Bonds 
[4] Warranty Bonds 
[5] Retention Money Bonds 
[6] Labor and Material Payment Bond 

520.10 Commercial Insurance 
[l] Generally 
[2] Commercial Insurance and the Project Lender 

- Additional Insured 
- Loss Payee 
- Non-Vitiation Clauses 
- Reinsurance 
- Waiver of Subrogation 
- Collateral Security 
- Other Insurance Issues 

[3] Types of Commercial Insurance 
- Contractor's All Risks 
- Advanced Loss of Revenue 
- Marine Cargo 
- Marine Advanced Loss of Revenue 
- Operator's A11 Risks 
- Operator's Loss of Revenue 
- Third Party Liability 
- Employers's LiabilityIWorkers' Compensation 
- Finite Risk 
- Trade Disruptiod 



[4] The "Commercially Available in the Marketplace" 
Standard 

[5] Exchange Controls 
[6] Export Financing Requirements 

920.1 1 Political Risk Insurance, B Loan Programs and Guarantees 
[I]  Generally 
[2] Multilateral Investment Guarantee Agency 

- Generally 
- Eligibility 
- Coverage 

[3] International Finance Corporation 
[4] World Bank Guarantees 
[5] Asian Development Bank 
[6] Inter-American Development Bank 
[7] Overseas Private Investment Corporation (US) 
[8] United States Export-Import Bank 
[9] Ministry of International Trade and Industry (Japan) 
[ lo]  Export-Import Bank of Japan 
[ l l ]  Export Credit Guarantee Department of the United 

Kingdom Department of Trade and Industry 
[12] Compagnie Franqaise d'Assurances Commerciale 

Extkrieure 
[13] Export Development Corporation of Canada 
[14] Other OCED Government Insurance Entities 
[15] Other OCED Export Credit Agencies 
[16] Commercial Insurance 

- Scope of Coverage 
- MIGA Cooperative Underwriting Program 
- Portfolio Political Risk Insurance 

[17] Assignment Rights 
[18] Political Risk Insurance for Bond Financing in 

Emerging Market Project Finance 
[19] Credit Evaluation of Political Risk Insurance Policies 

920.12 Warranty 
$20.13 Liquidated Damages in Fixed-Price Construction Contracts 

and Other Liquidated Damages 
520.14 Indemnification Obligations 
$20.15 Sovereign Guarantees 

[ I ]  Project 
[2] World Bank 
[3] Are Sovereign Guarantees Useful Without World Bank 

Involvement? 
[4] Availability of Funds to Pay Guarantee Claims 
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[5 ]  Are Sovereign Guarantees from the Host Government 
Always Necessary? 

$20.16 Others Forms of Government Credit Enhancement 
[ l ]  Generally 
[2] Government Subordination 
[3] Government-Funded Accounts 
[4] Pledge of Receivables 
[5] Government Account Supported with Local Country 

Bank Letter of Credit 
[6] Use of State Devolution Account as Collateral 
[7] Replacement of the State-Owned Off-take Purchaser 

with a More Creditworthy Purchaser 
$20.17 Implementation Agreements 
920.18 Reserve Funds 
$20.19 Cash Calls 
$20.20 Subordination of Project Costs to Debt Service 
520.21 Hedging Strategies 
$20.22 The Commodity Supplier as Project Partner 

PART VII - DEBT AND EQUITY FINANCING 

CHAPTER TWENTY-ONE - FINANCING SOURCES FOR 
THE PROJECT 

$21.01 Generally 
921.02 Banks and Institutional Lenders 
$21.03 The Equity Markets 

[I]  Domestic Equity Markets and Equity Placements 
[2] International Equity Markets 

921.04 The Bond Markets 
[ l ]  Generally 
[2] Credit Ratings 

- Sovereign Risk Analysis 
- Currency Risk Analysis 
- Political Risk Analysis 
- Legal (Contract) Risk Analysis 
- Market for Output 

[3] Advantages 
- Large and Liquid Market 
- Longer Term of Debt 
- Less Onerous Terms 

[4] Disadvantages 
- Regulatory Oversight 
- Ratings 
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- Consents to Changes to Underlying Project Are 
Difficult 

- Negative Arbitrage 
- Expensive Transaction Costs 

[5] The Mini-Perm and Amortizing Mini-Perm 
921.05 Rule 144A Debt Placements (U.S.) 

[ 11 Advantages 
- Large and Liquid Market 
- Longer Term of Debt 
- Less Onerous Terms 
- Limited Regulatory Oversight 

[2] Disadvantages 
- Consents to Changes to Underlying Project Are 

Difficult 
- Negative Arbitrage 

$21.06 Investment Funds 
921.07 The World Bank Group Financing Sources 

[I]  Global and Regional Multilateral Involvement 

[2] The International Bank for Reconstruction and 
Development (IBRD) 
- Generally 
- Loan Program 
- Guarantee Program 
- General Requirements 
- Enclave Projects 
- Indirect Support 
- Negative Pledge 

[3] International Monetary Fund (IMF) 
[4] International Development Association (IDA) 
[5] International Finance Corporation (IFC) 

- Generally 
- Loan Program 
- Equity Program 
- Guarantee Program 
- Benefits of IFC Participation 

[6] Role of World Bank Group Credit in Project Financings 
- Financing from the IBRD and IDA 
- IBRD Financing for Enclave Projects 
- IDA Credits 
- Equity Financing 
- Debt Refinancing 

[7] Role of World Bank Group Guarantees in Project 
Financings 
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- IBRD Guarantees 
- IBRD Indirect (Financed) Guarantee Coverage 
- When Are World Bank Guarantees Available? 
- IDA Guarantees 
- Other Credit Support-Take-or-Pay and 

Take-and-Pay Contracts 
[a] Benefits of World Bank Involvement 

- Catalyst for Participation by Other Entities 
- Financial Resources 
- Ability to Lend to Developing Countries 
- Ability to Finance Government Investment 
- Favorable Maturities and Interest Rates on Debt 
- Political Risk Protection and Comfort 
- Ability to Influence Governmental Actions Through 

Cross-Default Provisions in Loan Agreements 
- Ability to Influence Governmental Actions Through 

Decisions About Financing Future Governmental 
Projects 

- Influence over Macroeconomic Policies that May 
Affect a Project 

- Less Emphasis on Project Risks 
- Use of World Bank Procurement Policies 
- Use of World Bank Management Requirements 

921.08 Regional Development Banks 
[ I ]  Generally 
[2] African Development Bank 
[3] Arab Fund for Economic and Social Development 
[4] Asian Development Bank 
[5] European Bank for Reconstruction and Development 
[6] European Union 
[7] European Investment Bank 
[8] Inter-American Development Bank 

- Inter-American Investment Corporation 
[9] Islamic Development Bank 
[lo] Nordic Investment Bank 
[ l l ]  Nordic Development Fund 
[12] OPEC Fund for International Development 

921.09 Bilateral Agencies 
[ I ]  Generally 
[2] The OECD Consensus 
[3] Methods of Export-Import Financing 

- Direct Lending 
- Financial Intermediary Loans (Bank-to-Bank) 
- Interest Rate Equalization 



[4] U.S. Export-Import Bank 
[5] Export-Import Bank of Japan 
[6] Overseas Private Investment Corporation 
[7] Office National du Decroire (Belgium) 
[8] Export Development Corporation (Canada) 
[9] Eksportkreditraadet (Denmark) 
[ lo]  Finish Export Credit Limited (Finland) 
[11] Compagnie Franqaise #Assurance pour le Commerce 

ExtCrieur (France) 
1121 Kreditanstalt fiir Wiederaufbau (Germany) 
[13] Instituto Centrale peril Credito a Medio 

Termine (Italy) 
1141 Netherlands 
[15] Export Credit Guarantee Department 

(United Kingdom) 
1161 Export Finance and Insurance Corporation (Australia) 
[ 171 Oesterreichische Kontrollbank AG (Austria) 
[la] Garanti-Instituttet for Eksportkreditt (Norway) 
[19] Swedish International Development Authority 
[20] Export Credit Insurance Company (Spain) 
[21] Export-Import Bank of Korea 
[22] Other Bilateral Support 

921.10 Global Environment Facility 
921.1 1 Subordinated Debt 

[ l ]  Generally 
[2] Subordinated Debt Terms in Project Financings 

- Funding 
- Conditions to Funding 
- Other Indebtedness 
- Payment Blockage Periods 
- Amendment of Senior Debt Documents 
- Amendment of Project Contracts 

921.12 Development Loans 
[I] Introduction 
[2] Definition 
[3] Goals of Project Sponsor 
[4] Goals of Developmental Lender 

921.13 Financing from Project Participants 
921.14 Other Sources 

[I] Generally 
[2] Host Government 
[3] Contractor 

- Generally 
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- Retainage as Financing 
- No Right of Offset 

521.15 Financings Consistent With The Koran 
521.16 Securitizations of Project Cash Flows 

[ l ]  Generally 
[2] Benefits of Securitization 
[3] Structure of Securitizations 

CHAPTER TWENTY-TWO - THE OFFERING MEMORANDUM 

Purpose 
Key Provisions 
Project O v e ~ e w  
Borrower 
Project Sponsors 
Debt Amount 
Uses of Proceeds 
Collateral 
Sources of Debt and Equity 
Equity Terms 
Cost Overruns 
Other Sponsor Guarantees and Credit Enhancement 
Interest Rate 
Repayment and Debt Amortization; Mandatory and 
Optional Prepayments 
Commitment, Drawdown and Cancellation of Commitment 
Fees 
Conditions to Closing and Drawdown of Funds 
Conditions to Each Drawdown of Funds 
Covenants 
Defaults 
Governing Law 
Lawyers, Advisors and Consultants 

CHAPTER TWENTY-THREE - PROJECT FINANCE DEBT 
COMMITMENT LETTERS 

923.01 The Term Sheet 
[ I ]  Approaching the Project Finance Lender for 

Business Advice 
[ 2 ]  The Project Finance Loan Application-When Should 

the Process Begin? 
[3] The Letter of Intent-Showing Interest Without a 

Commitment 
[4] The Oral Commitment 
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923.02 The Commitment 
[ I ]  The Commitment and its Scope 

- Introduction 
- Sample Provision 

[2] The Loan Amount 
- Introduction 
- Sample Provision 

[3] Use of Proceeds 
- Introduction 
- Sample Provision 

141 Repayment Terms 
- Introduction 
- Sample Provision 

[5] Representations and Warranties 
- Introduction 
- Sample Provision 

[6] Covenants 
- Introduction 
- Sample Provision 

[7] Events of Default 
- Introduction 
- Sample Provision 

[8] Conditions to Closing 
- Introduction 
- Sample Provision 

[9] Term 
- Introduction 
- Sample Provision 

[ 101 Non-disclosure 
- Introduction 
- Sample Provision 

[ l  I] Expenses 
- Introduction 
- Sample Provision 

[I21 Material Adverse Change 
- Introduction 
- Sample Provision 

$23.03 General Recommendations on Commitment Letters 

CHAPTER TWENTY-FOUR - CREDIT AND RELATED 
DOCUMENTATION FOR PROJECT FINANCE TRANSACTIONS 

524.01 The Commercial Lender's Perspective 
524.02 Analysis of Project Risks in the Credit Appraisal Process 

by the Commercial Lender 504 
xlv 
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[I]  Experience and Reputation of Project Sponsor 
[2] Experience and Reputation of Project 

Management Team 
[3] Experience and Resources of Contractor 
[4] Experience and Resources of Operator 
[5] Predictability of Price and Supply of Raw Materials 

to be Used for the Project 
[6] Predictability of Price and Supply of Energy to be 

Used for the Project 
[7] Market for Product or Service 
[8] Terms and Enforceability of Off-take Contracts 

[9] Completion and Cost Over-run Risks are Addressed 
[ lo]  Technology 
[ l  11 Real Estate 
[12] Construction of Related Facilities 
(131 Permits and Licenses 
1141 General Operating Expenses 
[ I  51 Political Environment 
[16] Currency and Exchange Risks 
[17] Timing and Certainty of Equity Contributions 
[18] Equity Returns for Equity Owners 
[19] Value of Project and Project Assets as Collateral 
[20] Interest Rate 
[21] Force Majeure 
[22] Project-Specific Risks 

$24.03 Protecting the Lender from Project Risks 
[ I ]  Due Diligence 
[2] Assignments 
[3] Control Over Excess Cash Flow 
[4] Approval of Contract Amendments 
[5] Restrictions on Sale of Project Interests 

524.04 Overview of Project Finance Credit Agreements 
$24.05 Significant Provisions of the Project Finance Credit 

Agreement 
524.06 Conditions Precedent to Closing 

[ I ]  Generally 
[2] Organization and Existence of Project Company, 

Project Sponsors, Guarantors and Other Major 
Participants; Copies of Governing Documents 
of Project Company, Project Sponsors, Guarantors a 
Other Major Project Participants 
- Generally 
- Draft Provision 
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Execution and Delivery of Credit Agreement and 
Related Financing Documents 
- Generally. 
- Draft Provision 
Lien Filings and Possession of Certain Collateral 
- Generally 
- Draft Provision 
Availability of Funds 
- Generally 
- Draft Provision 
Related Equity Documents and Availability of Funds 
- Generally 
- Draft Provision 
Sponsor Support Documents 
- Generally 
- Draft Provision 
Third-Party Support Documents and Credit 
Enhancement 
- Generally 
- Draft Provision 
Host Government Concessions and Licenses 
- Generally 
- Draft Provision 
Off-take Agreements 
- Generally 
- Draft Provision 
Supply Agreements 
- Generally 
- Draft Provision 

[12] Construction Contract and Issuance of the Notice to 
Proceed 
- Generally 
- Draft Provision 

[13] Operation and Maintenance Agreements 
- Generally 
- Draft Provision 

[14] Permits 
- Generally 
- Draft Provision 

[15] Insurance and Insurance Consultant's Report 
- Generally 
- Draft Provision 
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[16] Real Estate 520 
- Generally 520 
- Draft Provision 520 

[17] Financial Statements of Project Company, Project 
Sponsors, Guarantors and Major Project Participants 520 
- Generally 520 
- Draft Provision 52 1 

[IS] Construction Budget and Construction Drawdown 
Schedule 52 1 
- Generally 521 
- Draft Provision 521 

[19] Revenue and Expense Projections 521 
- Generally 521 
- Draft Provision 522 

[20] Engineering Reports 522 
- Generally 522 
- Draft Provision 522 

1211 Consultant's Reports 522 
- Generally 522 
- Draft Provision 522 

[22] Environmental Review 523 
- Generally 523 
- Draft Provision 523 

[23] Legal Opinions 523 
- Generally 523 
- Draft Provision 524 

[24] No Material Adverse Change 524 
- Generally 524 
- Draft Provision 524 

1251 No Defaults 524 
- Generally 524 
- Draft Provision 524 

[26] No Litigation 524 
- Generally 524 
- Draft Provision 524 

[27] Other Conditions Precedent 525 
- Generally 525 
- Draft Provision 525 

$24.07 Conditions Precedent to Each Construction Loan Drawdown 525 
[ l ]  Generally 525 
[2] Recertification of Representations and Warranties 525 

- Generally 525 
- Draft Provision 525 
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131 No Change in Law 526 
- Generally 526 
- Draft Provision 526 

[4] Permit Status 526 
- Generally 526 
- Draft Provision 526 

[5] No Default 526 
- Generally 526 
- Draft Provision 526 

(61 No Material Adverse Change 527 
- Generally 527 
- Draft Provision 527 

[7] No Litigation 527 
- Generally 527 
- Draft Provision 527 

[8] Construction Progress 527 
- Generally 527 
- Draft Provision 527 

[9] Construction Budget and Funds Available to 
Complete the Project 527 
- Generally 527 
- Draft Provision 527 

[ lo]  Lien Waivers 528 
- Generally 528 
- Draft Provision 528 

[I11 Other Conditions Precedent 528 
- Generally 528 
- Draft Provision 528 

924.08 Conditions Precedent to Conversion of Construction Loan 
to a Term Loan 528 
[l] Generally 528 
[2] Recertification of Representations and Warranties 529 

- Generally 529 
- Draft Provision 529 

[3] No Change in Law 529 
- Generally 529 
- Draft Provision 529 

[4] Permit Status 529 
- Generally 529 
- Draft Provision 529 

[5] No Default 530 
- Generally 530 
- Draft Provision 530 
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(61 No Material Adverse Change 
- Generally 
- Draft Provision 

[7] No Litigation 
- Generally 
- Draft Provision 

[8] Completion 
- Generally 
- Draft Provision 

[9] Other Conditions Precedent 
- Generally 
- Draft Provision 

524.09 Representations and Warranties 
$24.10 Covenants 

[ 1 ] Generally 
[2] Reports on Project Construction and Completion 

- Generally 
- Mechanical Completion 
- Operation Completion 
- Final Completion 
- Draft Provision 

[3] Reports on Project Operation 
- Generally 
- Draft Provision 

[4] Notice of Certain Events 
- Generally 
- Draft Provision 

[5] Maintain Existence 
- Generally 
- Draft Provision 

[6] Maintain Interest in Project 
- Generally 
- Draft Provision 

[7] Pay Taxes 
- Generally 
- Draft Provision 

[81 Compliance with Laws 
- Generally 
- Draft Provision 

[9] Obtain and Maintain all Approvals, Permits and 
Licenses 
- Generally 
- Draft Provision 
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[lo] No Merger or Consolidation 
- Generally 
- Draft Provision 

[ l l ]  Engineering Standards for Construction and Operation 
- Generally 
- Draft Provision 

1121 Maintenance of Properties 
- Generally 
- Draft Provision 

[13] Environmental Compliance 
- Generally 
- Draft Provision 

[14] Insurance and Insurance Proceeds 
- Generally 
- Draft Provision 

[15] Performance of Project Documents 
- Generally 
- Draft Provision 

1161 Amendment, Modification, Termination, Replacement, 
Etc. of Project Documents 
- Generally 
- Draft Provision 

[17] Change Orders 
- Generally 
- Draft Provision 

[I81 Engaging in Other Business 
- Generally 
- Draft Provision 

[19] Indebtedness 
- Generally 
- Draft Provision 

1201 Liens 
- Generally 
- Draft Provision 

[21] Investments 
- Generally 
- Draft Provision 

[22] Dividends and Restricted Payments 
- Generally 
- Draft Provision 

[23] Maximization of Use of Export Financing, Sponsor 
Support, Subordinated Debt 
- Generally 
- Draft Provision 
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1241 Mandatory Prepayment on Occurrence of Certain 
Events from Excess Cash Flow 
- Generally 
- Draft Provision 

[25] Financial Tests 
- Generally 
- Draft Provision 

1261 Special Milestones 
- Generally 
- Draft Provision 

[27] Change in Project 
- Generally 
- Draft Provision 

[28] Project Support 
- Generally 
- Draft Provision 

[29] Financial Reporting 
- Generally 

[30] Use of Proceeds 
- Generally 
- Draft Provision 

[31] Security Documents 
- Generally 
- Draft Provision 

[32] Operating Budget 
- Generally 
- Draft Provision 

[33] Accounts 
- Generally 
- Draft Provision 

[34] Guarantee Obligations of Others 
- Generally 
- Draft Provision 

[35] Sale of Assets 
- Generally 
- Draft Provision 

[36] Capital Expenditures 
- Generally 
- Draft Provision 

[37] Transactions with Affiliates 
- Generally 
- Draft Provision 
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1381 Construction Cost Overruns 
- Generally 
- Draft Provision 

[39] Other Covenants 
$24.1 1 Events of Default 

[I] Generally 
[2] Payment 

- Generally 
- Draft Provision (Project Company) 
- Draft Provision (Project Participant) 

[3] Breach of Covenants 
- Generally 
- Draft Provision 

(41 Breach of Representation or Warranty 
- Generally 
- Draft Provision (Project Company) 
- Draft Provision (Project Participant) 

[5] Filing of Bankruptcy Petition 
- Generally 
- Draft Provision (Project Company) 
- Draft Provision (Project Participant) 

[6]  Commencement of Bankruptcy 
- Generally 
- Draft Provision (Project Company) 
- Draft Provision (Project Participant) 

[7] Judgments 
- Generally 
- Draft Provision 

[8]  Final Acceptance Date 
- Generally 
- Draft Provision 

[9] Government Approvals 
- Generally 
- Draft Provision 

[lo] Project Contracts 
- Generally 
- Draft Provision 

[ l l ]  Abandonment 
- Generally 
- Draft Provision 

[12] Expropriation 
- Generally 
- Draft Provision 
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[13] Ownership and Control 
- Generally 
- Draft Provision 

[14] Payment of Obligations 
- Generally 
- Draft Provision (Project Company) 
- Draft Provision (Project Participants) 

[15] Breach of Credit Support 
- Generally 
- Draft Provision 

[16] Security Documents 
- Generally 
- Draft Provision 

524.12 Remedies 
524.13 Governing Law 
524.14 Limitations on Recourse 

CHAPTER TWENTY-FIVE - EXPORT CREDITS 
DOCUMENTATION FOR PROJECT FINANCE TRANSACTIONS 

525.01 The Export Lender's Perspective 
[ 11 Generally 
[2] OECD Consensus 

525.02 Methods of Export-Import Financing 
[ l ]  Direct Lending 
[2] Financial Intermediary Loans (Bank-to Bank) 
[3] Interest Rate Equalization 

$25.03 Export-Import Banks 
$25.04 Overview of Project Finance Export Credits Agreements 
525.05 Significant Provisions of the Project Finance Export 

Credits Agreement 
[ l ]  Currency of Loan 
[2] Right to Prepay 
[3] Conditions Precedent 
[4] Representations and Warranties 
[5] Covenants 
[6] Events of Default 

PART VIII - COLLATERAL 

CHAPTER TWENTY-SIX - PROJECT COLLATERAL 

526.01 The Role of Collateral in a Project Financing 
[ l ]  Generally 
[2] Collateral as a Defensive Tool 
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[3] Collateral as an Offensive Tool 

[4] Uncertainty in Collateral Protections Available to 
Lenders--You Can't Always Get What You Want 

526.02 The Collateral Package 
[I] The "Blanket" Lien 
[2] Project Cash Flow 
[3] Personal Property 

- Intangible Assets 
- Permits, Licenses and Concessions 
- Contracts 
- Insurance Proceeds 
- Surety Bonds 
- Guarantees 
- Liquidated Damages 
- Political Risk Insurance 
- Accounts 

[4] Real Property 
526.03 Collateral Documents 

[I] Generally 
[2] Personal Property Security Agreement 
[3] Mortgage, Deed of Trust and Indenture 
[4] Pledge of Ownership Interests 
[5] Voting Trust 
[6] Offshore Accounts 
[7] Disbursement Agreement 

526.04 Negative Pledges 
526.05 The Floating Lien 
926.06 Other Collateral Problems 

111 Types of Liens Allowed 
- Common Law Countries 
- Civil Law Countries 
- Developing Countries 

[2] Local Formalities 
[3] Denomination of Liens in Local Currency 
[4] Priority of Lien 
[5] Enforcement 
[6] Foreclosure 
[7] Real Property 
[8] The Problem of Transferability of Project Ownership 

and Operation Rights 
[9] Limited Potential Purchasers of Collateral 
[ lo]  If You Think You're So Smart. . . 

526.07 Collateral Trusts 
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526.08 Security Interests in Project Contracts 
[I] Contract Assignment and Anti-Assignment Clauses 
[2] Consents to Assignment-Approving Assignments 

and Enhancing the Contract's Value as Collateral 
- The Secured Party's Perspective 
- The Contracting Party's Perspective 
- The Project Company's Perspective 
- The Host Government's Perspective 

[3]  The Project Finance Lender's Rights Under 
U.C.C.59-318 

[4] The Project Finance Lender's Liability for Obligations 
Arising Under Assigned Contracts 

526.09 Offshore Collateral Accounts 
$26.10 Intercreditor Agreements 

[I] Generally 
[2] Goals of Lenders in an Intercreditor Relationship 
[3] Typical Intercreditor Arrangements 

- Generally 
- Nonrecourse Nature of Project Debt 
- Project Contracts 

[4] Insurance 
[5] General Terms of Intercreditor Agreements 

526.11 Commercial Insurance 
[ l ]  Additional Insured 
[2] Loss Payee 
[3] Non-Vitiation Clauses 
141 Reinsurance 
[5] Waiver of Subrogation 
161 Other Insurance Issues 

526.12 Adapting Collateral Security Laws to a Global Economy 

PART IX - PROJECT SPONSOR AND INVESTOR AGREEMENTS 

CHAPTER TWENTY-SEVEN-GOVERNING THE PROJECT 
COMPANY: STOCKHOLDER, PARTNERSHIP, JOINT VENTURE 
AND MANAGEMENT AGREEMENTS 

527.01 Generally 
$27.02 Stockholder Agreements 
527.03 Partnership Agreements 
527.04 Joint Venture Agreements 
927.05 Management Agreements 
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PART X - SPECIAL TOPICS IN PROJECT FINANCE 60 1 

CHAPTER TWENTY-EIGHT - BANKRUPTCY 

528.01 Introduction 
528.02 Types 

[ 11 Universal 
[2] Territorial 
[3]  Universal and Territorial 

528.03 U.S. Debtor Filing for Bankruptcy Protection in U.S. and 
With Foreign Assets 

528.04 Foreign Debtor Filing for Bankruptcy Protection Abroad 
and Has U.S. Assets 

528.05 Selection of Bankruptcy Forum for the Debtor with 
Multi-Country Assets 

528.06 Structuring Bankruptcy Solutions Before Closing 

CHAPTER TWENTY-NINE - UNITED STATES LAWS AFFECTING 
FOREIGN INVESTMENTS 

529.01 Introduction 
529.02 Foreign Corrupt Practices Act Generally 

[ I ]  Anti-bribery Prohibition 
[2] Accounting Provisions 
[3] Multilateral Agency Anti-corruption Prohibitions 

929.03 Anti-Bribery Provisions of the FCPA 
[ l ]  Corrupt Intent 
[2] Interstate Commerce and Acts in Furtherance 
[3] Offer, Payment, Gift or  Prornise of Money or a 

Thing of Value 
[4] Foreign Official 
[5] For the Purpose of Influencing the Foreign Official, 

in His "Official Capacity:' to Assist the Company in 
Obtaining or Retaining Business 

[6] Exceptions and Defenses 
- "Facilitating" Payments 
- Payments Lawful Under Local Law 
- Promotional Expense Reimbursement 
- Payments by Subsidiaries of U.S. Corporations 

[7] Enforcement and Penalties 
[8] Avoiding Violations of the FCPA 
(91 The Problem of the Local Partner 
[ l o ]  Document Drafting Considerations 

- Representations 
- Conditions Precedent 
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- Covenants 
- Termination 

529.04 The Securities Exchange Act of 1934 
529.05 The Mail and Wire Fraud Acts 
029.06 The Internal Revenue Code 
529.07 The Currency and Foreign Transactions Reporting Act 
529.08 False Statements Act 
529.09 National Security and Related Political Considerations 

[I] Introduction 
[2] Trade Embargo Regulations 
[3] Terrorist States 
[4] Anti-terrorism Regulations 
[5] Arms Export Control Act 
[6] Export Restrictions 
[7] Exon-Florio Amendment 

CHAPTER THIRTY - LOCAL LAWYERS AND OVERVIEW OF 
LOCAL LAWS 

530.01 Introduction 
$30.02 Local Lawyers 

[I]  Need and Timing 
[2] Identifying Competent Lawyers 
[3] Criteria for Selection 
[4] Managing Local Lawyers 

530.03 Overview of Local Laws 
530.04 Local Counsel Opinions 
$30.05 Opinion of Counsel on Permits and Approvals 

[ l ]  Purpose of Opinion 
[2] Status of Permits, Approvals and Concessions 
[3] Change of Law 
[4] Rights of Lender 
[5] Renewal 
[6] Typical Problems Encountered and Disclosed 

CHAPTER THIRTY-ONE - DISPUTE RESOLUTION IN PROJECT 
FINANCE TRANSACTIONS 

$31 . O 1  Introduction 
531.02 On Whether to Litigate or to Arbitrate 

[ l ]  Advantages of Arbitration 
[2] Advantages of Litigation 
[3] Can a Party Select Both? 
[4] Alternatives to Arbitration and Litigation 
[5] Which is "Best" for a Project Financing? 
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CHAPTER ONE 

An Introduction to Project Finance 
Overview 

Definition of Project Finance 
Confusion of Terms 
Nonrecourse Project Finance 
Limited-Recourse Project Finance 
Structured Project Finance-Toward Greater Economic Efficiency? 
Contrast With Other Financing Types 
[ l ]  Balance Sheet Finance 
[2] Asset-Based Finance 
Uses of Project Finance 
Basic Components of Project Finance 
Advantages of Project Finance 
[I] Nonrecourse Debt Financing-It Ain't Necessarily SO 

[2] Off-Balance-Sheet Debt Treatment 
[3] Leveraged Debt 
[4] Avoidance of Restrictive Covenants in Other Transactions 
[5] Favorable Financing Terms 
[6] Internal Capital Commitment Policies 
[7] Political Risk Diversification 
[8] Risk Sharing 
[9] Collateral Limited to Project Assets 
[lo] Lenders Are More Likely to Participate in a Work-Out 

Than Foreclose 
[ l l ]  Matching Specific Assets with Liabilities 
1121 Expanded Credit Opportunities 
Disadvantages of Project Finance 
[ l ]  Complexity of Risk Allocation 
[2] Increased Lender Risk 
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[3] Higher Interest Rates and Fees 
[4] Lender Supervision 
[5] Lender Reporting Requirements 
[6] Increased Insurance Coverage 
[7] Encourages Potentially Unacceptable Risk Taking 
International Project Finance 
Examples of Facilities Developed with Project Finance 
[ I ]  Energy Generation 
[2] Pipelines, Storage Facilities and Refineries 
[3] Mining 
[4] Toll Roads 
[5] Waste Disposal 
[6] Water 
[7] Telecommunications 
[8] Other Projects 
[9] Uses by Industrial Companies for Growth and 

Restructuring 
[ l o ]  Leisure and Sports Stadium Projects 
[I1 ] Contrasting Risks 
Chicken or the Egg: The Effect of a Project's Financing Structure 
on its Commercial Structure 
Merchant Facilities: Projects Financed Without Revenue Contracts 
Project Finance in Developing Countries 
Other Financing Alternatives 
Bankability, Financeability and Other Assaults on Language 
The Law of Project Finance 
Economic Studies of Project Finance 
The Lessons of a Financial Crisis-What the East Asian Financial 
Crisis Teaches About Project Finance 
[ I ]  Increased Cost of Power 
[2] Power Purchase Contract Renegotiation 
[3] Decrease in Market Demand for Private Power 
[4] Conclusions 

$1.01 DEFINITION OF PROJECT FINANCE 

The term "project finance" is generally used to refer to a nonrecourse or lim- 
ited recourse financing structure in which debt, equity, and credit enhance- 
ment are combined for the construction and operation, or the refinancing, of 
a particular facility in a capital-intensive industry, in which lenders base credit 
appraisals on the projected revenues from the operation of the facility, rather 
than the general assets or the credit of the sponsor of the facility, and rely on 
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the assets of the facility, including any revenue-producing contracts and other 
cash flow generated by the facility, as collateral for the debt.' 

In a project financing, therefore, the debt terms are not based o n  the spon- 
sor's credit support o r  on the value of the physical assets of the project. Rather, 
project performance, both technical and economic, is the nucleus of project 
finance. 

' Scott L. Hoffman, A Practical Guide to Transactional Project Finance: Basic 
Concepts, RiskIdentification, and Contractual Considerations, 45 Bus. LAW. 181 n.1 (1989). 

Other definitions have been suggested. See, e.5, CLIFFORD CHANCE, PROJECT FINANCE 

1 (1991)("The term 'project finance'is used to refer to a wide range of financing 
structures. However, these structures have one feature in common-the financing is 
not primarily dependent on the credit support of the sponsors or the value of the phys- 
ical assets involved. In project financing, those providing the senior debt place a sub- 
stantial degree of reliance on the performance of the project itself."); PETER K. NEVITT, 
PROJEC~ FINANCING 3 (1983)("A financing of a particular economic unit in which a lender 
is satisfied to look initially to the cash flows and earnings of that economic unit as the 
source of funds from which a loan will be repaid and to the assets of the economic unit 
as collateral for the loan."). 

See generally, HOSSEIN RAZAVI, FINANCING ENERGY PRO~ECTS IN EMERGING ECONOMIES 

(1996); CLIFFORD CHANCE, PROJECT FINANCE (1991); STEWART A. SCHODER, PROJECT FINANCE: 
THE CREDIT PERSPECTIVE (1984); PETER K. NEVITT, PROTECT FINANCING (4th ed. 1983); 
Peter F. Fitzgerald, PROJECT FINANCING 1999-BUl~DlNG INFRASTRUCTURE PROJECTS IN 

DEVELOPING MARKETS (PLI COURSE HANDBOOK, 1999); John L. Taylor & E. Waide Warner, 
eds., PROJECT FINANCING  BUILDING INFRASTRUCTURE PROJECTS IN DEVELOPING MAR- 
KETS (PLI COMM. L. & PRACTICE COURSE HANDBOOK SERIES NO. A-763, 1998); John L. 
Taylor & E. Waide Warner, eds., PROJECT FINANCING IN  EMERGING MARKETS 1997-SUC- 
CESSFUL DEVELOPMENT OF MINING, POWER, OIL AND GAS, TRANSPORTATION AND TELECOM- 
MUNICATIONS PROJECTS (PLI COMM. L. & PRACTICE COURSE HANDBOOK SERIES NO. A-757, 
1997); Robert Thornton Smith and Peter F. Fitzgerald eds., PROJECT FINANCING FROM 

DOMESTICTO ~NTERNAT~ONAL (PLI COMM. L. R PRACTICE COURSE HANDBOOK SERIES NO. A- 
707,1995); Robert Thornton Smith ed., PROJECT FINANCING 1993 (PLI COMM. L. & PRAC- 
TICE COURSE HANDBOOK SERIES NO. A-672, 1993); Robert Thornton Smith ed., P R O J E ~  
FINANCING 1992 (PLI COMM. L. & PRACTICE COLIRSE HANDBOOK SERIES NO. 605, 1992); 
Robert Thornton Smith ed., PROJECT FINANCING 1991 (PLI COMM. L. PRACTICE COURSE 

HANDBOOK SERIES No. 568,1991); Robert Thornton Smith ed., PROJECT FINANCING 1990 
(PLI REAL EST. L. & PRAC~CE COURSE HANDBOOK SERIES NO. 345,1990); Robert Thornton 
Smith ed., PROJECT FINANCING 1989 (PLI REAL EST. L. 8r PRACTICE COURSE HANDBOOK 

SERIES NO. 326, 1989); Robert Thornton Smith ed., PROIECT FINANCING 1987 (PLI REAL 

EST. L. sr PRACTICE COURSE HANDBOOK SERIES NO. 297, 1987); Robert Thornton Smith 
ed., PROJECT FINANCING 1986 (PLI REAL EST. L. & P R A ~ C E  COURSE HANDBOOK SERIES NO. 
284, 1986); Robert Thornton Smith ed., PROJECT FINANCING 1985 (PLI REAL EST. L. h 

PRACTICE COURSE HANDBOOK SERIES NO. 270,1985); Robert Thornton Smith ed., PRO- 
JECT FINANCING (PLI REAL EST. L. & PRACTICE COURSE HANDBOOK SERIES NO. 252,1984); 
John G. Manuel, Common Contractual Risk Allocations in International Power Projects, 
1996 COLUM. BUS. L. REV. 37 (1996); Harold F. Moore and Evelyn D. Giaccio, International 
Project Finance (A  Practitioner's Guide to International Banking and Trade Finance), 11 
N.C.J. INTL L. & COM. REG. 597 (1986); Stewart E. Rauner, Project FinancerA Risk Spreading 
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51.02 CONFUSION OF TERMS 

The term project finance is often misused, owing to a general misunderstand- 
ing of the term.2 In some circles, it refers to raising funds to pay the costs of a 
project-any project. In others, the term is used to describe a hopeless finan- 
cial situation remediable only with extreme financing options. The emerging 
meaning for the term is the definition above.3 

It is important to  understand that the term project finance does not nec- 
essa

r

ily imply that the underlying debt is nonrecourse to the project sponsor. 
As the definition indicates, project finance debt can be nonrecourse or  lim- 
ited recourse. Project finance transactions can be placed on a continuum, with 
recourse to project sponsors ranging from nonrecourse to almost complete 
recourse. Complete recourse is a different financing technique, usually called 
direct lending. 

51.03 NONRECOURSE PROJECT FINANCE 

As indicated above, a common form of project finance is nonrecourse4 financ- 
ing, predicated completely on the merits of a project rather than the credit of 
the project sponsor. The credit appraisal of the nonrecourse project finance 
lender is therefore based on the underlying cash flow from the revenue-pro- 
ducing project contracts, independent of the non-project assets of the project 
sponsor. Because the debt is nonrecourse, the project sponsor has no  direct 

Approach to the Commercial Financingof Economic Development, 24 HARV. INT'L L.J. 145 
(1983); Larry Wynant, Essential Elements ofproject Financing, ~ R V .  BUS. Rev., May-June 
1980, at 165. The general subject of project finance is discussed in articles in several 
diverse publications. See generally Anne Sington, Financing the Channel Tunnel, 
EUROMONEY, Mar. 1986, at 13.; L. Patrick Ogden, How to Evaluate Off-Balance Sheet 
Financing, THE BOND BUYER, Aug. 30, 1982, at 9; Pamela Clarke and Sarah Martin, The 
Big Swing to Project Finance, EUROMONEY, Oct. 1980, at 233; Allen C. Marple, What is 
Project Finance?, THE BANKER, Dec. 1977, at 47; Grover R. Castle, Project Financing- 
Guidelines for the Commercial Banker, J .  COM. BANK LENDING, Ayr. 1975, at 14. 

One commentator has ventured to provide a short history of project finance, 
beginning in Roman times. Reinhard Zimmermann, "Non-Recourse-The Most 
Condemnable of Loan Transactions:' Project Finance International, Issue 100 (July 3, 
1996) at 6213; see also ESTEBAN C. BULJEVICH &YOON S. PARK, PROIECT FINANCING AND THE 

INTERNATIONAL FINANCIAL MARKETS 87 n.1 (1999); Stewart E. Rauner, Project Finance: A 
Risk Spreading Approach to the Commercial Financing of Economic Development, 24 HARV. 
INT'L L.J. 146 (1983). 

3 "When Iuse a word," Humpty Dumpty said in rather a scornful tone, "it means 
just what I choose it to mean-neither more nor less." Lewis Carroll, Through the Looking- 
Glass, ch. 6 (1872). 

See Hauser v. Western Group Nurseries, Inc., 767 F. Supp. 475,483 n.11 (S.D.N.Y. 
1991). 
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legal obligation to repay the project debt or make interest payments if the proj- 
ect cash flows prove inadequate to service debt. 

Because the ability of the project sponsor to produce revenue from proj- 
ect operation is the foundation of a project financing, the contracts form the 
framework for project viability and control the allocation of risks. Contracts 
that represent the obligation to make a payment to the project company on the 
delivery of some product or service are very important because these contracts 
govern cash flow.= 

Each contract necessary to construct and operate a project, such as the 
output sales contract, feedstock contract, site lease and construction con- 
tract, must not interfere unduly with the expectation for debt repayment from 
project revenues. If risks are allocated in an unacceptable way from the proj- 
ect lender's perspective, credit enhancement from a creditworthy third party is 
needed in such forms as letters of credit, capital contribution commitments, 
guarantees and insurance. Also, the project finance contracts must be enforce- 
able and have value to the lender as collateral security. 

A project financing is also based on predictable regulatory and political 
environments and stable markets, which combine to produce dependable cash 
flow. To the extent this predictability is unavailable or the risks of dependability 
are allocated unacceptably, credit enhancement is necessary to protect the lender 
from external uncertainties, such as fuel supply, product market instability and 
changes in law. Commonly, however, the project exists in an uncertain envi- 
ronment which subjects the project lender to some unallocated risks. 

The project finance documents should be designed to anticipate regula- 
tory problems unique to the project and the environment in which the proj- 
ect will exist. Many projects receive benefits from statutory and regulatory 
structures, which can be forfeited if the requirements are not fulfilled through- 
out the life of the project. Examples include conditions in government licenses 
and implementation agreements, statutory requirements for the efficient use 
of natural resources and regulatory air pollution standards.6 In these situations, 

Seegenerally, Nevitt, supra note 1, at 183-95; Joseph Ryan & Lorin M. Fife, 
Take-Or-Pay Contracts: Alive and Well in California, 19 URB. LAW. 233 (1987); Robert B. 
Nolan, Jr., Take-or-Pay Contracts: Are They Necessary for Municipal Project Financing?, 
4 M U N.  F I N .  1. 11 1 (1983). 

An example is the regulatory-based energy facility project financings in the 
United States. Under the Public Utility Regulatory Policies Act of 1978, Pub. L. No. 
95-617,92 Stat. 31 17 (codified in scattered sections of 16 U.S.C.)("PURPA"), certain 
"qualifying facilities" are exempt from provisions of the Federal Power Act (other 
than Title I), state utility regulation of rates, finances and organization, and the 
Public Utility Holding Company Act, 16 U.S.C. $824a-3(e)(1980). If a facility that is 
exempt from regulation pursuant to PURPA temporarily loses a steam purchaser that 
the facility is required to have to satisfy regulatory requirements, such a loss could cause 
the facility to violate the regulatory requirement that at least 5% of a qualifying cogen- 
eration facility's total energy output be useful thermal output in any calendar year. 18 
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the project documents should allocate responsibility for the risk that such stan- 
dards are not complied with due to the fault of a project participant. 

41.04 LIMITED-RECOURSE PROJECT FINANCE 

The classic nonrecourse project financing would result in no potential liabil- 
ity to the project sponsor for the debts or liabilities of an individual project. 
It would be nonrecourse. This is rarely the case. In most project financings, there 
are limited obligations and responsibilities of the project sponsor; that is, the 
financing is limited-recourse. 

How much recourse necessary to support a financing is determined by the 
unique risks presented in a project, and the appetite of the credit markets to 
accept the risks. For example, if the lenders perceive that a substantial risk exists 
during the construction phase of a project, they could require that the project 
sponsor agree to infuse additional equity if the risk actually materializes. The 
lender would have recourse to the project sponsor's assets until the risk subsides 
or construction is complete. Thereafter, the loan would be nonrecourse. 

51.05 STRUCTURED PROJECT FINANCE-TOWARD GREATER 
ECONOMIC EFFICIENCY? 

An economic argument can be made that classic non-recourse project finance 
is an inefficient, expensive financing technique. As discussed above , i n a non- 
recourse project financing, project finance lenders base credit appraisals on the 
projected revenues from the operation of the facility, rather than the general 
assets or the credit of the sponsor of the facility, and rely on the assets of the 
facility, including the revenue-producing contracts and cash flow, as collat- 
eral for the debt. Any component of the project that could result in less rev- 
enues or greater expenses than anticipated by the lender can result in project 
failure; that is, unexpected events are an anathema to project finance. 

In answer to this risk, project financings are designed to avoid uncertainty. 
This is particularly true with the underlying contracts, and it is with the con- 
tracts that the economist makes the inefficiency argument. 

For example, the construction contract in a project financing must serve 
to provide the project company with a finished facility that satisfies certain 
agreed-upon performance criteria, for a fixed or reasonably predictable price 
on a definite date. The tension between the project company and contractor in 

C.F.R. 5292.205 (1987). The risk in a project financing of a cogeneration project is that 
if a steam customer For the project is lost, the regulatory exemption of the facility from 
utility regulation could be in jeopardy, and the regulatory framework on which the 
financing is based could be undermined, subjecting the project to uncertain risks. 
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a project financing is based on the turnkey nature of the construction contract: 
the contractor must deliver the project at a fixed or predictable price, on a date 
certain, warranted to perform at agreed levels. The contractor is, of course, 
concerned with the difficulty of predicting events that could result in delivery 
of a delayed project, at an increased price, that does not perform as expected. 
Thus, unless the contract price is extremely attractive (that is, the risk premium 
sufficiently high), the three main objectives of the contractor in contract nego- 
tiation are to limit risks of any change in the cost of the project, to ensure there 
is sufficient contractual excuse for late delivery, and to provide sufficient time 
to satisfy performance guarantees. 

For the project company and lender, the risk that construction costs will 
exceed the funds available from the construction loan, other debt sources and 
equity is a significant risk in a project financing. Increased construction costs 
may result in increased debt service costs during construction, unavailability 
of sufficient funds to complete construction, and even if funded, in the inabil- 
ity of the project company to pay increased interest and principal that result 
from the additional debt required to complete construction. 

To convince the contractor to shoulder these risks, the project company 
must pay the contractor a premium for the risks taken. A customary reward for 
the contractor in return for assuming the risk of completion on a date certain 
for a fixed price is through both the contract price and a bonus payment which 
is paid by the project company to the contractor if the project is completed 
ahead of the scheduled completion date. In return, the project company achieves 
predictability of construction costs. However, the cost paid for the risks allo- 
cated to the contractor is not inexpensive. In addition, the extra amount paid 
arguably adds minimal value to the project assets; that is, the additional money 
is attributable to risk assumed by the contractor, not equipment value or 
improved performance. 

In situations where the project company can access additional debt or 
equity needed to pay for construction cost overruns, it can decide to assume 
some construction cost overrun or delay risks. In such a situation, the price 
paid to the contractor is reduced because the risk premium otherwise payable 
to the contractor is not necessary. 

This technique is called a "structured" project financing. In a structured 
project financing, the project sponsor assumes some uncertainty in the proj- 
ect in return for a reduction in the risk premium otherwise payable to vari- 
ous contracting parties. The financing is not without recourse to the project 
sponsor, however, because the lender will require that the risks not allo- 
cated to the various project contracting parties, such as the contractor or fuel 
supplier, be retained by the project sponsor. To be meaningful to the lender, 
the structured project finance technique requires that the project sponsor 
have the assets to infuse additional capital or debt into the project company 
if necessary. 
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For example, the project company and the project contractor could enter 
into a construction contract that requires the contractor to finish the project 
within a set period, well within the contractor's abilities. Feasibility consult- 
ants could agree that although the contractor has a long period to complete 
the project, it will likely be finished well before the date required in the con- 
tract. An earlier date of completion, verified as achievable by the consult- 
ants, is used as the assumed date of completion. However, the contractor is 
not contractually penalized if it fails to complete the project by the assumed 
date of completion. 

A delay in project completion beyond this assumed date may result in an 
increase in project construction costs and a concomitant increase in debt serv- 
ice costs. The delay may also affect the scheduled flow of project revenues nec- 
essary to cover debt service and operations and maintenance expenses. In 
addition, a delay in project completion may result in damage payments payable 
under, or termination of, project contracts, such as fuel supply and output 
contracts. 

Nonetheless, because of the unlikelihood of this, as verified by project con- 
sultants and the project sponsor's own expertise and experience, the project 
sponsor agrees to accept this risk. The project lender will require that the proj- 
ect sponsor enter into agreements to provide additional equity to the project 
company to the extent the risk materializes. The project sponsor, of course, 
must have the financial ability to complete such an obligation. In return, the 
project sponsor can reduce the construction price by avoiding the risk pre- 
mium to the contractor. In effect, the project financing is recourse to the 
project sponsor, at least in part, during the construction phase of the project. 
Once the project is completed at the time required under the project loan doc- 
uments, the financing is structured to transform into a nonrecourse financing. 

91.06 CONTRAST WITH OTHER FINANCING TYPES 

[I] Balance Sheet Finance. A project financing is in contrast with 
balance sheet finance. With this approach, a company uses retained earnings 
or short-term debt to finance the development and construction of the facil- 
ity. Upon completion, when the project requires permanent financing, long- 
term debt, equity sales, or other corporate finance techniques are used to obtain 
the needed funds. 

Where debt is used, the lending decision is based on the overall corpo- 
rate balance sheet, as opposed to a specific stand alone project. The cash flow 
and assets of the company are relied upon by the lender as the basis for serv- 
icing the additional debt necessary to develop, construct and operate the 
project and to collateralize the loan. The entire company is thus the focus of 
the credit decision, including the effect of the new project on the company's 
continued viability. 
70 
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The decision to use corporate financing is primarily determined by cor- 
porate philosophy. The relevant criteria a project must satisfy to qualify for bal- 
ance sheet financing include whether the corporation has access to the needed 
capital at a reasonable cost, whether the project feasibility study projects a return 
on investment acceptable to the project sponsor's internal investment crite- 
ria, whether the project risks are satisfactory, and whether other types of financ- 
ing provide greater advantages to the project sponsor. 

[ 2 ]  Asset-Based Finance. The project financing and asset-based 
financing methods are very different. An asset-based financing is founded on 
the value of the assets financed. A project financing, on the other hand, is based 
on the ability of the project to generate sufficient revenue to service the debt. 
Indeed, in a project financing the hard assets probably would not produce suf- 
ficient cash in a foreclosure sale to justlfy the value of an asset-based loan. 

01.07 USES OF PROJECT FINANCE 

Project finance is an emerging solution for financing infrastructure needs 
in many parts of the globe. In emerging markets, where the demand for infra- 
structure far outstrips the economic resources, it provides a financing scheme 
for important development. In countries moving from centralized to mar- 
ket-based economies, it provides needed upgrades or replacement of exist- 
ing infrastructure assets that have not been maintained adequately. The needs 
for enormous debt and capital, coupled with the risks involved in large 
project development, often make a project financing one of the few avail- 
able financing alternatives in the energy, transportation and other infra- 
structure industries.' 

Projects financed using this model tend to be large in scale, requiring large 
financing packages. There are two reasons for this. First, economies of scale can 
be enjoyed in both development and operation. Second, the very needs that are 
the genesis for the projects necessitate that larger projects be developed to pro- 
vide as much needed infrastructure as is possible, as soon as possible." 

' See Daniel Hurstel &Mary Ann Carpenter-Pecquet, Privatization and the Public 
Interest, 13 INT'L F I N .  L. REV. 34 (1994). For an excellent summary of the recent efforts 
with privatization and foreign investment in developing countries, see Christopher J. 
Sozzi, Comment, Project Finance and Facilitating Telecommunications Infrastructure 
Development in Newly-Industrialized Gunrries, 12 COMPUTER& HIGH TECH. LJ. 435 (1996). 

Seegenerally, David Baughman &Matthew Buresch, Mobilizing Private Capital 
for the Power Sector: Experience in Asia and Latin America (Joint World Bank-USAID 
Discussion Payer, 1994). 



International Project Finance 

$1.08 BASIC COMPONENTS OF PROJECT FINANCE 

All project financings have nearly identical fundamental elements. Debt, 
from banks, institutional and governmental lenders, or subordinated notes - 
from the project sponsor or other project participants is, of course, the most 
common element. Collateral security is similarly present, in the form of assign- 
ments of contract rights and project revenues, to support the underlying debt 
obligations. Also, various types of credit enhancement from the project spon- 
sor or third parties are included to support the risk allocation. Finally, equity, 
whether active or passive in management of the project, is needed. The pre- 
cise structure selected is dependent upon a range of variables, influenced in 
large part by project viability and the goals of the project sponsor. Project finance 
structures are discussed in chapter 6 .  

$1.09 ADVANTAGES OF PROJECT FINANCE 

Project financing is used by companies that desire any or all of several objec- 
tives. Established, well-capitalized corporations often select a project finance 
structure to assist in undertaking large debt commitments with a minimum of 
risk. Entrepreneurial developers rely on project financing to permit develop- 
ment of several projects in different geographic areas, each based on the mer- 
its of the project, independent of the financial obligations of the other projects, 
and with minimal equity requirements. These objectives, which are discussed 
in more detail below, include: (i) elimination of, or limitation on, the recourse 
nature of the financing of a project, (ii) off-balance sheet treatment of debt 
financing, (iii) leverage of debt to avoid dilution of existing equity; (iv) avoid- 
ance of restrictive covenants in other debt or equity arrangements that would 
otherwise preclude project development; (v) arrangement of attractive debt 
financing and credit enhancement, available to the project itself, but which is 
unavailable to the project sponsor as a direct loan; (vi) internal capital com- 
mitment policies; (vii) diversification of the project sponsor's investments to 
eliminate political risk; (viii) risk sharing; (ix) limiting collateral to the proj- 
ect assets; (x) more incentive for the lender to cooperate in a workout of a trou- 
bled loan; (xi) allows for matching specific assets with specific liabilities; and 
(xii) expanded credit opportunities. The advantages that result from a proj- 
ect financing differ based on the unique nature of each project, with different 
risks, capital needs, capital access and motives. 

[I]  Nonrecourse Debt Financing-It Ain't Necessarily So. Classic 
nonrecourse project financing provides a structure that does not impose on 
the project sponsor any obligation to guarantee the repayment of the project 
debt if the project revenues are insufficient to cover principal and interest pay- 
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ments. The nonrecourse nature of a project financing provides financial inde- 
pendence to each other project owned and protection of the sponsor's gen- 
eral assets from most difficulties in any particular project. A typical nonrecourse 
project finance loan provision provides that no recourse is available against the 
sponsor or any affiliate for liability to the lender in connection with any breach 
or default, except to reach project collateral.9 Thus, the lender relies solely on 
the project collateral in enforcing rights and obligations in connection with the 
project finance loan. 

The nonrecourse nature of the debt in a project financing need not extend 
throughout the term of the financing. A project financing may be structured 
to provide recourse liability to  the project sponsor during a limited period of 
the project development. For example, under that structure, if a project uses 
a new technology that causes the lender to conclude that additional project 
risks are present, the project sponsor's full recourse liability for the debt 
could be limited to the construction period. Thereafter, if the technology sat- 
isfies minimum performance tests, the lender could release the project spon- 
sor from recourse liability and shift the risk from the assets of the project sponsor 
to the project assets. 

An example of a nonrecourse loan provision for use in a project finance 
loan agreement is reproduced below. 

The [Project Sponsor] shall not be personally liable for payment of the 
amounts evidenced by the Note executed by the [Project Company]. Nothing 
contained herein, however, shall (i) preclude the [Lender] or any holder of 
the Notes from exercising any right or enforcing any remedy under this 
Agreement, or the Note, whether upon an Event of Default or otherwise, 
under this Agreement, the Note, or any other Collateral hereunder or 
furnished as security for any of the indebtedness evidenced by the Note, 
or (ii) limit the [Project Sponsor's] liability hereunder in respect of any 
damages suffered by the Lender as a result of any inaccuracy of any rep- 
resentation in this Agreement or as a result of any fraudulent conduct on 
the part of the [Project Sponsor]. 

The nonrecourse provision is also a part of project finance documents other 
than loan documents. An example follows. 

Any claim against the Sponsor [actual project owner] that may arise under 
this Agreement shall be made only against, and shall be limited to the assets 
of, the [Project Company], and no judgment, order or execution entered 

9 The terms "nonrecourse" and "limited recourse" are sometimes used inter- 
changeably. Regardless of nomenclature, unless otherwise agreed, a project financing 
is recourse to the project sponsor only to the limited extent of liability for fraudulent 
representations made in connection with the financing. See generally, 12 S .  WILLISTON, 
A TREATISE ON THE LAW OF CONTRACTS $$1486-1509 (1970). 
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in any suit, action or proceeding thereon shall be obtained or enforced 
against any partner of the [Project Company] or the assets of such part- 
ner or any incorporator, shareholder, officer or director of the [Project 
Company] or such partner or against any direct or indirect parent corpo- 
ration or affiliate or any incorporator, shareholder, officer or director of 
any thereof for any purpose of obtaining satisfaction of any payment of 
any amount arising or owing under this Agreement. 

A conceptual difficulty sometimes arises in project financings when one 
of the  project sponsors  agrees t o  act as t h e  operator, fuel supplier o r  as 
some other participant of the project financed. In those circumstances, although 
the underlying project finance loan is typically nonrecourse t o  the project 
sponsor in concept, liability may nonetheless arise from contractual under- 
takings, guarantees or  other obligations undertaken in the related project 
agreement. 

[2] Off-Balance-Sheet Debt Treatment. A second objective of some 
project financings is the potential for using off-balance-sheet accounting tech- 
niques for project comrnitments."J From the perspective of the project spon- 
sor, accounting rules in  the United States generally require the consolidation 
of financial statements of a company and certain of its subsidiaries and other 
entities over which it can exercise control. A subsidiary controlled more than 
50 percent by the parent company is consolidated on a line by line basis with 
the parent. Otherwise, the equity method of accounting is used whereby the 
investment in  the subsidiary is shown as a one line entry. Debt in  such cir- 
cumstances is n o t  reported o n  the parent company's financial statements." 

'0 For a general discussion of off-balance-sheet financing, see DAVID L. LAND- 
SITTEL L JOHN E. STEWART, Off-Balance-Sheet Financing; Commitments and Contingencies 
in HANDBOOK OF MODERN ACCOUNTING 26-2 to 26-23 (SIDNEY DAVIDSON & ROMAN L. 
WEIL, 4th ed. 1980). 

United States accounting rules are summarized in Accounting Research Bulletin 
No. 51 (consolidations); Accounting Principles Board Opinion No. 18 (nonconsoli- 
dated entities; equity method and joint ventures); American Institute of Certified Public 
Accountants Interpretation of APB Opinion No. 18 (application of Opinion No. 18 to 
partnerships and undivided interests). For a summary of U.S. accounting rules related 
to issues unique to project financings, see H. Ronald Weissman, General Guidelines 
Under PresentAccountingRules, in Project Financing, at 23 (PLI REAL EST. L. &PRACTICE 
COURSE HANDBOOK SERIES NO. 252, 1984). 

The Financial Accounting Standards Board ("FASB") in the United States Statement 
No. 94, Consolidation of All Majority Owned Subsidiaries, requires a company to con- 
solidate financial information on all majority-owned subsidiaries in its own financial 
statements, even if those subsidiaries have operations that are different ("nonho- 
mogenous") from the parent, have a large minority ownership interest, or are subject 
to substantial foreign restrictions. The statement requires consolidation of financial 
statements unless control of the subsidiary is temporary or the majority owner does 
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In the United Kingdom, the advantage of off-balance-sheet debt treatment 
has declined.12 Previously, legal structures were created that did not require 
consolidation of the project company with the project sponsor. These struc- 
tures no longer accomplish that result however, unless the project company is 
established as a joint venture. 

The importance of off-balance-sheet debt treatment as an advantage for 
project financings in the U.S. and the U.K. is diminishing, if not completely 
eliminated in most situations. The risk of debt repayment to a company's poten- 
tial lenders and investors is not diminished simply because it is not reported 
on a balance sheet. These entities, along with credit rating agencies, are par- 
ticularly adept at analyzing financial information, whether reported in a foot- 
note or  otherwise. 

[3] Leveraged Debt. A third objective of project finance sponsors 
is the ability to finance a project using highly leveraged debt, without a dilu- 
tion of existing equity. This advantage is available to a small entrepreneurial 
developer with limited resources and to large, well-capitalized corporations 
that have competing demands for capital investment. 

That is not to say, however, that lenders do  not look for a high level of 
equity investment in project financings. They do. The leverage acceptable to a 
lender varies from project to project. Often the leverage percentage is between 
75 and 80 percent, but transactions are sometimes structured with ratios between 
90 and 100 percent.13 In general, equity requirements for projects in develop- 
ing countries are in the 20 to 25% range, and often higher. 

not have control of the subsidiary (i.e., where the subsidiary is in legal reorganization 
or  bankruptcy). Also, the statement requires that summarized information about the 
assets, liabilities and results of operations (or separate statements) of previously uncon- 
solidated majority-owned subsidiaries continue to be provided after those subsidiaries 
are consolidated. Statement No. 94, Consolidation of All Majority Owned Subsidiaries, 
Financial Accounting Standards Board (Oct. 30, 1987). 

l2 Seecompanies Act, 1995, ch. 6, $9258 etseq. (Eng.); Standard No. 5, Reporting 
the Substance of Transactions, Accounting Standards Board's Financial Reporting 
Standards (April 1994). 

Section 258 of the English Companies Act may require a project sponsor to con- 
solidate its own accounts with partnership accounts if it has a"participating interest" 
and if it exercises a "dominant influence" over the partnership. Companies Act, 1995, 
ch. 6,9258 (Eng.). "Participating interest" is defined as "an interest held by an under- 
taking in the shares of another undertaking which it holds on a long-term basis for 
the purpose of securing a contribution to its activities by the exercise af control or influ- 
ence arising from or related to that interest." Id. §260(1). Twenty percent is presumed 
to be a participating interest unless facts to the contrary are shown. Id. §260(2). 

3 Wynant, supra note 1, at 170; Castle, supra note 1, at 18. For a discussion of 
equity investments in international project finance, see Matthew Barrett, Putting Your 
Equity on the Line, EUROMONEY, October, 1987, at 119. 
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The amount of the equity contribution required depends upon the risk 
perceived by the lender. The exact percentage is influenced by many factors, 
including the country, the project economics and how much debt can be 
serviced by the project, whether any other project participants, such as the con- 
tractor or equipment supplier, invest equity in the project, and the competi- 
tiveness among project finance lenders to finance the transaction. 

Also, a lender's view that a high level of equity will translate into a high 
commitment by the project sponsor, may influence how much equity the lender 
requires. This view holds that there is a direct correlation between the per- 
centage of equity invested in a project and the project sponsor's dedication to 
the project success. The more equity contributed by the project sponsor, the 
greater the commitment. 

This is particularly true in project financings of facilities in developing 
countries. A large equity investment, coupled with a reasonably high rate of 
return, will help ensure the involvement of the project sponsors when the proj- 
ect suffers horn unanticipated risks. 

The view that equity investment increases project sponsor support of a 
facility is similarly embraced by many output purchasers. In some developing 
countries, for example, minimum equity contribution requirements are imposed 
on project companies to help assure that a long-term supply of the contracted 
for good or service is available. 

Subordinated debt can serve as an equity substitute in project financ- 
ings. There are sometimes advantages to a project sponsor that lends money 
on a subordinated basis, such as tax deductibility of interest payments. However, 
lenders will want the subordinated debt to be truly junior, in payment prior- 
ity and lien priority, to the senior loans. 

[4] Avoidance of Restrictive Covenants in Other Transactions. A fourth 
reason for selecting a project financing is that the structure permits a project 
sponsor to avoid restrictive covenants, such as debt coverage ratios and provi- 
sions that cross-default for a failure to pay debt, in existing loan agreements 
and indentures at the project sponsor level. Because the project financed is sep- 
arate and distinct from other operations and projects of the sponsor, existing 
restrictive covenants do not typically reach to the project financing. Similarly, 
the distinct nature of the project financed permits the sponsor to leverage debt 
to an extent that may be prohibited under existing agreements. However, par- 
ent-level financing arrangements must be reviewed to make certain that covenants 
and defaults at the project level do not create noncompliance or default at the 
parent level. 

[5] Favorable Financing Terms. A project financing is selected in 
many circumstances because more attractive interest rates and credit enhance- 
ment are available to the project than are otherwise available to the project spon- 
16 
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sor. A credit appraisal of an individual project is sometimes more favorable than 
a credit appraisal of the project sponsor. Thus, a more attractive risk profile can 
result in more favorable interest rates and lower credit enhancement costs. 

[6]  Internal Capital Commitment Policies. The rate of return goals 
of the project sponsor for new capital investments can also make project finance 
attractive. Companies that typically establish goals for rates of return gener- 
ated from a proposed capital investment often determine that the return on a 
project investment is improved with a project financing, which permits highly 
leveraged debt financing with a minimum of equity commitment. 

[7] Political Risk Diversification. Establishment of project-specific 
entities that finance projects on a nonrecourse basis also serves to diversify the 
project sponsor's global investments and to eliminate the effects of political 
risk beyond any independent projects undertaken in a specific country. Thus, 
the economic effects of a political risk that exists in one country will not 
affect other projects in other countries. 

[8]  Risk Sharing. The risk allocation process in structuring a proj- 
ect financing permits the project sponsor to spread risks over all the project 
participants, including the lender. This risk diversification, or sharing, can 
improve the possibility of project success since each project participant accepts 
risks and is interested economically in the project success. While there is an 
economic cost associated with allocating risks to other project participants, the 
project sponsor will accept the cost, if reasonable, as a necessary element of a 
nonrecourse or limited recourse project financing. 

191 Collateral Limited to Project Assets. Nonrecourse project finance 
loans are generally based on the premise that the only collateral that the proj- 
ect company must pledge to the lenders as security for the loans is the project 
assets. No other assets of the project sponsor are necessary as collateral. While 
this is generally the structure, as is discussed in this chapter, limited recourse 
to the assets of the project sponsor is sometimes required. 

[lo] Lenders Are More Likely to  Participate in a Work-Out Than 
Foredose. The nonrecourse or limited recourse nature of project finance 
leaves few remedies available to project lenders in the event a project experi- 
ences financial problems. Also, because the project assets have value only 
with the project contracts, and since the project contracts have value only if 
the facility operates, the only practical way a lender can have its debt repaid is 
for the project to operate, not foreclose and sell the equipment. For example, 
it is of little use to the project lender to foreclose on a toll road project financ- 
ing if less than expected use is the sole reason the project is in trouble. 

17 
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[ l  11 Matching Specific Assets with Liabilities. Project finance allows 
a business to match specific assets with specific liabilities. By segregating the 
assets of each individual project from other assets of the development entity, 
and matching these assets to the debt undertaken to finance them, the busi- 
ness, its lenders and its investors are better able to judge individual project 
profitability. 

[12] Expanded Credit Opportunities. Because a project finance trans- 
action is usually founded on the credit support provided by long-term revenue 
contracts, the project sponsor benefits from any higher credit rating earned by 
the output purchaser under those contracts. This benefit is achieved through 
a lower cost of borrowing, based on the higher credit rating of the output pur- 
chaser. This is only true, however, where the output purchaser enjoys a higher 
rating than the project sponsor. 

$1.10 DISADVANTAGES OF PROJECT FINANCE 

[I] Complexity of Risk Allocation. At the core of a project financ- 
ing is the identification and allocation of project risks. If a project is to be 
successful, risks must be allocated in an economically-efficient manner among 
the project participants. These risks are discussed in chapters 3 and 4. Project 
financings are complex transactions involving many participants with diverse 
interests. Risk allocation tensions exist between the lender and project spon- 
sor regarding the degree of recourse for the loan, between the contractor and 
project sponsor concerning the nature of guarantees, and so on, resulting in 
protracted negotiations and increased costs to compensate third parties for 
accepting risks. 

The complexity of this risk allocation process has slowed the success of proj- 
ect financing as a financing mechanism in developing countries. With count- 
less demands upon a developing country's credit support capabilities, these 
countries do not often have unlimited ability to accept an allocation of a risk and 
back it up with credible assets or payment promises. This inability has necessi- 
tated involvement by bilateral and multilateral institutions, such as the International 
Finance Corporation and export-import banks, which are institutionally designed 
to accept some of the risks in a way to make projects financeable. 

[2]  Increased Lender Risk. In addition to third party project par- 
ticipants, the degree of risk for the lender in a project financing is not insignif- 
icant. Although by definition, and by law in some countries, a bank is not an 
equity risk-taker, many project financing risks cannot be effectively allocated 
or the resultant credit risk enhanced. This high risk scenario results in higher 
fees charged by lenders than are charged in other types of transactions, and 
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results in an expensive process of due diligence conducted by the lender's lawyer, 
the independent engineer, and other consultants. 

[3] Higher Interest Rates and Fees. Similarly, interest rates charged 
in project financings may be higher than on direct loans made to the project 
sponsor. This is not universally true, however, because interest rates vary with 
market conditions. Also, the documentation is complex and lengthy. The com- 
plexity results in higher transaction costs than is typical of traditional asset- 
based lending. 

[4] Lender Supervision. Another disadvantage of a project financ- 
ing is the greater level of supervision a lender will impose on the manage- 
ment and operation of the project. The lender will nonetheless want to avoid 
any liability associated with too much control of the borrower.14 

This obligation is incorporated into the project loan agreements, which 
require the project company to satisfy certain tests, such as debt service cov- 
erage ratio, and comply with various covenants, such as restrictions on trans- 
fer of ownership of the project and management continuity. 

The degree of lender supervision during construction, start-up and oper- 
ations results in higher costs, that are typically borne by the project company. 
For example, site visits by the lender's engineers and consultants, engineering 
reviews, and similar consultant services to monitor construction progress 
and technical performance may be required. 

Also, because of the limited recourse to a project sponsor that is inher- 
ent in a project financing, the practical remedies available to project lenders in 
a default setting are very limited. In general, because the hard assets financed 
have value only in combination with the project contracts, and since the proj- 
ect contracts have value only if the facility operates, the only way a lender can 
probably have its debt repaid is for the project to operate. The lack of mean- 
ingful remedies results in a high level of due diligence by lenders, coupled with 
strong, restrictive borrower covenants and restrictions on distributions, among 
other protections. 

[S] Lender Reporting Requirements. The requirements of the proj- 
ect company to provide information to the lender is significantly increased in 
a project financing. Reporting requirements include financial reporting; proj- 
ect operating information; reports on force majeure events and corrections 
undertaken; and notices delivered pursuant to project contracts, such as notices 
of default. 

' 4  See generally, Lundgren, Liability of a Creditor In a Control Relationship With 
Its Debtor, 67 MARQUETTE L. REV. 523 (1984)(instrurnentality theory); RESTATEMENT (SEC- 
OND) OF AGENCY 414 (1957)(agency theory). 
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[6]  Increased Insurance Coverage. The nonrecourse nature of proj- 
ect finance results in a risk adverse investment environment for the lenders and 
equity investors. Consequently, to the extent risks can be covered by insur- 
ance available at commercially acceptable rates, it is employed in the project 
finance structure. The insurance program may be very expensive in compari- 
son to insurance programs required in other financing structures. In transna- 
tional projects, political risk insurance may also be required. 

[7] Encowages Potentially Unacceptable Risk Taking. Project finance 
is, in the final analysis, risk allocation. Risk allocation is required by the non- 
recourse (or limited recourse) characteristics of project finance. Consequently, 
it might be argued that a project sponsor, having no recourse liability, is more 
likely to aggressively accept risks.15 

$1.11 INTERNATIONAL PROJECT FINANCE 

Whether termed "international project finance," "global project finance" or 
"transnational project finance:' the financing technique of bringing together 
development, construction, operation, financing and investment capabilities 
from throughout the world to develop a project in a particular country is 
very successful. The technique is being used throughout the world, in emerg- 
ing and industrialized societies. 

$1.12 EXAMPLES OF FACILITIES DEVELOPED WITH PROJECT 
FINANCE 

(11 Energy Generation. Project finance is used repeatedly as a financ- 
ing technique for construction of new energy infrastructure.16 It is used in 
industrialized countries, such as the United States, in emerging countries, such 
as in Eastern Europe, the Pacific Rim or in countries with tremendous new 
infrastructure demands, such as in Latin America. 

15 It has been argued that such risk-taking is particularly unacceptable in infra- 
structure facilities, which were traditionally provided by the public sector. Jonathan 
R. Macey, The Limited Liability Company: Lessons for Corporate Law, 7 3  WASH. U.  L.Q. 
433,448 (1995). 

l6 Ada K. Izaguirre, "Private Participation in Energy," PUBLIC POLICY PORTHE PRI- 
VATE SECTOR, WORLD BANK NOTE NO. 208 (May 2000). See Michael J. Schewel, Jurassic 
Sparks! Project Finance Revives Extinct Deals, 12-APR PROB. a PROP. 26 (1998); Nagla 
Nassar, Project Finance, Public Utiliries, and Public Concerns: A Practitioner's Perspective, 
23 FORDHAM INT'L L.J. 60 (2000). 
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In emerging market countries, project finance presents an alternative to 
non-market-based development of electricity resources. Traditionally, in these 
countries, electrical resources were owned by vertically integrated public monop- 
olies that generated, transmitted and distributed electrical power, financed by 
the utility or official borrowing, and subsidized by the local government or 
cross-subsidized by various customer groups (industrial versus residential, for 
example). Project finance permits the traditional structure to move from these 
monopolies to private generation of electricity." The traditional monopoly is 
being broken down through various models, including privatization of exist- 
ing assets, encouragement of private development of new electrical production 
and establishing the government-owned utility as a purchaser of power for 
transmission and distribution over existing facilities, or a combination of these. 
Project finance is possible where a firm, creditworthy purchaser of power enters 
into a long-term contract to purchase the electricity generated by the facility. 

Private power projects financed on a project finance basis are devel- 
oped by a special-purpose company formed for the specific purpose of devel- 
oping, owning and operating the facility. It has no other assets or previous 
operations. Lenders rely on the cash flow of the project for debt repayment, 
and collateralize the loan with all of the project's assets. A power sales agree- 
ment, a type of off-take contract, is the linchpin of the project. This contract 
creates a long-term obligation by the power purchaser to purchase the energy 
produced at the project for a set price. To the extent the project is unable to 
produce sufficient revenues to service the debt, the project's lenders have 
recourse to the project assets. 

[2] Pipelines, Storage Facilities andRefineries. Development of new 
pipelines and refineries are also successful uses of project finance. Large nat- 
ural gas pipelines and oil refineries have been financed with this model. Before 
the use of project finance as a financing technique, these facilities were financed 
either by the internal cash generation of oil companies, or by governments. 

[3] Mining. Project finance is also used as a financing technique 
for development of copper, iron ore, and bauxite mining operations in coun- 
tries as diverse as Chile, Peru and Australia. 

[4] Toll Roads. Development of new roads is sometimes financed 
with the project finance model.18 The capital-intensive nature of these proj- 

l7 Seegenerally, H. kuwr, supra note 1, at 3-5 (1996). 
Seegenerally, Peter V. Darrow, Nicole V.E Fong, & J. Paul Forrester, Financing 

Infrastructure Projects in the International Capital Markets: The Tribasa Toll Road Trust, 
T H E  FINANCIER, Aug. 1994, at 9. 



International Project Finance 

ects, in a time of intense competition for limited governmental resources, make 
project finance based on toll revenues particularly attractive. 

[S] Waste Disposal. Similarly, project finance is an attractive financ- 
ing vehicle for household, industrial and hazardous waste disposal facilities. 
The revenue generated by so-called "tipping fees" (the term has its genesis in 
the physical act of a garbage truck "tipping" its contents at a landfill) can be 
the revenue flow necessary to support a project financing. 

[6]  Water. The water industry (impounding and treating raw water, 
distributing water, collecting sewage, and treating sewage) is the last utility 
business to open itself to privatization and project finance. The industry is gen- 
erally monopolistic in nature (water is important to society; water systems 
are typically local in nature; multiple wastewater treatment vendors usually do 
not coexist in a service area). As such, while marketplace risk is greatly reduced, 
government regulation is often assured.19Apart from the risks inherent in ongo- 
ing governmental rate regulation, weak local government credit, competition 
between agricultural irrigation and urban city needs, small facility size and high 
transaction costs can combine to make project financing a challenging solu- 
tion. Further, because water is highly subsidized in many emerging economy - .  - - 

countries, successful commercial pricing may be prevented unless meaning- 
ful tariff reform is implemented.Yet, each of these issues must be addressed by 
emerging countries in some manner. The private sector has sometimes found 
that increased operational efficiencies possible in many water systems can pro- 
duce reasonable equity returns and justify privatization and project financing. 

[7] Telecommunications. The information revolution is creating 
enormous demand for telecommunications infrastructure in developed and 
developing countries. In developing countries, expansion and modernization 
are important needs. Project finance provides a financing vehicle that can be 
used for this infrastructure development.20 

'9 David Haarmeyer and Ashoko Mody, "Financing Water and Sanitation Projects- 
the Unique Risks:' PUBLIC POLICY FORTHE PRIVATE SECTOR, WORD BANK NOTE NO. 151 
(Sept. 1998); David Haarmeyer and Ashoko Mody, "Pooling Water Projects to Move 
Beyond Project Finance," PUBLIC POLICY FORTHE PRIVATE SECTOR, WORLD BANK NOTE NO. 
152 (Sept. 1998); Penelope J. Brook Cowen, "The Private Sector in Water and Sanitation- 
How to Get Started:' PUBLIC POLICY FORTHE PRIVATE SECTOR, WORLD BANK NOTE NO. 126 
(Sept. 1997). 

70 See generally, Ada Karina Izaquirre, "Private Participation in Telecom- 
munications-Recent Trends:' in PUBLIC POLICY FOR THE PRIVATE SECTOR, WORLD BANK 

NOTE NO. 204 (Dec. 1999); Christopher J. Sozzi, Comment, Project Finance andFacilitating 
Telecommunications Infrastructure Development in Newly-Industrialized Countries. 12 
COMPUTER& HIGH TECH. L.J. 435 (1996). 
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[8] Other Projects. The use of project financing is limited only by 
the necessity of a predictable revenue stream and the creativity of financiers 
and lawyers. Other uses include pulp and paper projects, chemical facilities, 
manufacturing, retirement care facilities, airports21 and oceangoing vessels. 

[9 ]  Uses by Industrial Companies for Growth and Restructuring. 
In addition, project financing can be used by industrial companies for expan- 
sions, new project development, financing joint venture assets, and financial 
restructuring. Also, industrial companies apply project financing structures in 
connection with unbundling capital intensive, non-core assets, such as energy 
production facilities. 

[lo] Leisure and Sports Stadium Projects. Leisure projects-sports 
stadia, amusement centers, exhibition and concert halls-are sometimes financed 
using the project finance model. In these projects, long-term assurances of rev- 
enue under binding contracts to support the entire debt, are generally not pos- 
sible. With a leisure facility, revenues are dependent on discretionary spending 
by consumers, unlike an infrastructure project that provides a necessary serv- 
ice. Lenders and project sponsors patch together a collection of revenue assur- 
ances and credit support to support the project debt repayment. 

In a sports stadium project, for example, the project cash flows are con- 
servatively estimated and rely, in part, on long term stadium naming contracts, 
agreements with a sports team to use the stadium over a specified period, and 
premium seat and luxury box licenses. Another long-term source of revenues 
is a concessionaire contract, which provides a company with the right to 
operate all concessions within the facility. Forward sale agreements with con- 
cert booking agencies, albeit short term, are sometimes also added to the rev- 
enue projections. Credit support can include guarantees from local and state 
governments, that can also provide the land at a reduced rental or the infra- 
structure (roads and utilities) free of charge (in anticipation of higher tax 
revenues generated from the facility's operation). 

Leisure facility financings can be structured with several tranches of debt. 
One tranche can be based on, and collateralized by, a long-term contract with 
a creditworthy party, such as a contract with a company in which it is agreed 
that the facility will bear the name of this entity in return for payments over 
time. Another tranche, paying a higher interest rate, can be based on, and 
collateralized by, a specific type of revenue, such as that earned from con- 
certs. That tranche can be strengthened somewhat with concert bookings for 
the first few years of the facility's operation. 

2' Gisele F. Silva, "Private Participation in the Airport Sector-Recent Trends," 
PUBLIC POLICY FOR THE PRIVATE SECTOR, WORLD BANK NOTE NO. 202 (Nov. 1999). 
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At least one leisure project financing is based solely on expected use. The 
135-meter Millennium Wheel Ferris wheel project financing in London is based 
on conservative forecasts of use. 

[ l l ]  Contrasting Risks. Each of these categories of projects have their 
own unique risk profile. For example, in an extractive project (such as mining, 
oil exploration and recovery, and salt evaporation), risks include geological 
uncertainties, depleting reserves and the likely requirement of export sales. In 
an infrastructure project (such as a toll road), the technology is well-known, 
the assets are not depletable and rather than an export economy, the market 
is strictly local. In a leisure facility, the market is local and dependent on the 
discretionary spending habits of consumers. It is important, therefore, to care- 
fully consider the risks in relation to the specific industry involved, and to 
develop a project finance structure that addresses those risks. 

51.13 CHICKEN OR THE EGG: THE EFFECT OF A PROJECT'S 
FINANCING STRUCTURE ON ITS COMMERCIAL STRUCTURE 

Which comes first?: a project's commercial structure or its financing structure. 
In avery real sense, the type of financing structure selected for a project defines 
the commercial structure. It also determines the speed of project implemen- - .  
tation, the technology and other components. 

For example, if a balance sheet financing is selected for a project, off- 
take contracts are not required, new technologies can be used and the project 
construction can proceed immediately. By contrast, a project financing will 
require off-take contracts, proven technologies and a lengthy financial clos- 
ing process involving a myriad of parties. 

So, which comes first? The answer to that question follows in the rest of 
the book. The answer is somewhat circular: the financing structure determines 
the commercial structure; the commercial structure is developed in contem- 
plation of the financing structure. 

$1.14 MERCHANT FACILITIES: PROJECTS FINANCED WITHOUT 
REVENUE CONTRACTS 

Long-term contracts in which a creditworthy purchaser agrees to purchase the 
output of a facility are not always necessary for a nonrecourse or limited recourse 
project financing.22 In lieu of this arrangement, the project company and the 

Seegenerally, Keith W. Kriebel &Michael D. Hornstein, United States: Financing 
Merchant Power Plants, July 1 ,  1999 INT'L FIN. L. REV. 3034; Peter N. Rigby, Merchant 
Power: Assessing Project Finance Risks, 2 J. OF PROJECT FINANCE 33 (1996). 

24 
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project lenders rely on the general market for the credit support. This type of 
structure works effectively where the need for the project is well established 
and the price for the project output will remain generally stable throughout 
the term of the project debt. Nonetheless, the project company and project 
lender assume risks related to output price fluctuations, obsolescence, com- 
petition and other market risks. It is an approach not recommended for the 
risk adverse lender or project sponsor. The financing of merchant facilities is 
discussed in chapter 33. 

$1.15 PROJECT FINANCE IN DEVELOPING COUNTRIES 

Until the early 1970s, much of the financing of infrastructure development in 
developing countries came from government sources, such as the host coun- 
try government, multilateral institutions and export financing agencies. More 
recently, however, constraints on public funding have emerged. These con- 
straints include reductions in developing country financial aid funding. Also, 
host country governments lack the financial creditworthiness to support finan- 
cially, through direct funding or credit support, the volume of infrastructure 
projects required to develop their economies. 

At the same time, a global sea change took place in the view of many 
governments, multilateral institutions and public entities in infrastructure 
development. In this new world order, more reliance is placed on the private 
sector, in both developing and industrialized countries, as governments accept 
that the private sector is often better able to develop, construct and operate 
large-scale infrastructure projects.23 A deterioration of financial conditions 
in developing countries, a move toward privatization of infrastructure in 
both developing and industrialized countries, increased demand for financial 
aid from former Soviet-block countries24 and countries in Central Asia,z5 are 
combining to make private sector involvement very importantz6 

-~ 

23 Seegenerally, Neil Roger, "Recent Trends in Private Participation Infrastructure," 
in PUBLIC POLICY FORTHE PRIVATE SECTOR, WORLD BANK NOTE NO. 196 (Sept. 1999)rIn 
1990-98,154 developing countries had some private activity in one infrastructure area, 
and 14 had private activity in three or four sectors. Middle-income countries have 
attracted most private activity; among low-income countries, only China and India 
have attracted substantial private investment."); Martin Stewart-Smith, Private Financing 
and InfrastruchrreProvision in Emerging Markets, 26 LAW & POCK INTL BUS. 987 (1995). 

24  Richard C. Schneider, Jr., Property and Small-Scale Privatization in Russia, 24 
ST.MARY'S L.J. 507 (1993); Zbignew M. Czarny, Privatization of State Industries in Poland, 
20 INT'L BUS. LAW. 151 (1992); Olympiad S. Ioffe, Privatization in the U.S.S.R. and 
Commonwealth, 8 CONN. J .  INTL L. 19 (1992). 

25 Laura A. Malinasky, Rebuilding With Broken Tools: Build-Operate-Transfer Law 
in Vietnam, 14 BERK. J. INT'L L. 438 (1996). 

PHILIPPE BENOIT, PROJECT FINANCE ATTHE WORLD BANK 3-5 (1996). 
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These changes, coupled with the lack of capital in developing countries, 
result in a need for foreign investment to satisfy growing infrastructure needs. 
This need is based on the tenet that infrastructure projects are the cornerstone 
for economic development. The private sector is emerging as an important 
financing source for infrastructure development in these c0untries.~7 

The stability and predictability favored in project financings make struc- 
turing project finance transactions difficult and expensive in the developing 
countries of the world, because of the complexity of risk allocation among mul- 
tiple parties (including lenders, political risk insurers, multilaterals and bilat- 
erals) and the higher returns required to compensate parties for the risks 
inv0lved.~8 Investors and project lenders, preferring predictability to uncer- 
tainty, must be assured that the economic assumptions underlying a project, 
including revenues, taxes, repatriation and other economic factors, will not 
be disrupted by host country action. These countries, of course, are by nature 
developing economic, labor, legislative, regulatory and political frameworks 
for growth and prosperity, not yet as settled (or at least as predictable) as the 
developed world. While project finance risk allocation is important in all coun- 
tries, it is of particular importance in the developing world. 

The business environment in a developing country is different in at least 
four major respects from the developed world: legislative and regulatory sys- 
tems; political security: economic security and centralized infrastructure 
systems. 

Legislative and regulatory systems are usually not as defined as in the devel- 
oped countries. Environmental laws and policies, for example, have not yet 
been aggressively pursued in developing countries. Also, these countries might 
not have in place detailed systems for dealing with foreign lenders and for- 
eign equity investors, on such matters as ownership of infrastructure proj- 
ects, taxation and repatriation of profits. 

Political security is another area of uncertainty for project financings in 
developing countries. This uncertainty typically results in higher costs neces- 
sitated by the need for complexinsurance programs and higher equity and debt 
rates. Political risks, including expropriation, civil unrest, war, expatriation of 
profits, inconvertibility of currency and breach of contractual or other under- 
takings by the host government, are discussed in chapter 3. 

Economic insecurity arises in a project financing from the inability of the 
potential project user to support the project through use or purchases, either 

z7 See Yves Alhouy and Reda Bousha, "The Impact of IPPs in Developing 
Countries-Out of the Crisis and into the Future," PUBLIC POLICY FORTHE PRIVATE SEC- 
TOR, WORLD BANK NOTE NO. 162 (Dec. 1998). 

28 John D. Crothers, Emerging Markets in Central and Eastern Europe: Project 
Finance in Central and Eastern Europe from a Lender's Perspective: Lessons Learned in 
Poland and Romania, 41 MCGILL L.J. 285,290-293 (1995)(comparing project finance 
in Poland and Romania, and structuring foreign investments in projects to reduce risk). 
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in demand or in ability to pay. Infrastructure projects might provide a needed 
service, but at a price that cannot be afforded by the great majority of the pop- 
ulation. Even if delivered, collections practices may be poor. 

Either because of political theory, a lack of private capital, multilateral 
investments or nationalization programs, most infrastructure is owned by 
the government in developing countries. This public-sector ownership struc- 
ture eliminates the effects of competition and increases the likelihood of 
inefficiencies. 

Consequently, developers of proposed infrastructure projects must con- 
sider the effect of this public-sector structure on the proposed private-sector 
project. Possible effects include whether the private project will compete with 
the existing public-sector projects, which are arguably more likely to reduce 
charges for output or use in exchange for short-term political gains; whether 
there will be a privatization of all government-owned infrastructure projects, 
and the effect of that on the private-sector project; and ongoing rigidity inher- 
ent in working with government bureaucrats responsible for existing facilities. 

Each of these four differences (legislative and regulatory systems; politi- 
cal security; economic security; and centralized infrastructure systems) results 
in a risk portfolio for the private-sector project that potentially includes higher 
construction and operating costs (such as inflation, unavailability of efficient 
foreign exchange markets, no long-term currency swap market, delays, cost 
overruns); great demand for project output or use; inability of population to 
afford the project output or to use the project (existing output prices are low; 
collections are poor); and transferability of profits is difficult (there is a mis- 
match between host government revenues from local customers and foreign 
debt; questionable safety of investment from nationalization). Therefore, non- 
recourse and limited recourse project financings are considered extremely 
difficult to accomplish in the developing world, and require intensive attention 
to risk mitigation. 

The easiest solution is to use government guarantees covering payment, 
convertibility, and other risks. However, this approach is neither a long-term 
solution nor in favor with host governments and multilateral institutions. There 
is a financial limit to the amount of contingent guarantees that a government 
can and should enter into. Other alternatives can be explored. 

The project-based financing is emerging as a hybrid financing technique 
that mixes project finance and corporate finance techniques. While project 
sponsors desire to achieve many of the goals of nonrecourse project financings, 
the risk involved in developing countries often requires that some sort of recourse 
to the project sponsors be in place. Consequently, rather than full recourse cor- 
porate finance, project-based financing in developing countries probably will 
require project sponsors to accept some form of limited-recourse obligation. 
The extent of recourse will vary project-by-project and country-by country. 
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51.16 OTHER FINANCING ALTERNATIVES 

In addition to project finance, there are other financing structures available for 
infrastructure and other projects. These include: (i) government funding, 
through grants, loans and guarantees; (ii) government investment; (iii) third- 
party project participant financing, such as from equipment suppliers, off-take 
purchasers and construction financing from contractors; (iv) non-project 
finance structures from multi- and bilateral agencies and from banks and other 
lenders, in reliance on the assets of a creditworthy project sponsor or credit- 
worthy host government; (v) capital market financing, in reliance on the assets 
of a creditworthy project sponsor or creditworthy host government (domes- 
tic bond offerings, Eurobond offerings, private placements); and (vi) securi- 
tization29 of project revenue flows (toll revenues, take-or-pay contracts). 

51.17 BANKABILITY, FINANCEABILITY AND OTHER ASSAULTS 
ON LANGUAGE 

An interesting phenomenon of small groups of people is that words are often 
invented to describe shared experiences that are unique to that group. The proj- 
ect finance community is no exception. The words "bankable" and "finance- 
able:' and their various forms are used frequently, although the author has 
not been successful in locating consistent acceptance in the dictionaries. 

Whether the King's English or not, the terms are used to signify the accept- 
ability, for financing purposes, of the structure or any element of a project. If 
the concept were capable of a more helpful definition, this book would be greatly 
reduced in size. Rather, it is a complicated concept, which changes over time, 
and from deal-to-deal, based on the demands and concerns, rational or not, of 
the debt providers. 

51.18 THE LAW OF PROJECT FINANCE 

There is an international dimension to almost every business transaction. In 
project finance, the international dimension is also present in the laws that 
apply. From the viewpoint of a United States project finance lawyer, for exam- 
ple, four bodies of law need to be considered in any transnational project: 
(i) U.S. laws that regulate international transactions or disputes, which apply 
to conduct inside the U.S. and extraterritorially; (ii) laws of foreign countries; 

29 J. Paul Forrester, Jason H.P. Kravitt and Richard M. Rosenberg, Securitization 
of Project Finance Loans and Other Private Sector Infrastructure Loans THE FINANCIER, 
Feb. 1994. 
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(iii) public international law; and (iv) conflict of law rules,30 which deter- 
mine which laws courts or arbitral tribunals will apply to a dispute. In addition 
are procedures of various arbitration organizations, such as the International 
Chamber of Commerce, which may need to be consulted if incorporated into 
commercial agreements used in the project. Lawyers in every country involved 
in a project finance transaction must consider comparable laws in their countries. 

51.19 ECONOMIC STUDIES OF PROJECT FINANCE 

The study of project finance by the economists is in its infancy. Many economic 
implications of project finance, such as the economic cost of risk shifting dis- 
cussed in Section 1.05, are untested. Only a few studies have been under- 
taken, with a handful published." 

51.20 THE LESSONS OF A FINANCIAL CRISIS-WHAT THE 
EAST ASIAN FINANCIAL CRISIS TEACHES ABOUT 
PROJECT FINANCE 

The 1997 East Asian financial crisis is particularly instructive about the effects 
of such a crisis on project financings.32 The four most severely affected 
economies-Indonesia, Malaysia, the Phillippines and Thailand-all have proj- 
ect financed private power projects. While the full effects of the financial cri- 
sis will be unknown for years, this much is certain: the private power projects 
experienced an increased cost of power, attempts to  renegotiate power 

fo See generally, SUDDEN, ARPS, SLATE, MEAGHER 8r FLOM, PROJECT FINANCE: SELECTED 
ISSUES IN CHOICEOF LAW (1996). 

See Benjamin C. Esty, Petrozuata: A Case Study on the Effective Use of Project 
Finance, 12 J. APPLIED CORP. FIN. (Fall 1999); Teresa A. John and Kose John, Optimality 
of Project Financing: Theory and Empirical Implications in Finance and Accounting, 1 
REV. QUANTITATIVE FIN. AND ACCOUNTING 51 (Jan. 1991); John Kensinger and John Martin, 
Project Financing: RaisingMoney the Old-Fashioned Way, 3 J. APPLIED CORP. FIN. 69 (Fall 
1988); Salman Shah and Anjan V. Thakor, Optimal Capital Structure and ProjectFinancing, 
42 J. ECON. THEORY 209 (June 1987); Wynant, supra note I. See also JOHN D. FINNERTY, 
PROJECT FINANCING-ASSET-BASED FINANCIAL ENGINEERING 14 (1996)(citing Thomas J. 
Chemmanur and Kose John, Optimal Incorporation, Structure of Debt Contracts, and 
Limited-Recourse Project Financing (1992)(New York University Working Paper FD- 
92-60)); and Andrew H. Chen, John W. Kensinger and John D. Martin, Project Financing 
as a Means of Preserving Financial Flexibility (1989)(University of Texas Working 
Paper)). See also Benjamin C. Esty, Improved Techniques for Valuing Large-Scale Projects, 
5 1. PROJECT FINANCE 9 (Spring 1999). 

32 Nan Zhang, Moving Towards a Competitive Electricity Market? The Dilemma 
of Project Finance in the Wake of the Asian Financial Crisis, 9 MINN. J. GLOBAL TRADE 715 
(2000). 
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contracts surfaced, and the region experienced a decrease in market demand 
for private power.33 

[ I ]  Increased Cost of Power. The currency depreciation that East 
Asian countries experienced caused an increase in the costs of goods and 
services, and an increase in the cost of power. While the magnitude of the 
increase varied by country, all experienced pressure to increase power rates. 
At the same time, the cost of capital, and interest rates, increased sharply as a 
result of new financial risks-real and perceived-associated with the crisis. 
These effects were magnified by a general underlying decline in the credit qual- 
ity of the governmentally-owned utilities that purchased project power. These 
utilities, with high levels of foreign debt, experienced associated foreign exchange 
losses in servicing that debt. 

Also, the cost of fuel supply for some of the projects was severely increased, 
particularly in countries where fuel is imported for power projects.34 Typically, 
fuel costs are a pass-through for power purchasers in emerging country proj- 
ect finance. Thus, the cost of wholesale power must increase to offset the increased 
fuel costs. 

The selection of currency for power purchases from private power proj- 
ects also caused an increase in some countries. Where the wholesale power price 
was tied to a hard currency, the power cost increase was severe. In other coun- 
tries, where the wholesale power price was tied to local currency, the effect was 
less severe.35 

Similarly, the currency for project debt affected the degree of power cost 
increase. Those projects with high levels of host country debt experienced 
less exchange rate volatility, while those with high levels of hard currency 
debt were more exposed to a mismatch between wholesale power prices tied to 
local currency and borrowing tied to hard currency.36 

Finally, the extent of progress in power tariff reform had a direct effect on 
the purchasing utilities. The ideal, post-reform average wholesale price for 

33 For an excellent analysis, see R. David Gray and John Schuster,"The East Asian 
Financial Crisis-Fallout for Private Power Projects:' PUBLIC POLICY FORTHE PRIVATE SEC- 
mu, WORLD BANK NOTE NO. 146 (Aug. 1998). See also Richard Walsh, Pacific Rim Collateral 
Security Laws: What Happens When the Project Goes Wrong, 4 STAN. J.L. BUS. & FIN. 115 
(1999);Yves Alhouy and Reda Bousha,"The Impact of IPPs in Developing Countries- 
Out of the Crisis and into the Future:' PUBLIC POLICY FOR THE PRIVATE SECTOR, WORLD 

BANK NOTE NO. 162 (Dec. 1998). 
3 For example, most private power projects in the Philippines and Thailand 

import fuel. 
35 Thailand's national utility makes payments to most private power genera- 

tors in the local currency. 
36 Malaysia and Thailand had higher levels of local country borrowing than 

the negligible levels in Indonesia and the Philippines. 
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power is generally thought to be two-thirds of the retail price charged end- 
users. The other one-third is the amount available to the purchasing utility 
for costs of transmission, distribution and administration. Those countries 
with advanced tariff reform have sufficient price spreads between wholesale 
and retail prices to allow some absorption of higher power costs without a chal- 
lenge to the financial health of the purchasing utility. Where this was not the 
case, these utilities needed additional capital or government subsidies to ensure 
financial stability. 

[Z] Power Purchase Contract Renegotiation. Demands for rene- 
gotiation of power purchase contracts are a tempting host country solution 
to an underlying financial crisis. A contract renegotiation, threatened or actual, 
can cause negative long-term uncertainty about a host government's com- 
mitment to contract performance and sector reform. This effect is perhaps most 
pronounced on lenders and investors. Nonetheless, some form of contract rene- 
gotiation may be in the long-term best interests of a private power project 
located in a country with a severe financial crisis. Although a great deal of effort 
is employed in the risk allocation and mitigation process, it is in no one's inter- 
est to have a failed project. 

Renegotiation may be less likely in a project financing where the host gov- 
ernment and purchasing utility analyze, in advance, the potential financial 
implications of the power contracts, and limit governmental credit support. 
However, in some countries, such as the Philippines, governmental guarantees 
and other support were determined as necessary to attract development and 
financing of early private power projects. 

The East Asian financial crisis reveals the implications of government risk- 
sharing in a project. Where the host government accepts certain financial 
risks, such as through governmental guarantees of purchasing utility obliga- 
tions, the implications of that risk absorption can be particularly severe in a 
financial crisis.37 

Also, the financial crisis suggests that renegotiation will take place less fre- 
quently for projects that are selected for development in a competitive bidding 
process, rather than through direct negotiation with a developer. Competitive 
bidding should produce lower wholesale power costs, thereby improving a pro- 
ject's chance for success in a financial crisis.'* 

37 For example, the governments of Malaysia and Thailand, although assuming 
some project risks, have offered no guarantees. The Philippines, on the other hand, pro- 
vided sovereign guarantees to some projects in the early stages of power sector reform. 

Malaysia and Thailand used competitive bidding for private power solicita- 
tions; most projects in Indonesia and the Philippines did not. 
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131 Decrease in  Market Demand for Private Power. Finally, the 
crisis caused an immediate reduction in demand for private power in the region, 
as the economies slowed. The decline made clear that market projections for 
power are, in the end, a function of economic health of a host country and 
the region and the financial assumptions made about that health. 

[4] Conclusions. Obviously, the East Asian financial crisis will result 
in greater scrutiny of projects by lenders and investors. More importantly, it 
reveals that contractual risk allocation among the host country, its state-owned 
utilities and the project company have financial implications that can be expe- 
rienced in the real world. Its ultimate lesson may be that domestic financing, 
local currency purchases of output, competitive bidding, tariff reform and 
reduced levels of governmental credit support will be important components 
of future project development discussions. Perhaps its greatest lesson is that 
sovereign guarantees and other forms of host country credit support do not 
necessarily remove risk in a financial crisis. 
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52.01 RISK 

What is risk? It has been defined as "uncertainty in regard to cost, loss, or dam- 
age."' Uncertainty is the important aspect of the definition. Project finance 
abhors it.* 

An important part of the successful closing of a project financing is the 
risk structuring process.3 It is during this process that risks are identified, 
analyzed, quantified, mitigated, and allocated so that no individual risk threat- 
ens the development, construction or operation of the project in such a way 
that the project is unable to generate sufficient revenues to repay the project 
debt, pay operating expenses and provide an attractive equity return to investors.' 
This is done primarily through the contracting-out process-allocating risks 
among parties in contract form.5 In the following chapters, comprising Part 
I1 of this book, the risk structuring process will be examined. 

Risks in a transnational project financing may be classified into two gen- 
eral categories: transnational and commercial. Subclassification is made for 
each riskin these two categories in the chapters dedicated to them. Beyond this 
classification system, risks can be examined at the participant level, identify- 
ing the risks most important to each. 

By itself, risk identification is only a starting point. The processes of risk 
analysis and management are important next steps in structuring a successful 
project. The methods available to manage these risks (transfer to another 
participant by contract; mitigating the risk by sharing equity ownership with 
an entity that can reduce the risk; risk minimization and loss prevention; and 
credit enhancement), singularly or in combination, are discussed in the fol- 
lowing chapters. 

The project sponsor does not make its investment without risk. Rather, 
the unallocated, residual risk is the sponsor's economic risk for the economic 
return expected from the project operation. To the extent that return is inad- 
equate in comparison to the expected return on investment, the project should 
be abandoned. 

C. HARDu, RISK AND RISK-BEARING 1 (1923). 
2 See David Blumenthal, Sources of Funds and Risk Managementfor International 

Energy Projects, 16 BERKLEY J .  INT'L L. 267 (1998). 
3 For an interesting history of risk and probability analysis, see PETER L. BERN- 

STEIN, AGAINSTTHE GODS-THE REMARKABLE STORY OF RISK (1996). 
V e e  Thomas W. Waelde & George Ndi, Stabilizing International Investment 

Commitments: International Law Versus Contract Interpretation, 31 TEX. INT'L L.J. 216, 
220 (1996) ("Life is inherently uncertain. . . . Nevertheless, it is the time-honored tra- 
dition of lawyers to try to regulate the behavior of the parties to a deal in extreme detail 
and for a very long period. There may sometimes be excessive zeal on the part of lawyers 
wishing to "play G o d  with contract drafting under the illusion that the draftsman 
can draft away all the vagaries of the future."). 

See C. HARDY, RISK AND RISK-BEARING 60-61 (1923). 
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$2.02 THE RISK MATRIX 

Because of the importance of risk allocation in the project finance structure, 
a convenient, organized format for identifying the risk, and understanding the 
allocation and mitigation techniques used, is helpful. A risk matrix is the tool 
typically used by project finance participants. 

On the following pages, sample risk matrixes for the construction period 
and the operating period of an electric generation facility are reproduced as 
Tables 2- 1 and 2-2, respectively. 

$2.03 PROJECT FINANCE PARTICIPANTS AND PERSPECTIVES 

Because a project financing is either nonrecourse, or of limited recourse, to the 
project sponsor, financial responsibility for the various risks in a project financ- 
ing must be allocated to parties that will assume recourse liability and that pos- 
sess adequate credit to accept the risk allocated. The allocation of risks varies 
from transaction to transaction, and is largely dependent on the bargaining 
position of the participants and the ability of the project to cover risk contin- 
gencies with the underlying cash flow and reserve accounts. 

In general terms, risks should be allocated to the party that is best able 
to control the risk or influence its outcome. In return for the risk allocated to 
it, a party will demand compensation that is consistent with the magnitude 
of the risk assumed. 

There are four general risk periods in the typical project financing: devel- 
opment risks; design engineering and construction risks, start-up risks and 
operating risks. 

[I] Development Risks. Development risks are primarily risks to the 
project sponsors and the development loan lenders. Risks during this stage 
include failure to obtain permits or other governmental approvals; public oppo- 
sition to the project; and weaknesses in the business framework of the deal 
(in the vernacular, "the deal doesn't make sense"). Risks are very high during 
the developmental stage of the process. On the other hand, potential rewards 
are high, and funds at risk are relatively small, although increasing with each 
day of development. 

[2] Design Engineering and Construction Risks. Design engineer- 
ing and construction risks are risks that are inherent during project design and 
construction phases. As construction progresses, new risks arise and others sub- 
side. Design development and construction risks are primarily risks to the proj- 
ect sponsors and the construction loan lenders, although each project participant 



Table 2-1 - 
Sample Construction Period Risk Matrix for Electric Generation Facility $ 

RISK 

cost overrun that is 
within contractor's 
control 

cost overrun not 
within contractor's 
control 
-insured event 

cost overrun not 
within contractor's 
control 
-uninsured force 
majeure event 

cost overrun not 
within contractor's 
control 
-change of law 

I - .  

cost overrun not 
within contractor's 
control 
-subsurface site 
conditions 

PARTY 
ALLOCATED RISK 

contractor 

insurance 
company 

developer 

developerlpower 
purchaser 

developer 

unavailable for other 
contingencies 

MITIGATION 

construction contract 
is for a fixed-price 

insurance 
proceeds 

stand-by equity 
commitment is 
drawn upon 

stand-by finance 
facility drawn until 
tariff adjustment 
is made 

. A ,  

returns reduced 

stand-by finance 
facility drawn 

EFFECT ON 
LENDER 

creditworthiness of 
contractor to finish 
project 

none if proceeds 
are sufficient 

none 

stand-by debt facility 
reduced and 
unavailable for other 
contingencies 

3 
EFFECT ON % 
DEVELOPER 

0 
3 
LY 

construction price -U a 
reflects risk assumed -. rn 

by contractor R 2 
3 

none if proceeds % 
are sufficient R 

equity returns deferred 
until completion occurs 

increased financing 
costs offset by increased 
tariff, but timing of 
adjustment may reduce 
equity returns 

stand-by debt facility 
reduced and 

increased financing 
costs: eauitv 



Table 2-1 (continued) 

RISK 

completion delay 
that is within 
contractor's 
control 

completion delay 
that is not within 
contractor's 
control 
-insured event 

completion delay 
not within 
contractor's 
control 
-uninsured force 
majeure event 

PARTY 
ALLOCATED RISK 

contractor 

insurance 
company 

power purchaser 
and central 
government 

MITIGATION 

fixed completion 
date in construction 
contract; daily 
liquidated damages 
to cover debt service, 
fixed operating costs 
and fuel supply 
contract late delivery 
payments 

insurance 
proceeds 

if cost is less than 
$5MM, stand-by 
finance facility drawn 
until tariff adjustment 
is made; if more than 
$5MM, government 
pays developer fee, 
retires debt and 
assumes project 

EFFECT ON 
LENDER 

creditworthiness of 
contractor to finish 
project 

none if proceeds 
are sufficient 

stand-by debt facility 
reduced and 
unavailable for other 
contingencies; 
government credit risk 

EFFECT ON 
DEVELOPER 

construction price 
reflects risk assumed 
by contractor 

none if proceeds 
are sufficient 

increased financing 
costs offset by increased 
tariff, but timing of 
adjustment may reduce 
equity returns; if over 
$5MM, equity returns 
lost 



Table 2-1 (continued) 

RISK 

completion delay 
not within 
contractor's 
control 
-change of law 

failure of contractor 
to satisfy 
performance 
guarantees at 
completion due to 
contractor fault 

increased interest 
during construction 
period 

EFFECT ON 
LENDER 

stand-by debt facility 
reduced and 
unavailable for other 
contingencies; 
government 
credit risk 

creditworthiness of 
contractor to pay 

stand-by debt facility 
reduced and 
unavailable for 
other contingencies 

PARTY 
ALLOCATED RISK 

power purchaser 
and central 
government 

contractor 

power purchaser 

EFFECT ON 
DEVELOPER 

increased financing 
costs offset by increased 
tariff, but timing of 
adjustment may reduce 
equity returns 

creditworthiness of 
contractor to pay may 
affect equity returns 

increased financing costs 
offset by increased tariff, 
but timing of adjustment 
may reduce equity returns 

MITIGATION 

if cost is less than 
$5MM, stand-by 
finance facility drawn 
until tariff adjustment 
is made; if more than 
$5MM, government 
pays developer fee, 
retires debt and 
assumes project 

performance 
guarantees in 
construction contract; 
liquidated damages for 
reduced performance 
payable by contractor 

stand-by finance 
facility drawn until 
tariff adjustment 
is made 



Table 2-1 (continued) 

RISK 

unfavorable 
exchange 
rates during 
construction 
period 

country risk 
-expropriation, 
nationalization, 
interference 

country risk 
-expropriation, 
nationalization, 
interference 

EFFECT ON 
LENDER 

stand-by debt facility 
reduced and 
unavailable for 
other contingencies 

government 
creditworthiness 

government 
creditworthiness 

EFFECT ON 
DEVELOPER 

increased financing costs 
offset by increased tariff, 
but timing of adjustment 
may reduce equity returns 

government 
creditworthiness 

government 
creditworthiness 

PARTY 
ALLOCATED RISK 

power purchaser 

central government 

central government 

MITIGATION 

stand-by finance 
facility drawn until 
tariff adjustment 
is made 

government pays 
debt and guaranteed 
equity return to 
developer 

government pays 
debt and guaranteed 
equity return to 
developer 



RISK 

operating cost 
overrun 
-government fault 

operating cost 
overrun 
-operator failure 
to satisfy operating 
guarantees 

increased interest, 
unfavorable 
exchange rates, 
inflation during 
operation period 

unavailability/ 
unconvertibility 
of foreign exchange 

Table 2-2 
Sample Operating Period Risk Matrix 

tariff 

PARTY 
ALLOCATED RISK 

power purchaser 

operator 

debt coverage could 
be affected 

increased financing 
costs offset by increased 

MITIGATION 

tariff adjustment 

performance guarantees 
in operating agreement; 
liquidated damages 
for reduced performance 

central 
government 

EFFECT ON 
LENDER 

increased operating 
costs until tariff 
adjusted 

creditworthiness 
of operator 

government pays 
debt and guaranteed 
equity return to 
developer 

EFFECT ON 
DEVELOPER 

increased operating 
costs until tariff 
adjusted 

creditworthiness 
of operator 

government 
creditworthiness 

government 
creditworthiness 



Table 2-2 (continued) 

RISK 

country risk 
-expropriation, 
nationalization, 
interference 

equipment 
destruction 

operator default 

power purchaser 
default 

Q 
W 

PARTY 
ALLOCATED RISK 

central 
government 

insurance 
company 

operator 

central government 

MITIGATION 

government pays 
debt and guaranteed 
equity return to 
developer 

insurance 
proceeds 

penalties and 
termination payments 

developer option to 
terminate; if 
terminated, 
government pays debt 
and guaranteed equity 
return to developer 

EFFECT ON 
LENDER 

government 
creditworthiness 

none if proceeds 
are sufficient 

operator 
creditworthiness and 
coverage ratios affected 

government 
creditworthiness 

EFFECT ON 
DEVELOPER 

government 
creditworthiness 

none if proceeds 
are sufficient 

operator 
creditworthiness; and 
reduced equity return 

government 
creditworthiness 
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is concerned with whether the project will be constructed on time for the price 
upon which project financial projections are based. 

The classic construction risk is the necessity of a change in the work 
contemplated in the construction price, such as a change necessitated by 
technical design refinements. Other project construction risks include price 
changes caused by currency fluctuation or inflation, construction delays, rnate- 
rial shortages, design changes required by law, and strikes. Losses during this 
stage can be significant, particularly for the construction lender. 

If a project is unsuccessful during the construction phase, the project assets 
will not likely be of sufficient value to repay the construction loan. Thus, the 
risk structuring process attempts to create a managed risk profile during this 
stage of project development, through turnkey construction contracts with 
guaranteed completion dates, prices and performance levels. Also, in some proj- 
ects, construction lenders will require project sponsors to guarantee the avail- 
ability of funds for project completion, thereby requiring limited recourse to 
the project sponsors for the construction loan. 

[3] Start-up Risks. Start-up of a project is the most important risk- 
shifting phase of a project financing since achievement of the performance 
guarantees through performance tests signals the end of the contractor risk 
period and the beginning of the risk period for the operator and the project 
company. Until this time, the contractor is responsible for almost all construction 
risks, pursuant to the turnkey construction contract. At start-up, permanent 
lenders and equity investors, including the sponsor, require the contractor to 
prove that the project can operate at a level of performance necessary to serv- 
ice debt and pay operating costs. 

[4] Operating Risks. Operating risks are those risks that arise after 
the project is accepted or is in preliminary operation. Each operating risk affects 
whether the project will perform at projected levels, thereby producing suffi- 
cient funds to cover debt service, operating costs and provide a return on equity 
invested. Operating risks are exemplified by a decrease in the availability of raw 
materials or fuel or a decrease in demand for the output of the project. Other 
operating risks include technical problems, inflation, foreign exchange rates 
and convertibility, strikes and other production risks, supply risks, regulatory 
changes, political changes, uninsured losses, and management inefficiencies. 
Operating risks are primarily risks to the project sponsors and the permanent 
loan lenders, although other project participants, such as the off-take purchaser, 
are concerned with whether the project operates. 

The magnitude of losses during this stage is dependent upon the operat- 
ing year in which the problem develops. If a project is unsuccessful during 
the early years of project operation, the project assets will not likely be of suf- 
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ficient value to repay the project loans, and the project sponsors will not have 
received the equity return for which they hoped. With the passage of time, how- 
ever, the potential loss decreases as project debt is amortized and investment 
returns are achieved. Thus, the risk structuring process attempts to create a 
managed risk profile during the operations phase that recognizes the decreas- 
ing needs for expensive risk mitigation techniques as the project matures. In 
the early years of operation, however, risk mitigation and allocation techniques, 
such as take-and-pay off-take contracts, fixed price fuel and raw material 
supply contracts and political risk insurance, are important. 

$2.04 OBJECTIVES OF PROJECT FINANCE PARTICIPANTS 

An analysis of a project financing by each participant, and the negotiation 
approach for the project documents significant to that participant, begins typ- 
ically with a compilation of risks and a determination of the party best capa- 
ble of bearing each identified risk through various methods of credit support. 
The allocation of risks is generally determined on the basis of control over 
the risk, reward associated with that control, the role in the project and cred- 
itworthiness. As a gross oversimplification, it is generally true that the partic- 
ipant that can best exercise control over a risk or that will realize the greatest 
reward if the risk does not materialize, considering the role of the participant 
in the project, typically is allocated the risk. 

For example, a risk identified in a project may be that a key contract will 
terminate if project completion is not achieved by a definite date. While no 
party can control the occurrence of all risks associated with construction, all 
parties in the project will benefit if the project is completed. The participant 
ultimately selected to bear the completion risk is typically the contractor. If the 
contractor lacks the financial resources to address this risk, other participants 
must examine the risk, determine the likelihood of the risk and the value of 
participation in the project, and establish the terms upon which allocation of 
the risk is acceptable. The allocation accepted often results in the transfer of 
some project reward to the participant accepting the risk, through a higher con- 
tract price or an addition of a role, such as from the role of contractor only to 
the dual roles of contractor and equity participant. 

$2.05 RISK IDENTIFICATION BY PARTICIPANTS 

Each project finance participant has a different perspective on risk allocation. 
Only by understanding the risk perspectives of a participant can its appetite 
for risk acceptance be understood. 

It is important to understand that risk is subjective in application. The 
significance of any particular risk is determined by the party considering tak- 

45 
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ing that risk. Thus, an event or condition unacceptable to one entity may be 
considered manageable and routine by another. 

The identification of risks is essential in an analysis of a project financ- 
ing because of the nonrecourse nature of the project debt and contractual under- 
takings of the project company. For an international project financing, these 
risks can be divided into three categories: international, commercial and 
legal, which are discussed in later chapters. 

[I] Sponsor. The project sponsor is the entity that coordinates the 
development of the project. There may be more than one project sponsor, such 
as a development group or joint venture of companies. The project sponsor is 
in contrast to the project company, the special-purpose entity established to 
enter into the project contracts and own the project assets. 

The project sponsor's objectives are based in the very reasons a project 
finance model is the selected financing scheme. These objectives, more fully 
discussed in chapter 1, include: limiting the exposure of the sponsor's other 
assets to a project failure, by using nonrecourse or limited recourse financing; 
off-balance sheet accounting treatment; use of a highly leveraged financing 
structure; flexibility with loan covenants in existing and future transactions; 
favorable financing terms; internal capital commitment policies; political risk 
diversification; risk sharing; collateral limited to project assets; greater will- - .  - 
ingness of lenders to participate in a workout than foreclose; matching specific 
assets with specific liabilities; and expanded credit opportunities. Simultaneously, 
the project sponsor seeks efficient use of tax benefits, flexibility in both future 
financings of other projects and in the permanent financing and refinancing 
of the specific project, and an acceptable degree of autonomy in the con- 
struction, start-up, operation and maintenance of the project. 

The financial closing process for a project financing is lengthy, compli- 
cated and expensive. Yet, the project sponsor may have spent many months, 
and even years, developing the project and incurring development expenses. 
Thus, the sponsor is immediately interested in several objectives: limiting 
further development costs, minimizing transaction costs, recovering develop- 
ment stage expenses, and earning construction management or similar fees 
to fund overhead costs. 

Further, looking at the long-term, the sponsor is motivated with the poten- 
tial to receive a cash return on operation of the project. The sooner the proj- 
ect financing is closed, and construction begins on the project, the sooner the 
sponsor can begin to receive the financial benefits of its investment. 

[2] Construction Lender. The construction lender in a project financ- 
ing is concerned with the design engineering and construction risks, since 
the completion of the project is a condition precedent to the payment of the 
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construction loan with the proceeds of the permanent financing, or if the con- 
struction and permanent loans are a part of one debt facility, to the repayment 
of the debt from operating revenues.6 Thus, it is concerned primarily with 
the construction contract, including provisions relating to timely completion 
and performance at expected levels. If the project is not completed on time, 
at the agreed upon price and performance levels, then credit enhancement 
devices must be in place that will increase the likelihood of repayment of the 
construction loan. These are often in the form of completion guarantees and 
performance and payment bonds. 

Of primary importance to the construction lender is to ensure that the 
contractor's obligations are of a "turnkeyn nature, since sufficient funds must 
be available to complete construction of the project on time, at agreed upon 
performance levels. This obligation has various components, each of which 
relate to the cost of construction and the ability of the project to produce 
cash flows at a predictable rate. These components include a firm price, a 
firm time of completion, performance standards relating to the output of the 
project and the compliance of the project with applicable laws. 

In addition, the construction lender is concerned with the implications of 
late completion of project construction on other agreements, especially where 
the late completion excuses the obligations of the permanent lender to finance 
the project. Other potential concerns include contractual obligations of the 
sponsor to deliver products or take deliveries of supplies on a date certain. The 
failure to make or take deliveries by the date specified may require the project 
company to pay damages or allow the other contracting party to terminate 
the contract. Thus, any adverse change in the condition of the project during 
construction, including adverse changes in financial condition of any of the 
participants, changes in law and changes in the technical feasibility of the proj- 
ect, may affect the construction lender's ability to have the construction debt 
paid, whether from the permanent lender or from operating revenues. 

[3] Permanent Lender. The permanent lender has several require- 
ments in a project financing. These include the arrangement of sufficient debt 
to finance the total construction cost of the project, the absence of any other 
lender in a more senior collateral or control position, and satisfactory inter- 
creditor agreements if more than one lender is involved in the financing.' 

As discussed earlier, the permanent lender also wants a project that is risk- 
free when the permanent loan is made available on the completion date. Project 
finance permanent lenders, however, recognize the imperfect world of proj- 

See generally, Mei Han and Jerry Shi Zhiyong, How to Assess the Profitability 
of a Project Finance Deal-from the Lenderi Perspective, 3 J .  PROJECT FIN. 21 (1997). 

7 See generally, id. 



International Proiect Finance 

ect finance, and are willing to make long-term loans even where the project is 
not yet operating in a risk-free environment. For example, the permanent lender 
may commit permanent loan financing to the project even if the guaranteed 
level of performance is not achieved, provided that the requisite performance 
is attainable in a reasonable time at a reasonable price, nothing financially 
adverse has occurred to the contractor and the project can pay debt service and 
expenses at the level of performance already achieved. Similarly, the perma- 
nent lender could decide to make available permanent loan financing even with 
a material adverse change to the economic condition of a project participant, 
provided the change is temporary or the operation of the project will sub- 
stantially improve or correct the economic condition. 

For the permanent lender, project finance risk allocation issues center 
on the project contracts that are the credit support for the financing. The 
permanent lender is generally concerned with the economic value of the con- 
tracts, the legal adequacy of the contracts and the viability of the contracts in 
a loan workout environment. Also, similar to the desire of the construction 
lender that the construction contract has a firm price, a firm time for per- 
formance and certain performance standards, the permanent lender wants sim- 
ilar commitments from the operator, the suppliers and the output purchasers. 

The permanent lender also wants each of the project finance contracts 
to be assignable. First, it will want the contracts to be assignable to it as col- 
lateral for the project finance loan. Further, the lender will want to ensure 
that if there is a foreclosure the contracts are assignable to and assumable by 
it and by a subsequent project owner. This concept is discussed in detail in 
chapter 26. 

Overall, the lender attempts to structure a financing that provides: (i) 
that all costs before construction completion are without recourse to the lender 
for additional funds; (ii) that the contractor is required to satisfy performance 
guarantees, as evidenced by performance tests; (iii) if not completed, that 
there is recourse to other creditworthy project participants for delay and com- 
pletion costs, if the project is abandoned and if minimum performance levels 
are not achieved; (iv) predictable revenue streams that can be applied to serv- 
ice debt, in the currency of the debt (or easily convertible at an adequate exchange 
rate); (v) that the revenue streams are long-term, from a creditworthy source 
and in an amount that covers operating costs and debt service; and (vi) that the 
incentives under the operating agreement ensure that the project will be oper- 
ated at levels necessary to maximize revenue while minimizing costs, while in 
compliance with environmental laws and maintaining long-term facility integrity. 

[4] Contractor. The tension between the sponsor and contractor in 
a project financing is based on the turnkey nature of the construction contract: 
the contractor must deliver the project at a fixed or predictable price, on a date 
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certain, warranted to perform at agreed levels. The contractor is, of course, 
concerned with the difficulty of predicting events that could result in delivery 
of a delayed project, at an increased price, that does not perform as expected. 
Thus, unless the contract price is extremely attractive to the contractor, the 
main objective of the contractor in a project financing is to limit risks of any 
change in the cost of the project, to provide excuses for late delivery, and to 
provide sufficient time to satisfy performance guarantees. 

There are two customary rewards for the contractor in return for assum- 
ing the risk of completion on a date certain for a fmed price. The first is through 
the increase in the construction price to include a risk premium. The second 
is through a bonus payment, which the project company pays to the contrac- 
tor if the project is completed ahead of the scheduled completion date. In a 
project financing, the bonus concept must relate to the other project con- 
tracts so that if the facility is completed earlier than the scheduled date, the 
other contracts permit an earlier commencement of operation. 

The contractor is also concerned with the underlying financing docu- 
ments, including whether the sponsor has arranged financing to pay the con- 
tractor for the work performed. In addition, the contractor is interested in 
provisions assuring that the financing documents require the lender to make 
payments directly to the contractor, limit the conditions to advancing funds 
under the financing documents to a default by the project company (except 
disputes under the construction contract), and require notification of the con- 
tractor by the lender if an event of default exists under the loan documents 
so that the contractor has an opportunity to cure. However, the contractor is 
not always successful in obtaining these rights. 

[5] Operator. The tension between the project sponsor and opera- 
tor is analogous to the tension that exists between the project sponsor and con- 
tractor: the need for predictability of price and performance of the project. 
While the other project participants will want to ensure that the operating costs 
are sufficiently fixed or predictable so that feasibility can be analyzed, the oper- 
ator, in contrast, wants to limit price risk. 

It is common for the operator to address this risk by agreeing to operate 
the project pursuant to a budget prepared by the operator and approved by the 
project company. In addition, the operator agrees to operate the project within 
the parameters of the agreed-upon performance levels, and according to laws 
and industry practice. 

[ 6 ]  Technology Owner. The technology owner is typically not a direct 
participant in the project financing. Rather, the project company or contrac- 
tor has a license agreement with the technology owner for use of the technol- 
ogy. Sometimes, the technology owner gives performance guarantees with 
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respect to the technology provided. These guarantees are similar to perform- 
ance guarantees provided by the contractor, and allocate technology risk to a 
third party. 

The technology owner may be required to enter into agreements with 
the project company that ensure the continued availability of the technology 
to the project if the licensed contractor is terminated by the project company, 
or if the licensed contractor defaults under the license agreement or other- 
wise loses the right to the technology during the expected life of the project. 
These agreements, called technology supply or license agreements, often pro- 
vide that the technology owner is not obligated to disclose any confidential 
information to a competitor that agrees to complete construction or operate 
the project. Also, the technology owner will limit the approved use of the tech- 
nology and confidential information to the limited extent required for proj- 
ect construction and operation. 

[7] Supplier. The fuel or raw material supplier to the project is 
concerned with the objective of delivery to the project of necessary fuel or 
raw material in exchange for the market price, with acceptable excuses for non- 
delivery. The project participants, however, seek predictable price, quality 
and delivery commitments, with a minimum of uncertainty in the price, terms 
and obligations for supply. Sometimes, dedicated reserves or supply sources 
are required to be committed to the exclusive use of the project. 

[8] Output Purchaser. In many respects, the output purchaser is in 
the same position as the project company when the project company purchases 
fuel or raw materials. The output purchaser desires firm price and quality, with 
a minimum of uncertainty. The project company, in contrast, wants to increase 
prices as the market will permit, and to be excused from performance with- 
out penalties for limited periods. 

[9] Host Government. The host government can benefit on a short- 
term and long-term basis from the success of the project. Short-term, the 
government can use the project for political benefits and for attracting other 
developers to a country. Long-term, the successful project should improve eco- 
nomic prosperity and, perhaps, political stability, by providing the needed infra- 
structure. Other benefits include the importation to the host country of new 
technologies and the associated intellectual property, training of its citizens 
in that new technology, job creation, and increased tax revenues. 

Allocating some risks to the host country is therefore justifiable. This is 
particularly important for large, high-profile projects that are significant in the 
economic development plans of the host country government. For example, 
implementation agreements, negotiated and executed with the host govern- 
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ment, can provide a variety of government assurances with respect to the proj- 
ect risks. These agreements are discussed in chapter 14. 

The host government might be involved in a project in one or several ways. 
These include as equity contributor, debt provider, guarantee provider (par- 
ticularly political risks), supplier of raw materials and other resources, output 
purchaser, and provider of fiscal support (reduced import fees, tax holidays 
and other incentives). 

The host government also has an ongoing role. It can regulate the project 
in the future by ensuring permit compliance and through regulatory structures. 

[lo] Other Governments-Export and Transit Countries. A project 
might require the cooperation of other countries, besides the host country, for 
project success. For example, the fuel supply could be insufficient in the host 
country, requiring a supply from another country. The perspective of the export 
country-a country from which equipment, raw materials, fuel or another proj- 
ect inputwill be supplied to the project-willvary based on political and finan- 
cial goals. The export country, for example, might not be willing to approve a 

- - 

long-term fuel supply arrangement where its natural resources are exploited 
to benefit another country. Alternatively, use of its natural resources might be - 
permissible if sufficient export taxes are earned and political or economic coop- 
eration exists between the two countries. 

A transit country-a country through which the output of the project - . . 

must pass to ensure project success-might have a similar perspective, depend- 
ing on the method by which the project input or output must pass through the 
country. 

(1 I ]  Equity Investor. Equity investors bring investment capital to proj- 
ects, supplementing equity invested by project owners. The equity can take var- 
ious forms, including (i) limited or general partnership interests in a limited 
or general partnership, formed to he the project company; (ii) lessor equity 
in a single-investor lease transaction; (iii) lessee equity in a sale-leaseback trans- 
action; (iv) stock ownership of the project company organized as a corpora- 
tion; (v) convertible debt instruments; and (vi) deeply subordinated debt. 

Equity investors have three general goals in a project financing. These 
are nonrecourse liability for the project company in which they invest and for 
the special-purpose entity formed to invest in the project company; maxi- 
mization of debt-to-equity leverage; and off-balance sheet accounting treat- 
ment for the underlying project debt. 

The equity return goal of the equity investor is one factor that determines 
the timing of the equity investment. There are four equity investment points: 
development stage; construction stage; upon completion; and operation stage. 
Risks taken by equity vary at each stage. Generally, the earlier the investment, 
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the greater the risk to the equity investor. Similarly, the earlier the equity invest- 
ment is made, the greater the return that the investor expects. 

Equity investors have differing appetites for management control over a 
project. Passive investors want very little management control, and prefer to 
receive limited liability in return for losing that control. Other investors are more 
active, expecting to provide greater management control and supervision. 

Equity investors make a risk analysis similar to lenders. The types of proj- 
ect risks that can affect the debt will also likely affect the equity. The structur- 
ing goals are quite different, however. 

Project lenders hold a first priority security interest on all project assets, 
want sufficient project revenues generated to pay debt service and operating 
costs, and fund debt service, maintenance and other reserve accounts, restrict 
when distributions of profits can be made to the project owners, and want an 
acceptable return to equity investors. Equity investors, on the other hand, while 
sharing these goals (but with differing levels of concern), attempt to receive 
distributions frequently, to keep reserve account balances to a minimum and 
to preserve potential residual value in the project that exists after the debt is 
paid or  substantially reduced. 

[12] Multilateral and Bilateral Agencies. Multilateral and bilateral 
agencies have similar perspectives. Political and government funding constraints 
drive each somewhat. Each has separate charters and goals, however, which 
define precisely the perspectives each has in a project. Multilateral and bilat- 
eral agencies are discussed in chapter 21. 

52.06 DEVELOPMENT STAGE RISKS 

The development phase of a project is sometimes overlooked by project finance 
participants as an area of risk analysis. More attention is focused on risks that 
occur during construction and operation of a project, when project debt is out- 
standing. Yet, significant risks exist for the project sponsors during the devel- 
opmental period. Also, for participants that are relying on the project for 
long-term needs, such as off-take purchasers, risks during the developmental 
phase may have significant implications for them. If a financeable project is 
not structured, long-term benefits for the off-take purchaser may evaporate. 

Project development is expensive. Estimates of the cost of developing a 
transnational project range from $2 million to $20 million. Funds for project 
development come from one or all of three sources: governmental grants; devel- 
opmental loans; and equity. The sources are discussed in later chapters. 

During project development, any of several risks could render the devel- 
opment efforts worthless. These include the following: loss of the right to 
develop the project in a competitive bidding process; inability to negotiate 
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financeable agreements or concessions with the host country; unavailability of 
permits, licenses and concessions from the host government; political oppo- 
sition; citizen opposition; lack of creditworthy, long-term off-take purchasers; 
development of competing projects; unavailability of needed inputs on finance- 
able terms, such as raw materials, fuel and water; effects of the project on the 
environment and indigenous peoples; changes in foreign exchange controls 
and in the availability and convertibility of currency; availability of political 
risk and commercial risk insurance; changes in the availability of private, bilat- 
eral and multilateral financing and credit support based on such things as mar- 
ket perceptions, regional currency problems, and political changes; changes 
in law; and outright rejection of the project after months, or years, of devel- 
opment, based on political grounds. 

$2.07 THE JOINT VENTURE AS A RISK MITIGATION DEVICE 

A joint venture is a form of risk sharing used in project financings. In a joint 
venture, sometimes called a joint development company, two or more parties 
join to develop a project or series of projects jointly. Joint venturers might 
include a company particularly skilled in construction, another skilled in proj- 
ect development and a third in the political and developmental climate of the 
host country. Together, each brings different, useful skills to project develop- 
ment, while allowing for a risk sharing that may be more attractive to them 
than if one of the entities developed the project singly. Also, joint ventures pro- 
vide the framework for accelerating the negotiation process with governments 
and financial institutions. Further, the increased creditworthiness and expe- 
rience of individual companies combined into a joint venture allow the joint 
venture to be competitive though the individual members, acting alone, would 
not have the resources necessary to compete with other, larger and more 
experienced companies. 

52.08 A CAVEAT ABOUT RISK ALLOCATION 

A project financing invites risk-taking. All risks in a project financing must 
be allocated so a nonrecourse or limited recourse financing is possible. This 
invitation to risk taking is sometimes accepted with an aggressiveness toward 
a risk that is unsupported by the probabilities of the risk materializing. The 
project may find that the acceptance of the invitation came attached with a 
high price. Even if the price is not high, the project sponsors should not declare 
victory. Rather, where the risk-reward equation is out of balance, the situa- 
tion is created where the participant shortchanged is a prime candidate to trig- 
ger a project disaster. 
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53.18 Commercial or Political-It May Be Both 

53.01 GENERALLY 

In any project financing, whether domestic or transnational, the project is sub- 
ject to governmental jurisdiction and action. This can result in risks to the proj- 
ect that, if realized, affect the success of the project, cash flows and operating 
costs. There are limits on the control a project sponsor can have over the polit- 
ical stability surrounding a project. Nonetheless, mitigation techniques do exist. 

The degree of political risk' the project faces is sometimes determined 
by the nature of the project. Projects of particular importance to a host gov- 
ernment's social welfare strategies might be less susceptible to many political 
risks described in this chapter. In contrast, projects significant to the country's 
security or basic infrastructure might be more susceptible to certain political 
risks, such as expropriation. 

More subtle, informal factors also influence the seriousness of political 
risk. For example, the involvement of the World Bank or regional development 
banks in a project might convince a host government to consider more fully 
the implications of any political action against a project, and use it less fre- 
quently. Also, involvement by host country lenders and investors, or lenders 
and investors in trade- or politically-friendly countries with material stakes 
in the project's success might have a similar effect. The possibility of jeopard- 
izing these relationships can be sufficient to protect the lenders and the proj- 
ect sponsors from many risks discussed below. 

Allocation of political risks, and mitigation of those risks, are possible in 
several ways, as further discussed in this chapter.2 These include: project spon- 
sor support, through guarantees and other credit enhancement; host govern- 
ment guarantees or undertakings; political risk insurance; reserve funds; 

I See generally, Gerald T. West, Managing Project Political Risk: The Role of 
Investment Insurance, 2 J.  OF PROJECT FINANCE 5 (1996). 

2 See generally, Thomas W. Waelde & George Ndi, Stabilizing International 
Investment Commitments: International Law Versus Contract Interpretation, 31 TEX. INT'L 
L.J. 216,233-34 (1996). 
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formation of joint ventures to spread the risks; participation by bilateral and 
multilateral institutions in the project; participation by local banks in the financ- 
ing; and contractual protections (choice of law, international arbitration, off- 
shore accounts, stabilization clauses and implementation agreements). Also, 
companies can manage political risks by portfolio diversification, limiting 
the exposure taken in particularly high-risk countries. 

93.02 CURRENCY-RELATED RISKS 

[ I ]  Generally. Exposure to foreign currency is a risk present in almost 
every transnational transaction. It is a particularly significant risk in project 
financings because the long term nature of the underlying contracts increases 
the likelihood that a currency-related risk will materialize. The labyrinth of 
contracts in a project financing, with the twists and turns of contract interre- 
lationships, makes the risks even more acute. 

The foreign exchange risk arises in a project financing most often because 
of the differences in the revenue currency, on the one hand, and the debt and 
expense currency, on the other hand. In a project, the revenue earned under an 
off-take sales contract will most likely be paid in the host country's local cur- 
rency. However, the project sponsor will incur debt and contractual obligations 
in another currency. 

In general terms, there are three areas of foreign exchange risk: unavail- 
ability of foreign exchange; transfer of exchange out of the host country; and 
depreciation in the value of the host country currency. These are discussed in 
the following sections. 

Several structures and credit enhancement alternatives are available and 
should be considered in any attempt to manage currency risks. As discussed 
below, these include: controls on the payment of project revenues; frequent 
conversions of local currency to hard currency; establishment of special deposit 
accounts; minimizing local currency requirements; establishing offshore accounts 
in which project revenues are deposited; negotiating exchange agreements with 
the host government; obtaining monetary board or central bank approvals; 
maintaining cash flow flexibility and reserves to cover currency fluctuations; 
establishing currency reserve accounts; entering into currency hedge transac- 
tions; project sponsor guarantees or support agreements; and matching cur- 
rencies in which revenue is paid to currencies in which operating costs and debt 
service are paid. 

[2] Nonconvertibility of Currency (Unavailability of Foreign 
Exchange). The nonconvertibility risk concerns the ability to convert cur- 
rency into foreign exchange, as a predecessor to moving money out of a coun- 
try. A foreign exchange shortage in the host country (insufficient foreign exchange 
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reserves to convert local currency) may result in the risk that the project entity 
will be unable to convert local currency into the foreign currency in which loan 
or other payments must be made. 

To determine the seriousness of this risk, the project's lenders and other 
project participants should examine the foreign exchange position of the 
host country. As part of that analysis, the government's priorities for foreign 
currency use must be understood. Often, the highest priorities are for loans 
from multilateral development banks, payments for imports essential to the 
economy, and interest payments due financial institutions on public sector 
loans. If an excess is available, the project can compete with other entities for 
the scarce remaining foreign currency. 

Most developing countries have a shortage of foreign exchange, experi- 
ence negative trade balances, or have foreign debt that is excessive in amount. 
These result in nonconvertibility risks. 

Mitigation of this risk is possible in several ways. For example, the rev- 
enue-producing project contracts could require payment in a hard currency. 
If the government or a government-owned entity is making the payment under 
the revenue-producing contract, this should provide the convertibility assur- 
ances needed for the project. 

Also, in an infrastructure project financing, the project business could 
be tied to a local export business that generates foreign exchange. This struc- 
ture is often called a countertrade. The project revenues are countertraded 
for a local company's products that can generate hard currency. The sale of the 
local company's products thereby produces a steady stream of foreign exchange 
that can be used to reduce convertibility risk. There are limitations to the 
efficacy of this structure, however, in a widely fluctuating currency. 

If possible in the host country, agreements can be negotiated with the host 
country government for priority access to foreign exchange or a guarantee of 
availability. These agreements can be part of a sovereign guarantee of currency 
convertibility, or as part of existing regulations and government approval processes. 

Also, currency swaps on a commercial basis could be entered into to 
help ensure convertibility. However, these arrangements might be prohibitively 
expensive, or completely unavailable, in some countries. 

Finally, political risk insurance covering currency nonconvertibility can 
be obtained from organizations such as the Overseas Private Investment 
Corporation ("OPIC"), a U.S. agency, and the Multilateral Investment Guarantee 
Agency ("MIGA"), an affiliate of the World Bank. Potential sources of this type 
of coverage are discussed in chapter 20. 

[3] Currency Transfer (Inability to Transfer Foreign Exchange Abroad). 

Generally. The currency transfer risk arises in situations where currency 
(local or foreign) is not allowed to be transferred out of the country. An exchange 
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control is like an ancient fortress wall around a country, with gates through 
which currencies may pass. The government holds the keys to the gates. It keeps 
capital needed for domestic purposes in the country, and unwanted capital out. 

For example, this risk could manifest itself in the situation where the cen- 
tral bank of the host country notionally converts the local currency into for- 
eign exchange on its books, acknowledges the obligation, but refuses to make 
the transfer out of the country. This type of activity sometimes precedes a 
rescheduling of foreign exchange obligations. 

Most developing countries have exchange controls. Exchange risks are 
most often manifested in situations where a limited supply of the specified cur- 
rency is available. It can also occur where the host government imposes bur- 
densome approvals for, or requires conversion fees to complete, a conversion 
transaction. If these occur, the international investor or lender will not receive 
the required currency, and will either need to accept a shortfall or accept another 
currency. 

Foreign currency can sometimes be retained in the form received. Host 
governments may permit foreign currency to be retained if it is received as loan 
proceeds, from equityinvestors or off-take sales, and if it is needed by the proj- 
ect for project-related expenditures, such as payment of debt service, equity 
payments, equipment costs and fees to service providers. 

Mitigation of this risk is possible in the same ways discussed above for the 
convertibility risk. Thus, for example, the revenue-producing project contracts 
could require payment in a hard currency. In an infrastructure project financ- 
ing, the project business could be tied to a local export business that gener- 
ates foreign exchange, a so-called countertrade. As discussed above, in such 
an arrangement, the sale of the local company's products produces a steady 
stream of foreign exchange that can be used to reduce convertibility risk. 

If possible in the host country, agreements can be negotiated with the host 
country government for priority access to foreign exchange or a guarantee of 
availability. These agreements can be part of a sovereign guaranty of currency 
convertibility, or as part of existing regulations and government approval processes. 

Also, currency swaps on a commercial basis could be entered into to 
help ensure convertibility. However, these arrangements might be prohibitively 
expensive, or completely unavailable, in some countries. 

Finally, political risk insurance covering currency nonconvertibility can 
be obtained from organizations such as the Multilateral Investment Guarantee 
Agency ("MIGA"), an affdiate of the World Bank. Potential sources of this type 
of coverage are discussed in chapter 20. 

Types and Characteristics of Exchange Controls. It is extremely diffi- 
cult to provide a survey of the exchange control laws of the world; they change 
frequently. Some generalizations can be made, however, which will give proj- 
ect participants a framework for understanding these controls. 
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Examples of exchange controls include the following: requirements to sur- 
render foreign exchange and convert it to local currency; control over which 
exchange rate applies; ownership of foreign bank accounts is prohibited, as are 
local accounts denominated in foreign exchange; no borrowing in foreign cur- 
rency; no borrowing from nonresidents; prohibition on nonresidents borrow- 
ing locally; prohibition on purchase or sale of foreign currency; and prohibition 
on making payments to a nonresident. Any of these examples show why an inter- 
national project finance transaction is practically impossible in a country with 
exchange controls. Consequently, specific government permission is needed. 

Requirement to Surrender and Convert. The requirement to surrender all 
foreign currency and convert it to local currency is particularly troublesome 
in export projects. Under this type of exchange control, foreign currency typ- 
ically must be converted at the official exchange rate, through the central 
bank or a commercial bank delegated this authority by the government. 

Control Over Which Exchange Rate is Applicable. The local government 
might have several exchange rates. The project company needs to determine 
which will apply to each transaction. 

Prohibition on Foreign Bank Accounts. No bank accounts can be main- 
tained in a foreign country under this type of control. The restriction includes 
a prohibition of maintenance of bank accounts in the local country denomi- 
nated in a foreign currency. 

Typical exceptions include accounts maintained by diplomats or inter- 
national organizations; blocked accounts, such as accounts payable to non- 
residents awaiting foreign exchange conversion or transfer permission; and 
accounts held by nonresidents, with deposits only allowed from foreign sources. 

Prohibition on Foreign Borrowing. No borrowing in foreign currency is 
permitted. 

Prohibition on Borrowingfrom Nonresidents. Residents are prohibited 
from borrowing in any currency, local or foreign, if the lender is a nonresident. 

Prohibition on Nonresident Borrowing. A prohibition may exist blocking 
nonresidents from borrowing from local sources, regardless of whether the 
funds borrowed are domestic or foreign. 

Prohibition on Purchase or Sale of Foreign Currency. There may be a pro- 
hibition of the purchase, sale, trade, or  exchange of foreign currency, except 
through authorized procedures. 

Prohibition on Payments to Non-Residents. There may be a restriction on 
making payments to, or for the credit of, a nonresident. 

Violation of Exchange Laws. 
Violation of an exchange law is treated severely in most countries. In some 

countries, a contract entered into in violation of an exchange law may be 
void and unenforceable. 
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Enforcement ofTransacfions Thaf Violate a Country's Exchange Controls. 

Enforcement in the Host Country. If one of the project transactions is 
entered into in violation of a country's exchange control laws, without the nec- 
essary permission, it is unlikely that the contract is enforceable in the host coun- 
try. Although the local law of the host country should be researched on the 
topic, in general, courts do not enforce contracts that cannot be performed 
lawfully. 

Enforcement Outside of the Host Country. The outcome may be different 
if a foreign court, rather than a court in the host country, is asked to enforce a 
contract entered into in violation of a country's exchange control laws. The 
outcome is based, in part, on whether the foreign court is in a country party to 
the Articles of Agreement of the International Monetary Fund ("IMP Articlesn).3 

Under the IMF Articles, exchange contracts which involve the currency of 
any member country of the IMF which are contrary to that country's exchange 
controls are unenforceable in any member country.* Specifically, Article VIII 
2(b) of the IMF Articles provides that "[elxchange contracts which involve the 
currency of any member and which are contrary to the exchange control reg- 
ulations of that member maintained or imposed consistently with this Agreement 
shall be unenforceable in the territories of any member countryl's Unhappily 
for the reader, this simple sentence has been the source of analysis and case law 
by the courts that is sometimes inconsistent. However, a complete analysis of 
Article VIII 2(b) is beyond the scope of this book.6 

Exchange Permissions and Consents. Exchange controls or moratori- 
ums are addressed in the local law of the host country. The project sponsor 
will need to verify that it has the right under local law to convert local cur- 
rency into the desired foreign exchange. Also, the project sponsor will want to 
ensure that it possesses the related right, discussed below, to make payments 
to the project lender. 

Most countries impose central bank registration requirements on exter- 
nal loan transactions. In such countries, conversion rights are unavailable unless 
the loan is registered. The local law and regulations of the host country must 
be carefully examined to determine the rights granted. 

There are several types of conversion rights that should be included in the 
conversion registration. The tolerance of any individual country for broad 
advance approval varies. For example, in some countries, such as Brazil, the 
conversion rights registration cannot be made until after the loan is disbursed. 

3 Articles of Agreement of the International Monetary Fund, Done at Bretton 
Woods, 1944, as amended 1969 and 1978. 

Articles of Agreement of the International Monetary Fund, art. VIII 2(b). 
5 Id. 

See generally, PHILIP WOOD, THE LAW AND PRACTICE OF INTERNATIONAL FINANCE 

(1990). 
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Also, the scope of the conversion rights should be examined closely to deter- 
mine whether the rights extend to all obligations under the loan agreement, 
such as principal, interest and fees, gross-up payments, yield protection and 
other indemnity payments, expenses, acceleration of the debt, and proceeds 
from foreclosure of local collateral. 

Reducing Exposure to Exchange Controls. To reduce exchange control 
exposure, there is no substitute for the guidance and advice of local lawyers 
in the host country. Their expertise will be crucial to avoiding problems. 

There are protections that can be included in the development stage of the 
project to reduce later problems and delays. These include making exchange 
control consents a condition to the effectiveness of contracts; including exchange 
control approvals, or statements of governmental cooperation on exchange con- 
trols, in the implementation agreement or letter of intent with the host gov- 
ernment; and making the scope of exchange control requests as broad as possible. 

[4] Currency Devaluation Risk Caused by Fluctuations in Foreign 
Exchange Rates. 

Generally. The currency devaluation risk, or rate of conversion risk, is 
the term used to describe the difficulties encountered by a foreign borrower or 
foreign affiliate in making future payments due in a currency other than the 
currency in which revenues are earned. It is also called the currency devalua- 
tion risk. 

An example of this risk is the situation where a loan is made in a foreign 
currency, such as U.S. dollars, and repayment is made by a borrower with earn- 
ings only in local currency. The risk is that the local currency depreciates to a 
point where the borrower is unable to generate sufficient local currency for the 
conversion necessary for debt service. In short, any significant local currency 
devaluation requires a corresponding increase in project cash flow so that 
foreign currency debt and other foreign currency obligations can be satisfied. 
This risk is particularly prevalent in countries with developing economies. 

The maze of project finance contracts, and the lengthy term of both the 
project contracts and the underlying project debt make the devaluation risk in 
a project financing particularly severe. Fluctuations in currency exchange rates 
can affect what comes into and out of a project: the amount of revenue gen- 
erated by a project, the price of inputs, and the returns on equity. 

This risk manifests itself in other ways, as well. For example, the exchange 
rate fluctuation could take place after the payment in the local currency is made, 
but before the payments in foreign exchange are made to the project's lenders, 
contractors or suppliers. 

Protections against this risk are limited. It is not covered under insur- 
ance policies that protect a project against political risk. 
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Mitigation of this risk is possible in a variety of natural and synthetic 
approaches, however, including indexing purchase prices under off-take con- 
tracts to inflation or to fluctuations in the exchange rate; revenue payment in 
hard currency; raising debt in the local currency; and using derivatives. 

IndexingRevenues. Indexing involves linking the amount of payments 
made in a local currency to the rate of inflation or to a hard currency. For exam- 
ple, a turnkey construction contract with a foreign equipment supplier might 
provide for an automatic price adjustment upon the occurrence of a currency 
rate fluctuation.' 

Matching Revenue Currency to Debt Currency. In some projects, where 
long-term, fixed-price contracts govern cash flow, revenue streams cannot be 
adjusted to offset a detrimental change in exchange rates. However, this risk 
can be improved by structuring contracts to match the revenue currency with 
the debt currency. 

For example, in an energy infrastructure project, the power purchase agree- 
ments and other off-take contracts could be denominated in United States dol- 
lars or other hard currency. The host government could then assure that payments 
under these contracts would be actually paid in dollars. While some operat- 
ing costs would not be denominated in hard currency, the bulk of the risk would 
be covered. This approach is based on an important assumption, however; 
the off-take purchaser must be able to generate sufficient profits to cover the 
devaluation risk it absorbs by agreeing to an index. 

Raising Debt in Local Currency. Alternatively, project debt could be 
raised in the same local currency in which the revenues will be received and 
expenses will be paid. This option will have limits determined by the capital 
available in the host country, among other factors. 

Derivatives. Another option is using derivatives to cover the risk. These 
include forward contracts, currency options and money market hedging tech- 
niques. A large market exists in listed currency derivatives. In addition, banks 
are typically willing to develop customized hedging products. This type of pro- 
tection is not inexpensive. Unfortunately, these products are not typically avail- 
able in developing countries. 

Forward Contracts. A forward contract is a market hedging technique 
in which a bank agrees to make a future payment in a designated currency, in 
exchange for another currency delivered at the time of payment. Generally, con- 
tracts are available for payments due no more than 180 to 360 days in the future. 

Larry Wynant, Essential Elemenn of Project Financing, HARV. BUS. REV., May-June 
1980, at 168. As an example, a joint mining venture in Australia eventually collapsed 
because of effects of output contracts based on U.S. dollars in a revaluation of the 
Australian dollar and increased oil costs. 
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For example, if a payment is due in U.S. dollars in 30 days, the project 
company would contract with a bank that upon delivery to the bank of a 
specified amount of foreign currency in 30 days, the bank will make the required 
payment in U.S. dollars irrespective of the rate of exchange between the two 
currencies on that 30th day. If the project company does not receive the under- 
lying payment from its obligor, it must still deliver the specified amount of for- 
eign currency to the bank. 

Currency Options. A currency option provides one party the right, but 
not the obligation, to buy or sell a specified amount of currency at a specified 
rate of exchange, on or before a certain date. There is no risk of loss for the 
purchaser. That is, if the exchange rate moves in favor of the option issuer, 
the option holder is not obligated to exercise it. 

Sharing of Risk. To the extent the foregoing alternatives are not viable, 
the currency devaluation risk may need to be shared by the project participants, 
including the lender. Another alternative is the host country guarantee, in which 
the host country government guarantees to make up any shortfall in debt serv- 
ice and operating costs to the extent a devaluation renders the project com- 
pany unable to satisfy those obligations. 

[5] Offshore Accounts. If the project receives foreign exchange from 
sale of the products produced, creation of an offshore account is sometimes 
required by the project lender, and is often a prudent structure for the project 
comvanv even without a lender reauirement. Under an offshore account struc- . , 
ture, the project's off-take purchaser, pursuant to an agreement between the 
off-take purchaser and the project company, makes payments in foreign exchange 
directly to the offshore account, an account offshore from the country in which 
the project is located. If the account is required by the project lender, the off- 
shore account is part of the lender's collateral for the loan, and also includes 
reserves for debt service and operating costs payable in foreign exchange. 
Periodically, amounts on deposit in the offshore account are used to pay inter- 
est and principal on project debt and fund reserve accounts, and the balance is 
distributed to the project sponsors. 

Typically, the host country central bank will need to approve the amount 
of foreign exchange that can be retained offshore. The amount is usually related 
to the amount of operating costs and debt service payments that must be made 
in foreign exchange over a brief period of time (three months to one year is the 
customary range). All governmental approvals for creating and maintaining 
the offshore account must be obtained. 

[ 6 ]  Special Currency Problems in Large-Scale Projects. Large-scale 
projects, involving large operating costs and debt service requirements, place 
extra stress on a developing country's currency conversion and exchange rates. 
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For some very large projects in countries with a small foreign exchange mar- 
ket, payment of quarterly debt service or monthly operating costs can affect a 
significant percentage of the markets for that day. To avoid stress on  the mar- 
ket, amortization of principal, payment dates for interest and payment dates 
for bank fees must be considered carefully. 

Operation and maintenance expenses must be similarly considered. I t  
might be necessary to pay these costs in a local currency, and the debt service 
in another currency. Otherwise, operation and maintenance expenses, typically 
paid in priority before debt service, increase the burden on the local currency 
and the devaluation risk intensifies. 

[7] Advance Approvals. Exchange controls can apply to almost every 
aspect of a project, including repayment of project loans from foreign lenders; 
equity investment by foreign lenders; imported services, supplies, raw mate- 
rials and fuel; and payment of technology license fees to foreign licensors. A 
case-by-case approach to seeking host governmental exemption for this wide 
variety of transactions is not prudent. Such an approach is costly, time con- 
suming and is likely to result in project delays. Rather, blanket consents and 
exemptions for a project should be obtained where possible. 

Consent. An exchange control consent is generally subject to revocation 
by the issuing governmental authority. The revocation is in its discretion. 

Exemption. Preferable to a consent is an exemption. An exemption pro- 
vides permanent relief from transferring funds described in the exemption. It 
is not generally revocable. An example of an exchange control exemption is one 
that applies to proceeds from export sales held in an account with a project's 
foreign lender. 

[a] Summary of Currency Risk Minimization Techniques 

Payment in Hard Currency. Payment in hard currency is the best tech- 
nique to avoid exchange risk. While there is a risk that hard currency may not 
be available, this technique virtually eliminates the currency risk. This may 
be the least favorable approach for the off-take purchaser, since it places on the 
purchaser the obligation to obtain foreign exchange. 

Foreign Exchange Risk Insurance. Foreign exchange risk insurance, avail- 
able from bilateral and multilateral agencies is also an available alternative. This 
is discussed in chapter 20. 

Indexed Local Currency Payments. Another technique is to index pay- 
ments due in local currency under off-take contracts so that the project com- 
pany is compensated for currency depreciation. This places no obligation on 
the off-take purchaser for foreign exchange availability. The additional costs 
could be passed on by the off-take purchaser to its customers. 



Project Finance Cross-Border Risks 

53.03 PERMIT, CONCESSION AND LICENSE RISK 

[I] Permits. The project company must apply for, obtain, and main- 
tain in full force and effect, all governmental permits necessary for the own- 
ership, development, construction, start-up, operation and financing of a project. 
The need for these is particularly significant in large infrastructure projects, 
such as energy production facilities and mining or other natural resource 
exploitation projects. To the extent that any significant permit is not obtained 
or maintained, the project will likely be unable to operate, thereby producing 
a shortfall in revenue, default under debt instruments and possibly subject 
the project to damage payments under project contracts, such as off-take and 
fuel agreements, or complete termination. 

The transnational project, however, goes beyond this classic description 
of the project finance permit risk. In a transnational project, the very govern- 
ment that supports the project could, indirectly, remove support later by slow- 
ing the permit process to a crawl or outright denying the issuance of a needed 
permit. To reduce the likelihood of this occurring, protections in an imple- 
mentation agreement, discussed elsewhere in this book, are typically negoti- 
ated. In an implementation agreement, among other things, the host government 
agrees that it will do one or a combination of the following: waive all permit 
requirements, to the extent it is able legally to do so; pay the project sponsor 
any increased costs incurred due to a delay, to the extent the failure to issue the 
permit can be cured by money; or guarantee that a list of agreed-upon permits, 
if completely and accurately applied for by the project company, will be issued. 

Post-issuance permit risks within the control of the government, such as 
permit revocation, requiring additional permits at a later date, failure to renew 
permits and imposition of adverse terms and conditions on a project after a 
permit is issued, can be addressed in the implementation agreement in a sim- 
ilar manner. To the extent these types of post-issuance risks are within the con- 
trol of the project company, they can be managed to the extent the government 
does not use this right in a way discriminatory to the project or as a form of 
indirect expropriation. 

The implementation agreement approach is not without problems. Serious 
legal issues arise about whether a governmental agency can waive all permit 
requirements. Local law must be consulted to determine whether such a com- 
mitment is legal and enforceable. 

[2 ]  Concessions and Licenses. The right granted by a host govern- 
ment to a foreign entity to develop, own, construct and operate a project is 
sometimes granted by the host government in a concession or license.6 The 
terms are often used interchangeably. 

See generally, Alejandro P. Radzyminski, Private Investment in Infrastructure 
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A concessions agreement is used in a build-own-transfer ("BOT") proj- 
ect finance structure. Under this structure, a private entity is awarded the right 
to build and operate a project that would otherwise be developed, owned and 
operated by the host government. It is a temporary privatization in the sense 
that at the end of the concession, the project is transferred to the government. 

The BOT structure is typically founded in a concessions agreement among 
the host government (or a government entity), the project company and, in 
some cases, the project sponsors. The concessions agreement gives the project 
company the concession to develop, construct and operate the project. Also, 
the government might agree to provide certain negotiated support to the proj- 
ect, ranging from infrastructure development to central government guaran- 
tees of its agency's obligation to purchase facility output. 

The concessions agreement allows the government to retain control over 
the management of the project. In doing so, the host government might require 
various protections in the concessions agreement. These include: service require- 
ments from the project company throughout the concessions term; rate regu- 
lation over facility output; a sufficient operation, maintenance and repair 
procedure so that the project transferred at the end of the concessions term 
retains value; milestone dates that must be achieved, such as construction com- 
pletion dates; and rights of the host government to terminate the concession 
if certain events occur to the project company or to project sponsors. 

Because of the role of the host government in a successful project financ- 
ing, project sponsors and project lenders require certain assurances from the 
government, either in a concession, license, law or separate agreement. These 
include: assurances of raw material supply; work visas for management; acqui- 
sition of necessary real estate rights; and resolution of the risk allocation for 
the types of political risks discussed below, including expropriation and repa- 
triation of profits. 

In addition, depending upon the terms of the concession or license, i t  
might be prudent to secure the approval of the host government of the under- 
lying project arrangements. For example, if the term of the concession is tied 
to the achievement of an agreed-upon equity return for the project sponsor, 
which is affected by the financing arrangements, approval by the host gov- 
ernment of the financing terms might alleviate later disputes over the achieve- 
ment of the target return. 

Other considerations include approval of development and construction 
plans; whether the project lender is permitted to take a security interest in 
the concession or license; the lender's ability to operate the project upon a 

Concessions: Legal Obstacles and Incentives (Inter-Am. Dev. Bank, Sept. 1516,1977); 
Viktor Soloveytchik, New Perspectives for Concessions Agreements: A Comparison of 
Hungarian Law and the Draft Laws of Belarus, Kazakhstan, and Russia, 16 HOW. J .  
INTL L. 261 (1993). 



Project Finance Cross-Border Risks 

default; the ability of the project lender to cure defaults by the project com- 
pany under the terms of the concession or license; and whether a transfer of 
the concession or license by the project lender following a foreclosure requires 
further consent. 

The host government might not be able to provide complete assurances 
on these concerns, however. Constitutional prohibitions, limitations in laws, 
and political necessities and conveniences limit actions for most governments. 
To that extent, project sponsors and project lenders must accept some politi- 
cal risk, such as these. Despite these restrictions, however, governments can, 
at a minimum, agree in advance to attend meetings and cooperate with the 
project sponsor and project lender in resolving project difficulties. 

$3.04 EXPROPRIATION RISK 

Nationalization of project assets or rights, or the equity ownership of the proj- 
ect by the host country, in an arbitrary, discriminatory way, or without just 
compensation, is the expropriation risk. It can be accomplished in a single, 
sweeping governmental seizure, although this is increasingly rare. 

More threatening to a project is the type of expropriation that can take 
place over time, in a series of so-called "creeping" acts, that collectively result 
in an expropriatory act. Creeping expropriation is, perhaps, the most feared 
risk, by which the host government uses a combination of taxes, fees and other 
charges and devices to increase its share of the project's profits. 

Failure to pay "just compensation" for such a taking is considered a vio- 
lation of international law. The determination of what is "just compensation" 
is an evolving concept. For example, the United States view has been that com- 
pensation is just when it is "prompt, adequate and effective." This standard is 
emerging as the international standard, as well.9 

Under this standard the equity holders would be entitled to a payment 
equivalent to the "value of the expropriated property as a 'going concern'." The 
payment would be in convertible currency. Often, any debt outstanding on the 
expropriated property is assumed by, or kept current by, the expropriating gov- 
ernment, in an effort to maintain good lending relationships. 

The expropriation risk should be analyzed carefully in projects that are 
particularly vulnerable to expropriation.10 These include energy production 
projects, oil and gas pipeline projects, roads, railways, airports and seaports. 
The ability to obtain assurance against the expropriation risk varies with the 

9 See RESTATEMENT (THIRD) OFTHE FOREIGN RELATIONS LAW OFTHE UNITED STATES 

$712 (1987). 
l o  See generally, Frank C. Shaw, Reconciling %o Legal Cultures in Privatizations 

andhrge-Scale Capital Projects in Latin America, 30 LAW& POKY INTZ Bus. 147 (1999). 
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government concerned. Mitigation of this risk through sovereign guarantees 
is discussed in chapter 20. 

93-05 EXPATRIATION 

Expatriation is the term applied to the risk that the profits earned in connec- 
tion with project operation cannot be removed from the host country and repa- 
triated in the home country of the project sponsors. This is a particularly 
significant risk in countries that prefer to retain capital in the country, thereby 
providing financial resources for further investment and economic growth. 
In some countries, percentage limitations are imposed on the ability to take 
out profits, while in other countries, the profits must remain in the country for 
a period of time. 

$3.06 CHANGE OF LAW RISK 

The change of law risk is the risk that a governmental body, whether legisla- 
tive, judicial or executive in nature, will change the legal, regulatory or judi- 
cial frameworks in which a project was developed. The risk is that a legal 
governmental action will affect the ability of the project to service debt, or make 
the project unprofitable. Examples of a change in law that may affect a proj- 
ect include import and export restrictions, taxation and changes to environ- 
mental standards requiring capital improvements. 

Because the governmental action is legal, political risk insurers do not typ- 
ically insure against this risk. However, the host country may be willing to con- 
tyact with the project sponsor that certain regulatory actions will not be taken. 
If so, such political risk insurance providers may be able to insure against the 
risk that the contract is repudiated or abrogated. 

[I] Import Tariffs. Imposition of import tariffs on project inputs by 
the host government during the construction or operation phases of a proj- 
ect could increase the project construction cost or operating costs. This is a risk 
of particular importance where domestic sources are not adequate substitutes, 
or where the very nature of the project is to process foreign raw materials. 

[2] Export Tariffs. Similarly, export tariffs, quotas and prohibi- 
tions can reduce the revenue of a project where the project output is sold 
outside of the host country. These types of expenses and restrictions dimin- 
ish the ability of the project to mitigate losses during a period of uncertainty, 
economic or political, in the host country. 
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[3] Production o r  Consumption Controls. The host government 
could decide to limit production or consumption of natural resources to the 
extent necessary to achieve short-term economic goals. Also, trade alliances, 
informal government agreements, trade sanctions, Organization of Petroleum 
Exporting Countries ("OPEC") quotas, and the like may result in these meas- 
ures being imposed on the project. 

[4] Taxes. 

Generally. The power to tax is the power to destroy. Tax policy is a 
particularly tempting tool for a government to eliminate, or force renegotia- 
tion of, a project. Alternatively, host government financial difficulties could be 
improved, in part, by special taxes imposed on the project, or  on the entire 
industry in which the project operates. These taxes may be politically attrac- 
tive where the project is owned primarily by foreign investors, or financed by 
foreign lenders, in which case taxes on repatriation of profits and interest earn- 
ings are concerns. 

Tax policy, whether manifest in income tax, stamp taxes, mortgage taxes, 
or tax withholding, may affect a project's economics. Besides new taxes, the 
effect of cancellation or modification of favorable tax treatment (tax holi- 
days, reduced tax rates) must also be considered. International tax treaties, and 
the effect and likelihood of changes to them, must also be analyzed. 

Project viability, including the amount of the economic return on a devel- 
oper's investment in a project, can be affected by the level of taxes, duties, 
levies and similar governmental charges. Project developers attempt to struc- 
ture the development company so that local taxes are minimized. Also, the 
structuring process will include analysis and use of double taxation treaties, 
bilateral trade treaties and multilateral trade treaties. Typically, duties, levies 
and other charges are paid by the development entity, but included as a cost 
of business, which increases the price of the goods or services produced at the 
project. 

Taxes on Income. The project entity will be structured in the way most 
appropriate to minimize payment of income taxes, minimize withholding 
and maximize the use of tax concessions. In general terms, foreign income taxes 
can be credited to the project sponsor in its home country. To the extent the 
taxes paid in the host country are more than the tax rates applicable in the home 
country, no credit or carry forward is typically allowed. 

To the extent taxes cannot be offset by a tax credit in the home country 
of the sponsor, the cost of the good or service produced will necessarily be 
increased. This is also the case if the tax rate in the sponsor's home country is 
less than the tax rate in the foreign country because no credit or carry for- 
ward is typically allowed. Thus foreign taxes may become an additional cost to 
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the project sponsor, which is passed on to the off-take purchaser or user in 
the form of higher costs. 

Customs Duties. Customs duties, which are amounts imposed on imported 
and, less commonly, exported goods, are typically paid by the project devel- 
oper. The costs are then included in the cost of goods produced at the project 
and passed through to the customer or user in the form of a higher cost. 

Withholding Tax on Payment of Interest. In structuring the financing, 
it is important to determine the extent of tax withholding on the payment of 
interest by the project company to its lenders. In some situations, tax treaties 
can form the basis of eliminating or minimizing liability, through use of a bank's 
branches in other countries. 

Generally, interest paid to governments or  agencies of governments, 
such as export-import banks, are exempt from withholding liability. But, with- 
holding of taxes on interest income is applicable to a commercial 1ender.A com- 
mercial lender, in turn, requires that the borrower reimburse i t  for any 
withholding. This withholding, even if later returned to the lender, could cause 
the financial feasibility of the project to deteriorate. 

Nondiscrimination. It is useful to place the project on an equal level 
with other projects that might follow. A nondiscrimination clause can assist 
the project in not being legislated out of existence. An example follows: 

Nondiscrimination. The [Host Government] covenants with the [Project 
Company] that it shall not enact any law, rule or regulation the effect of 
which is to discriminate against the project in any manner whatsoever, it 
being the stated intention, policy and agreement of the [Host Government] 
that all projects [describe projectpurpose/output] shall be treated equally, 
irrespective of location, pricing, participants, lenders or any other factor. 
The scope of this provision shall include any tax, whether franchise tax, 
excise tax, income tax, profits tax, dividend tax, sales tax, purchase tax, 
occupation tax, property tax or any other tax howsoever calculated or 
applied; any duty, whether customs, minerals, fuels, or any other duty how- 
soever calculated or applied; and any other burden of taxation whatsoever 
now existing or imposed in the future. 

[5] Environmental Controls. Project capital costs, operating expenses 
and production can all be affected by the imposition of more stringent envi- 
ronmental regulation by the host government. In some cases, these changes could 
render certain technologies or fuel sources no longer effective economically. 

[6] Regulation and Deregulation. For projects in countries with reg- 
ulatory regimes in place that offer predictability in off-take pricing, deregula- 
tion to market pricing, or a less stringent regulatory scheme, could result in a 
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decrease in project revenues. Conversely, regulation of a formerly unregulated 
economic sector or industry can have a similar negative effect on a project. 

53.07 POLITICAL VIOLENCE, CIVIL UNREST, WAR AND OTHER 
POLITICAL FORCE MAJEURE EVENTS 

The risk of political violence, whether manifested in civil war or revolution, 
regional or world war, insurrection or civil strife, sabotage or terrorism, can 
affect a project's construction or operation, ability to service debt or even the 
very existence of the project. Political risk insurance for this type of risk is 
discussed in chapter 20. 

$3.08 POLITICAL COLLAPSE AND SUCCESSION 

In most countries, political succession and the concomitant transfer of power 
is a risk all too often overlooked. The risk is that the party achieving power, 
whether central, state or local, will seek to undo some portion or all of the pred- 
ecessor party's work in connection with support of a project. 

For project finance transactions, particularly infrastructure projects impor- 
tant to the host government's economy, there are possible warning signs that 
might suggest this risk is more likely. These include a lack of support for pri- 
vatization programs; failure of the governing party to maintain a consensus on 
bidding and contracting programs; corruption; no competitive bidding pro- 
gram; the degree of perceived openness of government in awarding contracts; 
contracting that does not appear to reflect terms received in similarly-situ- 
ated countries; press criticism of other projects in operation or development; 
degree of nationalist sentiment; historical experience in governing party trans- 
fer of political power; and stability of power where family members of a ruler 
receive preferential economic treatment. 

Political succession risk can lead to a reversal of previous decisions. The 
basis for the reversal could be a means of correcting perceived corruption or 
cronyism, to solicit "contributions," and to reward political supporters. The 
risk can occur as a result of violent overthrow or election. 

It is improbable that a project sponsor will be much more effective at guess- 
ing election results than political professionals. Perhaps the most sound way to 
avoid major project problems from succession risk is to avoid exclusive close ties 
to one politician or party; diversity in support should be garnered. Also, "clever," 
one-sided agreements, real or perceived, should be avoided by negotiating 
competitive, market-based terms. Competitive bidding programs can help relieve 
the appearance of impropriety. These broad protections will help ensure that a 
project can escape, but not avoid, scrutiny after a political succession. 
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Indeed, changes to contracts negotiated by a previous government in a 
developing country cannot be completely avoided in most circumstances. In 
some countries, where legal systems are only now developing, this is particu- 
larly true. As protection against this risk, termination provisions and termi- 
nation payments could be an important protection for the project sponsor. 

$3.09 PREEMPTION AND PRIORITY 

In certain, limited situations, the host government could require preemption 
or priority rights in connection with raw materials, fuel and project output. 
These rights are usually related to energy and fuel access or use during emer- 
gencies. These rights should not extend to economic or social policymaking, 
or other undefined or loosely defined situations. 

$3.10 SOVEREIGN RISK 

Sovereign risk is the term generally applied by credit rating agencies to certain 
debt payment risks. One is the risk that, in a project issuing debt in the cross- 
border capital markets, a country may impose exchange controls or put other 
restrictions on the ability of a project to pay foreign debt holders. Another is the 
ability of a project to service debt denominated in the currency of the project's 
location. These risks are discussed in greater detail earlier in this chapter. 

53.11 BREACH OF UNDERTAKINGS (CONTRACT REPUDIATION) 

The host government is a party to at least one of the contracts necessary to 
develop a project, particularly in developing countries. Examples include obli- 
gations of the host government in implementation agreements, concession 
agreements and sovereign guarantees. The undertakings range from a com- 
mitment to improve roads to financial guarantees of a government-owned com- 
pany. As with any contractual undertaking, there is a risk that a party will not 
perform the contract.11 Unlike contracts between private parties, however, polit- 
ical influences can affect the ability and willingness of the host government 
to carry out undertakings. This is particularly evident when political power 
changes and a new regime is faced with unpopular agreements negotiated 

See Danielle Mazzini, Stable International Contracts in Emerging Markets: An 
Endangeredspecies?, 15 B.V. INT'L L.J. 343 (1997)(conflict between Enron Corporation 
and the Indian state of Maharashtra, which unilaterally terminated its power pur- 
chase agreement with an Enron affiliate). 
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and signed by its predecessor. The doctrine of sanctity of contractslz and repu- 
diation of contracts is discussed at length in chapter 18. 

53.12 COLLATERAL RISK 

In domestic projects in such countries as the United States and Great Britain, 
the laws governing debtor-creditor relations, the creation and perfection of 
security interests, the granting and registration of mortgages and the bank- 
ruptcies of borrowers, are highly developed and highly protective of credi- 
tors' rights. Lenders to projects in developing countries face a much more 
uncertain legal environment.13 

Civil law countries generally do not recognize the floating charge and do 
not provide for security over inventory, receivables or other moveable assets. 
Many countries do not permit mortgages to be registered in foreign currency 
and the value of the collateral can therefore be significantly eroded by deval- 
uations. In addition, many countries place significant restrictions on the abil- 
ity of foreign entities to operate or purchase projects upon foreclosure, especially 
projects that are important to the country's economic development plans. 

The legal infrastructure of many developing countries remains primitive, 
but is changing rapidly. In the emerging market economies of Eastern Europe 
and the former Soviet Union, for example, the lender often finds that laws 
enabling a lender to be granted liens have been enacted, but no system for the 
registration or the prioritization of liens has yet been implemented. In addition, 
given the recent enactment of the underlying laws, the court systems of these 
countries frequently have no historical record of enforcement of creditor rights. 

Given these problems, project financings in developing countries often 
require lenders to live with a degree of uncertainty as to effective remedies upon 
default that is much different from a domestic transaction. This is particu- 
larly troublesome in a nonrecourse project finance transaction where the col- 
lateral assumes such importance. Lenders with experience in these types of 
financings have learned to accept that liens on the project assets are often more 
important for their strategic negotiation value when things go wrong, rather 
than for their realizable liquidation value upon default. 

[I]  What Type of Collateral Security Does the Sovereign Government 
Allow? The first consideration for the lender or contracting party to under- 
stand before entering into project development is the type of collateral secu- 

'' NAGLA NASSAR, SANCTITY OF CONTRACTS REVISITED: A STUDY IN THE THEORY AND 

PRACTICE OF LONG-TERM INTERNAT~ONAL COMMERCIAL TRANSACTIONS 35 (1995). 
13 Richard Walsh, Pacific Rim Collateral Security Laws: What  Happens When the 

Project Goes Wrong, 4 STAN. 1.L. BUS. & FIN. 115 (1999). 
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rity permitted by the laws of the sovereign. Generally, common law countries 
provide that a lien can be taken for collateral purposes over all assets. Both fixed 
and floating charges are available. A "floating charge" is a lien that attaches to 
specific assets at the time the charge is enforced. By contrast, civil law coun- 
tries generally do not provide for security over collateral that attaches on enforce- 
ment; therefore, no floating charges are-available. Types of collateral grants and 
enforcement that might present difficulties for the project lender in projects 
located in developing countries include inventory (moveable assets), accounts 
receivable (book debts), cash flows and contract rights. 

[2 ]  Are All Local Formalities Complied With? Local law and prac- 
tice will require certain formalities be adhered to in connection with lien 
recording. For example, some civil law countries require protocolization of all 
security agreements. This is generally accomplished by a local notary trans- 
lating the collateral agreement into the local language and inserting the agree- 
ment into the notary's "protocol book:'which is kept at the local registry office. 
An accompanying fee is charged; in some countries, the size of the fee is not 
insignificant. 

[3] What is the Priority of the Lien? The lien priority rules should 
be clearly understood. Of particular importance are so-called hidden liens. 
These are liens that do not appear as a matter of record, but are statutory in 
origin. These include governmental liens, particularly tax liens. 

[4] How is the Lien Enforced? Beyond seeking the advice of local 
lawyers, and obtaining an opinion of local lawyers that the lien is enforce- 
able, practical questions about enforcement should be explored. For instance, 
the actual costs of enforcement should be understood. These include legal 
costs, court taxes and other costs that may make the liens economically 
unenforceable. 

[5] How Does the Foreclosure Process Work? Beyond enforceabil- 
ity, the mechanics of the foreclosure process are important. Among the ques- 
tions that should be posed to local lawyers include the following: whether any 
restrictions exist on a lender's right to purchase the collateral at foreclosure; 
whether a lender can use debt owed to it (instead of cash) to bid for the col- 
lateral at a foreclosure sale; and whether a private sale is permitted instead of 
a public sale. 

Practical questions of enforcement that are unique to project financings 
must not be overlooked. For example, usually the only practical ability of a 
lender to be repaid is if the foreclosed project can continue to operate and be 
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made operable at a profit. Local law should be consulted to determine whether 
the lender can operate the project upon foreclosure. Related questions include 
whether permits and governmental approvals for the operation of the project 
are assignable to the lender; and whether there are restrictions on foreign own- 
ership or operation of the project that affect foreclosure value. 

Finally, the costs and time to undertake and complete a foreclosure pro- 
ceeding should be understood. In some countries foreclosure proceedings may 
take as long as ten years. India is an example of such a country. In other coun- 
tries, the risk is not length of time, but the immensity of court and other 
costs associated with a foreclosure. 

[6] Collateral Trusts. It is often prudent for one lender to hold all 
security interests in project collateral for all lenders. This simplifies the clos- 
ing process, reduces transaction costs, allows for easy transferability of 
loan interests to new lenders, and provides for efficient credit administra- 
tion. Nonetheless, the local law of the host country might not recognize this 
and similar trust arrangements. Local lawyers should be consulted to deter- 
mine whether this or alternate structures for collateral can be used and 
enforced. 

[7] Real Property. The ability of a foreign lender to take a security 
interest in real property in the host country, or to own it after a foreclosure, is 
not necessarily available in every country. Indonesia, and some states in India, 
are examples of jurisdictions where foreign ownership is restricted. Local law 
should be examined to determine the flexibility of the lender. In some situa- 
tions, a bank in the host country can be used as a collateral trustee for the other 
project lenders. 

[8] Interaction Among Risks. The interaction between the collateral 
risk and other risks discussed in this chapter is important. For example, a 
currency risk exists in every foreclosure proceeding if the lender cannot sell the 
collateral for hard currency, but instead must receive the local currency. Also, 
any required foreign exchange approval must include authorization for pro- 
ceeds from the sale of collateral. 

Currency risk can also exist in other ways. For example, in countries that 
require a lender to denominate the value of a mortgage in local currency, deval- 
uation risks exist and can erode the value of the lender's collateral. While the 
loan agreement can require the borrower to deliver a new mortgage if the value 
is exceeded because of currency devaluations, the risk of intervening mortgages 
could sabotage this solution. A recourse obligation may be needed in such 
situations. 
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43.13 LAW AND LEGAL SYSTEM RISKS 

Additional risks are associated with foreign laws or the lack of laws, and dif- 
fering legal cultures.'4 The local laws of the jurisdiction where the project is 
located should be carefully examined by the project participants, particularly 
the project sponsor and lenders, early in the structuring and documentation 
process. Advice of local lawyers should be obtained, as is discussed more 
completely in chapter 30. 

The legal systems of most emerging countries continue to be less devel- 
oped than in industrialized countries.15 This results in a degree of uncer- 
tainty as to the legal environment the project must be operated in, and the 
lenders will encounter, if compelled to enforce their rights. Significant con- 
siderations include access of foreign entities to the judicial system, enforce- 
ability of foreign judgments, whether arbitration is permitted for dispute 
resolution and enforceability of arbitration awards. 

Requirements for a change in law are not without precedent. Sometimes 
projects cannot move forward past the development phase to the financing 
phase without a change in the local law. An implementation agreement is the 
usual document where changes in law are described and required as a pre- 
condition to project construction. Whether any particular project can obtain 
legislative relief depends upon such factors as the size of the project, its social 
and economic importance to the sovereign government and the political and 
public support for it. 

[I] Choice of Law. Financing documents are seldom governed by the 
sovereign law of the jurisdiction where the project is located. Rather, the law 
of a financial center, such as New York or England, is selected. This is because 
the commercial laws and legal precedents in those countries tend to be more 
settled than in other countries, and the lenders are therefore more comfortable 
with them. The local law of the sovereign must be examined to determine if 
that choice of law will be enforced in the local courts.I6 

[Z] Agent for Process and Submission to Jurisdiction. Beyond secur- 
ing a choice of law provision that is enforceable, project finance lenders should 
also consider the following: appointment by the borrower of an agent for the 

'4 See generally, Frank C .  Shaw, supra note 10. 
' 5  Michael Gordon, OfAspirations and Operations: The Governance $Multinational 

Enterprises by Third World Nations, 16 U .  M IAM I INTER-AM. L. REV. 301 (1984). 
' 6  See generally, Raymer McQuiston, Drafting an Enforceable Guaranty in an 

International Financing Transaction: A Lender's Perspective, 10 INTZ TAX & BUS. LAW. 138 
(1993). 
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service of process in the lender's country; and a submission by the borrower to 
the jurisdiction of the courts of the lender's country. 

[3] Dispute Resolution. Contracts used in a project financing are 
often governed by the law of the sovereign. These include the construction con- 
tract, off-take contract and fuel agreements. The dispute resolution procedures 
in these agreements are important and should be carefully analyzed with 
local lawyers. 

The following guidelines should be applied. (Dispute resolution is dis- 
cussed in greater detail in chapter 31.) 

The project agreements should provide for offshore arbitration using pre- 
dictable arbitration rules. Examples include the American Arbitration Association, 
the International Chamber of Commerce, ICSID, and UNCITRAL. 

The location of the arbitration proceeding is also important. Both the sov- 
ereign jurisdiction and the jurisdiction in which the arbitration will take 
place should be a party to the New York Convention on the Recognition and 
Enforcement of Foreign Arbitral Awards. This will avoid a rehearing of the sub- 
stance of the arbitration upon enforcement. 

[4] Fees, Approvals and Filings. Local law sometimes requires gov- 
ernmental approval of the borrower's performance under the financing agree- 
ments. These include exchange control approvals, which are discussed elsewhere 
in this chapter; registration with the agency responsible for regulating lenders; 
registration of loans; and so-called 'Hlien's landholding licenses" that are required 
if a foreign lender obtains any interest in local property, including a mort- 
gage. Failure to obtain these approvals may result in unenforceability of the 
collateral documents or voiding of the loan transaction. Also various fees 
may need to be paid in connection with loan transactions, such as filing fees 
and stamp duties. 

[5] Legal Expertise and Experience. The expertise and experience 
of local lawyers and judges are sometimes less developed than project sponsors 
and lenders are accustomed to in industrialized countries. This is not a reflec- 
tion on the abilities of these lawyers, but rather a reflection of a lack of sophis- 
ticated commercial transactions in these countries and a lack of experience 
with the type of issues in a dispute that arise in them. 

[6] General Business Law and Regulation. Besides laws relating to 
the collateral and the enforcement of liens, general laws applicable to busi- 
ness and the predictability of the business environment are not necessarily avail- 
able in all countries. The availability and substance of laws and regulations 
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concerning competition, intellectual property protection, and similar business 
protections should be examined and understood as part of the project devel- 
opment process. 

[7] Waiver of Sovereign Immunity. In agreements with the host 
country government and with entities controlled by the government, a waiver 
of sovereign immunity is required. Sovereign immunity precludes an allegedly 
wronged party from bringing a cause of action, valid as it may be, against a 
government unless the government consents. It is generally agreed that any 
agreement with a government should contain a waiver of the doctrine of sov- 
ereign immunity. Such a clause permits the non-governmental party to com- 
mence litigation before an independent body, and if wronged, to receive a 
judgment against a government. 

[S] Legal Cultures. A clash of legal cultures is not uncommon in 
project finance transactions. The interplay of investors and attorneys experi- 
enced in common law legal traditions, on the one hand, and their counterparts 
experienced in civil law traditions, on the other, can require a reconciliation of 
goals, expectations and risk allocation with the realities of a different legal 
climate for project development to proceed successfully.'7 

53.14 ILLIQUIDITY OF EQUITY INVESTMENT 

Equity investments in infrastructure projects are not necessarily as liquid as 
projects in other industries. This is particularly true in developing countries, 
where equity markets are only now emerging. Some governments impose equity 
sales restrictions on project sponsors, particularly in the early years of a proj- 
ect, to help ensure sponsor support, financial stability and management expe- 
rience for the project. Also, where governments want the ownership ultimately 
in local hands, equity transfers will be restricted until a sufficient local invest- 
ment base develops to purchase interests in the project. 

03.15 FREEZING OR BLOCKING ORDERS 

Freezing or blocking orders are designed to block currency exchange to pro- 
tect national interests or to maintain national defense. Examples are those 

'7 For an excellent overview of the challenges presented by differing legal cul- 
tures, and an examination of how those cultures are being reconciled in Latin America, 
see Frank C. Shaw, Reconciling Two Legal Cultures in Privatizafions and Large-Scale 
Capital Projects in Latin America, 30 LAW & POL'Y INT'L BUS. 147 (1999). 
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imposed against Iraq, Iran and Libya. This type of governmental action is not 
easily predictable, but could be damaging to a project. 

$3.16 EXPORT PROHIBITIONS 

Where a project exports all or part of its production to another country, lim- 
itations on the sale of that production could alter project feasibility. Consequently, 
the history of relations with the country or region to which the production is 
sold should be analyzed. In addition, a governmental commitment not to 
prohibit exports by the project could be helpful. However, during periods of 
war or national security emergency, governments have prohibited exports. 

93.17 PRICE CONTROLS AND REGULATION 

The risk that the government could impose price controls on the product 
produced at the project, or otherwise regulate the price of the product, is an 
important one. It is particularly important in the infrastructure area, where 
governments are more likely to consider price controls necessary to stabilize 
inflation or other economic problems. Energy prices, for example, have been 
used in developing countries to control inflation. 

To control this risk, the government's commitment to free market action 
should be gauged. If the prices of product output are subject to price regula- 
tion, such as through a tariff, the tariff should be well developed, and the 
procedure for changing the tariff well understood by the project developer. 

93.18 COMMERCIAL OR POLITICAGIT MAY BE BOTH 

It is always tempting in a book such as this to overclassify, and thereby over- 
simplify, descriptions of risks. Where a project involves the host government, 
or an entity controlled by the host government, distinctions between com- 
mercial risks and political risks are blurred. 

For example, in a privately owned electrical generation project in a devel- 
oping country, it is common for a state-owned utility to purchase all power 
produced at the project. If the state-owned utility defaults on its obligation to 
purchase the project output, it will be difficult, if not impossible, to deter- 
mine whether the default is politically motivated or not. 

The classification of the risk is of more than academic interest. If the 
reason for the default is political, such as where the government fails to per- 
form under a standby funding agreement designed to guarantee the utility's 
payment obligations, political risk insurance may cover the associated losses. 
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If, on the other hand, the default is based on a lack of funds due to misman- 
agement, the risk is a commercial one. As such, it is not likely to be covered 
by any insurance. 

Yet, the reason for the default could be partially political, and partially 
commercial. For example, the utility's payment breach could be based, in 
part, on a change in government tariff policy that reduced the revenues earned 
by the utility. But, that same breach could also be commercial in nature if the 
utility failed to respond to lower revenue expectations with labor cuts and other 
cost-savings measures. 
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54.01 INTRODUCTION TO COMMERCIAL RISKS 

Besides the transnational risks discussed in the preceding chapter, commercial 
risks also exist in a transnational project financing. These risks are not lim- 
ited to international projects, but rather exist in both domestic and interna- 
tional project financings. 

An exhaustive list of potential commercial risks would result in many 
pages of print, and would doubtless miss many risks individual to particular 
industries. A fully developed business acumen is unnecessary to understand 
that identification of many risks is dependent upon an understanding of the 
specific project, in the specific industry, at a specific site, and so forth. The fol- 
lowing discussion will assist both the novice and experienced project finan- 
cier with more than a serendipitous approach to risk identification. 

[I] Probabiiityof Risk Evolving Into a Project Problem. The poten- 
tial for a risk actually occurring is not small. Results of a published study that 
82% of projects financed encountered some form of trouble is perhaps the best 
argument for a risk identification approach to project financing coupled with 
a complete due diligence process. The study revealed the following problems 
and frequency of occurrence: construction cost overruns (71%), completion 
delays (59%), inaccurate cash flow projections (35%), market problems (one 
project), political risks (one project), and project inefficiencies (one project). 
Nine of the 17 projects (53%) in the study were described by the researcher 
as in "severe troub1e:'with two projects ending in bankruptcy and six incapable 
of generating sufficient cash to cover principal payments.' 

Grover R. Castle, Project Financing-Guidelines for the Commercial Banker, J.  
COM. BANK LENDING, Apr. 1975, at 16. 
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[2 ]  DueDiligence. Due diligence in a project financing is an impor- 
tant process for risk identification. It is an interdisciplinary process of legal, 
technical, environmental and financial specialties, designed to detect events 
that might result in total or partial project failure. Participants involved in this 
process, besides the project sponsors, are lawyers, engineering firms, fuels con- 
sultants, market consultants, insurance consultants, financial advisors, and 
environmental consultants. The level of due diligence undertaken involves con- 
siderations of time available, cost, and the type of project. 

[3] Feasibility Study in  Risk Identification. In many project financ- 
ings, project development has progressed beyond the feasibility study, which 
gives details about whether the project is financially viable, when lawyers are 
instructed to prepare necessary documentation. In some projects, however, 
lawyers participate in or critique the feasibility study. Typically, these internal 
studies consider the availability and cost of basic project requirements, such as 
the market for the product produced, raw material supply, site acquisition cost 
and suitability of the site, construction costs, operating costs and financing 
costs, all to determine whether projected cash flow from the operation of the 
project is sufficient to pay debt, operating expenses and an attractive invest- 
ment return. Lenders prepare independent feasibility studies to augment the 
study prepared by the project sponsor. 

The feasibility study is a useful mechanism for setting forth a descrip- 
tion of the project, the goals of the project sponsor, sensitivities of the project 
to various construction, start-up and operating risks, an analysis of financing 
alternatives and credit enhancement. It will include estimated capital needs, 
debt service capabilities, revenue projections from output sales, operating costs 
and market projections. Typically, variables such as fuel cost fluctuation, inter- 
est rates, currency exchange rates and others are examined in alternative sce- 
narios. The study enables the sponsor and lenders to analyze the potential of 
the project before any party unnecessarily commits resources when the proj- 
ect is not economically feasible. The resultant study must, of course, con- 
clude that the project will have sufficient viability to pay debt service, operations 
and maintenance costs, provide a return on equity, and if necessary, provide 
for contingencies. 

[4] Categories of Commercial Risk. There are nine categories of 
commercial reasons attributable to failed projects. Three causes for project fail- 
ure exist during the design engineering and construction phases of the proj- 
ect: a delay in the projected completion of the project and the resultant delay 
in the commencement of cash flow, an increase in capital needed to complete 
construction, and the insolvency or lack of experience of the contractor or a 
major supplier. The other six basic risks generally exist in the start-up and oper- 
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ating stages of a project: technology failure or obsolescence, changes in law, 
uninsured losses, shifts in availability or price of raw materials, shifts in demand 
or price of output, and negligence in project operation. The mere presence of 
these risks does not prohibit the financing of the project on a nonrecourse basis, 
however. As discussed in chapter 20, proper selection of credit enhancement 
and monitoring methods can combine to relieve these risks. 

04.02 CREDIT RISKS 

Allocation of risks to other parties in a project financing is only a useful exer- 
cise if the parties assigned the risk are creditworthy; that is, they must have the 
financial resources, both now and in the future, to perform the obligations - 
undertaken. In the project finance equation, the project company's lack of cred- 
itworthiness, therefore, is exchanged for the creditworthiness of the other proj- 
ect participants. 

Among the project participants that must be creditworthy, include: the 
project sponsors, to the extent they provide completion or support guarantees; 
the contractor, operator, and fuel supplier for performance of the construction 
contract, operating agreement and fuel supply contract, respectively, and the 
damages payable under each contract; the off-take purchasers and users of 
the project, which in many projects are the foundations of the project financ- 
ings; the host government, to the extent it undertakes financial support pur- 
suant to guarantees or support agreements; and insurance companies, reinsurers, 
title insurers, and payment and performance sureties, to perform their obli- 
gations under the insurance policies and bonds issued by them. 

$4.03 INCREASE IN CONSTRUCTION COSTS 

The risk that construction of the project will cost more than the funds avail- 
able from the construction loan, other debt sources and equity is perhaps the 
most important risk for the participants in a project financing. Construction 
costs exceed estimates for various reasons, including inaccurate engineering 
and plans, inflation and problems with project start-up.2 This cost overrun risk 
may result in increased debt service costs during construction, unavailability 
of sufficient funds to complete construction, and even if funded, in the inabil- 
ity of the project owner to pay increased interest and principal that results from 
the additional debt required to complete construction. 

Larry Wynant, Essential Elements ofProjectFinancing, HARV. BUS. REV., May-June 
1980, at 167 (site modification requirements caused an increase in construction costs 
of $200 million for project financing of a copper mining development). 
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Improvement of the cost overrun risk is possible even where the contrac- 
tor has not assumed that risk in a fixed-price turnkey contract. For example, in 
the case of a cost overrun, contractual undertakings can provide the infusion 
of additional equity by the project sponsor, other equity participants, or standby 
equity participants. Similarly, standby funding agreements for additional financ- 
ing, either from the construction lender or subordinated debt lent by project par- 
ticipants or third parties, can be used. Another alternative is the establishment 
of an escrow fund or contingency account under which the project sponsor estab- 
lishes a fund that is available to complete the project in case of a cost overrun. 

54.04 DELAY IN COMPLETION 

Likewise, a delay in project completion may result in an increase in project con- 
struction costs and a concomitant increase in debt service costs. The delay may 
also affect the scheduled flow of project revenues necessary to cover debt 
service and operations and maintenance expenses. In addition, a delay in proj- 
ect completion may result in damage payments payable under, or  termina- 
tion of, project contracts, such as fuel supply and output contracts. Probably 
no better example of the potential impact of a delay in construction on proj- 
ect revenues and expenses is the nuclear power plant experience.) 

Completion risks can be allocated or mitigated in the following ways: fixed 
price, firm completion date construction contracts; performance bonds; proj- 
ect sponsor completion guarantees; selection of proven technology with which 
the contractor and operator have experience; host government guarantees; 
funding of reserves to cover cost overruns and other completion costs; and out- 
put purchase agreements and input contracts that provide flexibility in proj- 
ect commencement. 

54.05 FORCE MAJEURE IN CONSTRUCTION CONTRACTS 

International projects are structured with, and negotiated among, many diverse 
parties, often from different countries. Sometimes, the underlying project con- 
tracts are negotiated by separate teams of negotiators and lawyers, resulting 
in uncoordinated force majeure provisions. This could result in a situation, for 
example, where the contractor is excused from its obligation to complete the 
project by a date certain, while the power contract does not give the project 
company similar relief. The result could be a terminated power contract. 
Even where the inconsistencies are not of such dramatic proportions, the effect 
on the project's schedule or economics may be significant. 

See Witten and Hecht, Whoops There Goes Washington: Is California Next?, 15 
Pac. L.J. 955 (1984). 

87 
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Inconsistent force majeure provisions can be cured with a so-called "res- 
urrection" clause, in which the contractor agrees with the project company that 
where force majeure inconsistencies exist between contracts, the contractor will 
not receive relief greater than the relief available to the project company under 
other relevant contracts. In the earlier example, the contractor could not 
have been excused from performance to the extent such excuse would have 
resulted in a project delay of such length that the power contract would be ter- 
minated. However, a less extensive delay would be permissible. 

In negotiating a force majeure provision for a construction contract, it is 
important to understand the local circumstances of contract performance. In 
short, the parties must understand what is uncontrollable in that location. 
For example, the nature of the construction trade in the United States allows 
contractors in a United States project to agree that a strike at the construc- 
tion site by the contractor's employees or subcontractors is not a force majeure. 
However, a contractor may be less likely to accept this risk when the contract 
is performed in a foreign jurisdiction. 

A similar problem arises with the unforeseeabilifyof other risks. The phrase 
"unforeseeable weather conditions," for example, may have a different defini- 
tion in a different country. Adverse weather conditions may be sufficiently pre- 
dictable and regular to result in the word unforeseeable being meaningless in 
some areas of the world, such as the Philippines. 

Different legal systems can create havoc on well-planned, matched force 
majeure provisions. As discussed in chapter 12, the choice of applicable law and 
the jurisdiction of disputes is a critical element in ensuring that the force majeure 
structure is respected and enforced. 

Despite this careful planning, complete elimination of the risk of incon- 
sistencies in force majeure provisions may not be possible. Rather than rely 
on contract provisions, project sponsors may need to seek alternate solu- 
tions, such as standby credit, dedication of reserve hnds,  employment of addi- 
tional labor, and the like. 

54.06 EXPERIENCE AND RESOURCES OF CONTRACTOR 

The experience, reputation and reliability of the contractor, subcontractors and 
suppliers for a project should ensure the timely completion of the project at 
the stated price. Similarly, the contractor, subcontractors and suppliers must pos- 
sess the financial resources necessary to support contractual provisions relating 
to liquidated damage payments, workmanship guarantees, indemnities, and self- 
insurance obligations. An important part of this analysis is the record of the con- 
tractor in completing projects on time and at required performance levels. 

The contractor must possess sufficient human and technical resources 
necessary to satisfy contractual requirements. The potential risk is that the con- 
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tractor or a major subcontractor or equipment supplier will be unable to 
perform a contractual obligation because of a low commitment to the indus- 
try, insufficient resources, or lack of knowledge or experience. 

In an international project, the contractor should be particularly adept 
at working with the local labor force. Local construction site managers, with 
local experience, are particularly beneficial in reducing the risk of local labor 
problems. 

54.07 BUILDING MATERIALS 

A project finance risk often overlooked in industrialized countries is the 
risk of unavailability of building materials necessary for project construc- 
tion. Although theoretically any material is available at the right price, the 
price and time necessary to manufacture or transport the material can affect 
project economics in a manner similar to cost overruns and delays. Of par- 
ticular concern is the impact of import and export laws when the project is 
either located abroad or where imported materials are contemplated for con- 
struction. Local law should not be overlooked regarding the availability of 
construction materials. 

$4.08 FACILITY SITE 

Pre-existing conditions on the project site can affect both construction and 
long-term operations, especially if the site has hazardous waste problems. 
Examples of site condition problems that can affect the project price, con- 
struction schedule, and operations include, geological formations, ongoing 
mining and other underground site conditions that affect the cost or sched- 
ule for construction. 

54.09 TECHNOLOGY 

Project finance participants cannot ignore new technologies since new tech- 
nologies can result in profitable project financings. Nevertheless, without credit 
enhancement to cover the risk that the new technology will not perform as 
expected, project financings do not often involve new technologies since unproven 
technologies are not sufficiently predictable and therefore form an unstable 
basis for a project financing. An example of this risk is exemplified by the early 
technology difficulties in solid waste resource recovery projects. New tech- 
nology, however, can be used in a project financing provided the obligation 
to repay project debt is supported by a guarantee of technological performance 
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from the creditworthy participant that owns or licenses the technology, such 
as the equipment supplier or contractor. 

In general, technology used in a project financing must have a good record 
of performance; the contractor must have experience with the technology; 
technology guarantees must be adequate to support the underlying debt; 
and maintenance and overhauls must be cost-effective. Also, the technology 
must be able to satisfy the performance requirements for the project, in avail- 
ability and efficiency. 

Often, the only operating and performance data available for a new tech- 
nology is from a small test facility. While the data from such a facility is instruc- 
tive on technology performance, it is not always conclusive, particularly where 
the ultimate project constructed is planned to be much larger in size. 

Technology risk is also present in circumstances where the technology is 
of such a proprietary nature that it is unmarketable, nontransferable or  oth- 
erwise inflexible in a foreclosure proceeding. In such circumstances, the proj- 
ect lender is unable to continue project operation after a foreclosure, and must 
choose whether to sell the project at a distressed price or sell it to the tech- 
nology owner. 

The technology risk can be covered by completion guarantees and other 
credit enhancement. These are discussed in chapter 20. 

54.10 CONSTRUCTION OF RELATED FACILITIES 

International projects, particularly in developing countries, often require the 
simultaneous construction of facilities related to the project. Large gas pipelines, 
docks, railways, manufacturing facilities and electrical interconnection and 
transportation facilities may be required. Each of the related facilities will affect 
the success of the underlying project and each must therefore be examined to 
determine the risks involved. Construction synchronization is perhaps the most 
important initial concern to the sponsors of the underlying project. 

Of equal concern is compatibility of systems. For example, rail beds, roads 
and docks must be adequately designed to conform with the requirements of 
the project. Even existing infrastructure must be examined to determine whether 
the existing facilities can satisfy project requirements. 

Although an engineering firm or project sponsor personnel can initially 
certify that existing and planned facility design will satisfy the requirements 
for the project, changes may occur. The project sponsor may want to con- 
tract with the developers of the related facility, or the government, to ensure 
that existing and planned facilities will not be modified to a less desirable 
standard. 
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$4.11 SHORTFALLS IN MINERAL. RESERVES 

For minerals projects, sponsors and lenders receive exploration surveys that 
estimate the amount of production that can be expected from project opera- 
tions. If the actual production is significantly less than the survey projec- 
tions, less revenue will be available to service the debt. 

54.12 RAW MATERIAL SUPPLY AND UTILITIES 

Similar to the role of building material supply dependability in production of 
revenue, the project must be assured of a supply of raw materials and utilities 
at a cost within the acceptable ranges of financial projections. The formality of 
the commitments for the supply depends on the availability of the materials in 
the project area. For example, a supply of wood chips necessary for a waste 
wood burning energy project in the Pacific Northwest may be sufficiently assured 
that no need exists to contract for a 100 percent supply.Yet, under various sce- 
narios, such as the limitation of forest processing because of economic con- 
ditions in the lumber industry, alternate sources may be needed. In addition, 
costs of import or export fees, transportation charges, storage costs, stability 
of product, monopolies, and finance costs, all are potential risks in determin- 
ing whether an adequate supply exists. 

In many projects, long-term requirements contracts are developed to pro- 
vide the necessary raw material supply at a predictable price to reduce this risk. 
Less frequent are supply-or-pay contracts, in which a supplier is dependent on 
some aspect of the project and agrees to either provide the needed raw mate- 
rial or pay a fee to the project. With both contracts, however, the credit of the 
supplier must be sufficient to ensure performance of the contract. 

54.13 CREDITWORTHINESS OF OFF-TAKE PURCHASER 

In nonrecourse and limited recourse project financings, lenders base credit 
appraisals on the projected revenues from the operation of the facility. Because 
the ability of the project sponsor to produce revenue from project operation is 
the foundation of a project financing, the contracts constitute the framework 
for project viability and control the allocation of risks. Revenue-producing con- 
tracts, such as off-take agreements, are critical. 

The off-take purchaser must be creditworthy; that is, it must have suffi- 
cient cash to pay its bills, as proven by past, present and expected future finan- 
cial performance. To the extent this is not present, credit enhancement, such 
as a guarantee by a creditworthy central government or multilateral support, 
is needed. 
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In determining creditworthiness of the off-take purchaser, many factors 
are considered. These include the off-take purchaser's industry ranking; line of 
business and product lines; sensitivity to price fluctuations; and overall busi- 
ness practices and reputation. 

An alternative to credit enhancement is replacement of the off-take pur- 
chaser with another off-take purchaser, who in turn must be creditworthy. In 
remote locations, however, this might not be possible. 

94.14 MARKET FOR PRODUCT OR SERVICE 

Once produced, of course, the project needs to generate revenue from sales of 
the product or service. Market risk comes in two forms: price and access to pur- 
chasers for sale of the project's output. 

Although market studies are performed to estimate the market for the 
project's output, a crystal ball is sometimes just as helpful unless conservative 
assumptions are made. These studies include price and market projections. 
Market forces, over which the project sponsors have little practical control, 
can undermine the need for the project's output. These include competition 
from similar projects; tariffs and trade barriers; market access; obsolescence 
of technology or production processes; emergence of new technologies and 
processes; and, in government subsidized markets, a willingness of the pop- 
ulace to pay increased, non-subsidized rates at the level necessary to support 
a project financing. 

Many project financings are based on long-term, take-and-pay con- 
tracts, in which one or more purchasers agree to accept the production of the 
project at a firm or predictable price. (Similarly, throughput contracts are used 
in pipeline projects and tolling agreements4 are used in processing plant proj- 
ects.) Thus, provided the credit of the purchaser is adequate, a market exists 
for the product and the cash flow to the project is assured if the project oper- 
ates. Yet, product risk does not disappear simply because a long term take-and- 
pay contract is executed. Market competition from other producers of the same 
or similar products or services, new technologies, obsolescence, changing 
demand, increased operating costs, increased production costs, changes in 

4 An example is a tolling ylant. A tolling plant can be structured with a tolling 
agreement between a fuel supplier and the project. The fuel supplier has the contrac- 
tual right to decide when to sell fuel, when to produce power, or when to allow the plant 
to remain idle. Generally, the fuel supplier pays the project a capacity payment, and 
receives a power price netback from the project. 

In another tolling plant structure, it is the power customer who decides when 
to use fuel, generation quantity and what market price it will accept. The power 
customer pays the capacity charge, together with a pass-through of fuel costs and a 
fee for generation. 
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the needs of the purchaser, and other events can combine to render the con- 
tract less valuable to the project or to the purchaser. 

Even where there exists only one potential user of a project's output, such 
as an electric utility that purchases the output of an electrical generation proj- 
ect, the market risk exists. Typically, the utility will enter into a long-term 
power purchase agreement. Under that agreement, the utility agrees to pur- 
chase the electrical output of the project at an agreed price, thereby creating 
the market for the output.Yet, events can develop that interfere with the mar- 
ket for power. 

In emerging markets, demand projections are particularly difficult to make. 
In these economies, demand for natural resources, energy production, and other 
types of project output, as well as need for infrastructure projects, are directly 
dependent on the overall growth in these markets. Yet, the ability of these mar- 
kets to grow and create demand for a project's output is dependent upon the 
development of increased wage and business earnings. Still, this increased earn- 
ing power is often dependent on the project being built. Increased, reliable elec- 
tricity production, for example, enables the development of new and more 
efficient factories, which in turn increases jobs and wages, which in turn allows 
the population to pay for power. 

Historically, in developing countries, electricity is subsidized by the gov- 
ernment. That is, consumers, and sometimes businesses, pay less for power than 
it costs to produce. This adds a new dimension to the problem of determin- 
ing demand for an energy project's output. If the electricity was previously sub- 
sidized, the consumer expects that subsidy to continue, and may be unable or 
unwilling to pay the increased rate for power necessary to support the proj- 
ect. This adds another dimension to the demand study-at what price can 
the project output be sold if it previously was free or subsidized. 

54.15 SHORTFALLS IN ANTICIPATED CAPACITY, OUTPUT AND 
EFFICIENCY 

Failure of the project to perform as expected is a risk for project participants. 
Performance areas include capacity, output and efficiency. Failures in any of 
these areas might result in decreased revenues, increased operating costs and 
even termination of project agreements. 

94.16 OPERATOR EXPERIENCE 

The operation of the facility in an efficient, reliable manner is essential to the 
long-term success of the project. No matter how well designed the project or 
how well constructed, the project will work only as well as the operator per- 
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forms. This is particularly true in projects employing new technology, and in 
a project where fuels management is important. 

The entity operating the project, typically pursuant to a long-term oper- 
ating agreement, must possess sufficient experience to operate the project at 
the levels necessary to generate cash flow at projected levels. Similarly, the oper- 
ator must possess the financial ability to support operating guarantees and 
other obligations under the operating agreement. 

54.17 GENERAL OPERATING EXPENSES 

Operating expenses greater than estimates is another risk to the project. 
These inaccuracies arise from errors in design engineering, excessive equip- 
ment replacement, unscheduled maintenance, incorrect assumptions about the 
amount of spare parts inventory needed, failure to design equipment redun- 
dancies, poor productivity of labor, incorrect assumptions concerning the labor 
force required to operate, and other operating problems. 

54.18 SPONSOR COMMITMENT 

The project sponsor must possess the requisite commitment to a project to 
manage it through construction and start-up. Commitment is typically meas- 
ured by how much equity project sponsors invest in the project. Generally, 
the higher the equity, the more committed the project sponsor is to its success. 
Also, technical and financial resources available to the project are important 
indicators of a sponsor's commitment. 

54.19 MANAGEMENT EXPERIENCE 

Similarly, the project sponsor must have the requisite experience to manage the 
project in areas other than actual project operation. Day-to-day decisions about 
the project are essential to the success or failure of the project, including the 
repayment of project debt. Thus, the personnel, resources and experience of 
management must be sufficient to address those tasks. 

54.20 PERMITS AND LICENSES 

The risk that a project does not have, or  might not obtain, permits necessary 
for the construction or operation of the project are, of course, a significant con- 
cern to all project participants. Generally, permits for the project must be obtain- 
able, without unreasonable delay or expense. At the time of construction funding 
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for a project financing, permits are classifiable in three categories: permits 
already obtained and in full force and effect, which are not subject to appeal, 
further proceedings, or to any unsatisfied condition that may result in a mate- 
rial modification or  revocation; permits that are routinely granted on appli- 
cation and that would not normally be obtained before construction; and 
permits other than those in full force and effect and those routinely granted 
on application. The last category of permits is, of course, the relevant con- 
cern for project participants. The application and approval process for the 
last category must be carefully examined to determine the likelihood of issuance, 
the cost associated with possible conditions attached to permit approval, and 
similar issues. 

Necessary permits vary depending on the site, technology, process, and a 
host of other variables. In any particular financing, the various governmental 
agencies with jurisdiction can range from the local level to the central gov- 
ernment level. The processes of determining which permits are required is typ- 
ically a role of the project sponsor working with the contractor and operator. 

94.21 POLITICAL ENVIRONMENT 

If the project is located abroad, the political climate of the host country must 
be analyzed carefully to discover the sentiments about foreign investments in 
the host country. The risk of, and the consequences resultant from, a change 
in the political environment where a project is located is best exemplified by 
the experience of project finance lenders in India. The risk of expropriation by 
developing countries is obvious. Less obvious is the negative effect on project 
economics of indirect governmental action in the form of tax increases or 
demands for equity participation. 

54.22 INTEREST RATE 

Where interest rates vary over the term of the financing, the risk of unrealis- 
tic interest rate projections can affect the ability of the project revenues to serv- 
ice debt. The interest rate projections are typically a component of the feasibility 
study, which must show that the project economics can adapt to interest rate 
variations. If not, interest rate hedging must be obtained, such as interest rate 
swaps, caps and collars for a significant portion of the debt. 

54.23 FORCE MAJEURE 

"Force majeure" is the term used generally to refer to an event beyond the con- 
trol of a party claiming that the event has occurred, including acts of nature, 
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fire, flood, earthquakes, war, and strikes. Acts of nature (sometimes called "acts 
of God" in Western culture), a subset of force majeure events, are events 
occasioned exclusively by nature, without human interference. The party 
who will bear the risk is always a subject of negotiation, and often rests with 
the party best able to manage (by, for example, obtaining insurance) each 
particular force majeure risk. 

Whether a force majeure is found to have occurred depends upon the per- 
spective of the parties. As between a project company and an off-take purchaser, 
an expropriatory act by the host government may be a force majeure, because 
it is beyond their control. As between the government and the project com- 
pany, however, the act is not a force majeure (the act is within the host gov- 
ernment's control), although it might be a breach of a governmental obligation 
to the project company. 

A force majeure event typically excuses performance obligations, includ- 
ing payment of damages, by the parties to a contract. Generally, there is an obli- 
gation to attempt to resolve the effects of the force majeure as soon as possible, 
so that contract performance can resume. 

$4.24 ECONOMIC PROJECTION AND FEASIBILITY REPORT 
INACCURACY 

The risk that economic projections and feasibility reports are inaccurate relates 
to each risk discussed in this section. An inaccuracy in the appraisal of equip- 
ment, for example, relates to the amount of insurance coverage necessary, 
which in turn relates to ability to operate the project and achieve projected 
cash flows. 

Project lenders typically select a competent, experienced engineering firm 
to review the technical and financial aspects of the project, and the other 
risks described in this book. For an unbiased review, the project lender insists 
on the independence of the firm from the project sponsors. Experience in advis- 
ing lenders, and experience in projects of similar type, size and location of 
the one proposed, are also important to the lender. 

54.25 ENVIRONMENTAL 

Environmental protections through governmental laws and regulations can 
impose significant liability risks on a project. Risks include governmental fines 
and penalties, and liabilities to third parties injured by environmental prob- 
lems created by a project. Also, cleanup costs and treatment costs can be expen- 
sive. Apart from financial risks, permit conditions, if violated, can result in 
permit revocation. 
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Changes in environmental laws can result in additional capital costs 
necessary to retrofit existing facilities for environmental protection. Also, envi- 
ronmental equipment can increase operating costs and operator fees. 

$4.26 CONTRACT MISMATCH 

Project finance participants sometimes consider a project finance transaction 
as a giant jigsaw puzzle, put together in the dark. The number of contracts 
makes it difficult to ensure that all the pieces fit. 

Each contract in a project financing must fit together. For example, the 
loan document payment dates must match the date range in which project rev- 
enues will be received. Also, the commencement of fuel supply deliveries under 
the fuel contract must match the commencement date of the other operating 
agreements. Minor mismatches are not fatal to project financing. 

A contract provision that is often the focus of a mismatch is the force 
majeure provision. Conflicting or inconsistent force majeure provisions could 
result in the project company providing relief to another participant under one 
contract, but not receiving a corollary relief under a related contract. For exam- 
ple, conflicting force majeure provisions in a construction contract and an out- 
put sales agreement might result in relief to the contractor for a performance 
deadline under the construction contract, but not give the project company 
relief from an obligation to deliver project output by a date certain under the 
output sales agreement. 

To safeguard completely against this risk, identical force majeure provi- 
sions can be used in each project contract. If that is not practical, the contracting 
parties could agree that no force majeure relief is available unless relief is 
provided to the project company under contracts to which it is a party. 

54.27 CONTRACT RISKS GENERALLY 

In the final analysis, project financings are dependent on contracts. As such, they 
are governed by contract law. Contracts must be carefully reviewed to determine 
whether the contract terms negotiated by the parties are enforceable. For exam- 
ple, a commitment of one party to prepay the project debt if it breaches a con- 
tract may not be enforceable as liquidated damages. If the parties desire that a 
particular cont~act be performed by a particular party, the laws of specificper- 
fomance must be examined to determine whether that can be enforced. 

54.28 COMMERCIAL RISK MITIGATION 

As discussed in chapter two, project finance risks are, generally, allocated to the 
project participant best able to manage those risks. The device used to allo- 
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cate the risk is generally called a risk mitigation instrument, tool or technique. 
The types of risk mitigation tools used in a project financing transaction are 
best discussed in the context of risk periods: construction and operation. 

[l] Construction Period RiskMitigation. During the construction 
period, four general risk mitigation tools are used: contractual undertakings; 
contingency reserve accounts; equity and other funding commitments; and 
insurance. The scope of each of these varies with the extent of the perceived 
risk. 

Contractual Undertakings. Contractual arrangements, including guar- 
antees, are common risk mitigation instruments used during the construc- 
tion period of a project. Contracts provide a variety of risk allocation alternatives, 
and provide a full spectrum of mitigation alternatives. 

In a project finance construction contract, for example, construction risks 
are allocated between the project company and the contractor. A common risk 
allocation is that the contractor is responsible for the timely completion of 
project construction, for a fixed price, which operates at negotiated levels of 
performance or quality. 

Failure to achieve those contractual obligations typically results in an obli- 
gation by the contractor to compensate the project company for the damages 
it suffers because of the late completion or unsatisfactory performance. This 
obligation is in the form of a liquidated damage provision. 

Liquidated damages are of two general types: delay liquidated damages 
and buy-down liquidated damages. Delay liquidated damages, due for late proj- 
ect completion, compensate the project company for additional interest dur- 
ing construction that results from the contractor's failure to satisfy the completion 
schedule agreed to in the construction contract. 

Buy-down (also called performance) liquidated damages compensate 
the project company for decreased revenue and increased operating costs asso- 
ciated with the failure of the contractor to meet the agreed-upon perform- 
ance criteria. These are often used to prepay the project company's debt to offset 
the expected decline in project output (and the associated cash flow) due to 
the failure to satisfy those standards. Typically, the amount of the buy-down 
is designed to prepay an amount of debt sufficient to maintain the debt serv- 
ice coverage ratio that would have otherwise been achieved. 

Because of the potential magnitude of liquidated damage payments, the 
total exposure under the contract is usually limited. The limitation is deter- 
mined by the market for construction services, taking into account the tech- 
nological challenges of the project. A damage cap of between 10 and 30 percent 
of the total construction contract price is not atypical. 

The creditworthiness of the contractor determines the strength of con- 
tractual undertakings as a risk mitigation instrument. If the contractor is not 
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financially strong, it is less likely that it will pay the liquidated damages when 
due. Consequently, project lenders sometimes require that these financial under- 
takings be supported by a payment guarantee from a creditworthy entity or  a 
performance bond or other surety instrument. 

Another form of contractual undertaking is the construction contract 
retainage account. This account is funded with five to 10 percent of each con- 
struction payment amount due the contractor; that percentage is withheld from 
the contractor's progress payments. If the contractor performs under the 
construction contract as required by its terms, the amounts are paid, typi- 
cally at final project completion. If not, amounts retained can be used by the 
project company to  complete the construction work and apply to damage pay- 
ments owed by the contractor. 

Contingency Reserve Funds and Equity and Other Funding Commitments. 
A risk mitigation structuring tool used to mitigate the cost overrun risk is the 
construction budget contingency reserve fund. This fund is a line item in the 
construction budget, supported with loan o r  equity commitments, to  pay 
cost overruns during the construction period. Such a contingency can also be 
supported by subordinated debt commitments and letters of credit provided 
by project sponsors. 

Insurance. A common risk mitigation instrument is insurance. During 
construction, construction all-risk insurance is obtained to protect the project 
construction against property damage. 

[ 2 ]  Operation Period Risk Mitigation. 

Contractual Undertakings. Material, workmanship and equipment guar- 
antees are important risk mitigation instruments during a project's post-con- 
struction phase. These are typically time-limited to periods of one or  two years. 

Contractual Arrangements. Contractual arrangements to manage risks 
are the most common risk mitigation tool used during the project's opera- 
tion phase. Take-or-pay, take-and-pay put-or-pay, and pass-through structures 
are used to assure revenue streams to the project company. Each of these is dis- 
cussed in chapter 20. 

Contingency Reserve Funds. During the operations phase, contingency 
reserve accounts can be used to mitigate the risk that insufficient revenue will 
be available to pay operating costs, planned and extraordinary equipment over- 
hauls and debt service. These can take the form of operating cost reserve accounts, 
overhaul reserve accounts and debt service reserve accounts, respectively. Loan 
proceeds or  project operating revenue are the typical funding sources for these 
accounts. They can also be unfunded, provided backup credit support exists to 
provide the funds if needed, such as through a letter of credit. 
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Cash Traps. Because of the benefits of a nonrecourse debt structure, 
project companies are typically structured as stand alone entities, with no assets 
other than the project. Consequently, profits are distributed to project spon- 
sors on a regular basis. Project sponsors usually want these distributions made 
more frequently than project lenders permit. 

The cash trap is a risk mitigation technique that is sometimes used to bal- 
ance the competing concerns of owner and lender. Under this technique, prof- 
its can be distributed to project sponsors as long as a negotiated debt service 
coverage test is satisfied or other conditions are met. If not, all excess cash, 
not needed for project operation or debt service, is held (trapped) in a collat- 
eral account. The funds on deposit in this account can be applied by the proj- 
ect lender for debt service, and ultimately debt prepayment if project difficulties 
are not resolved. 

Insurance. Insurance is also used as a risk mitigation tool during the 
operations phase. Casualty and liability policies, in addition to loss of rev- 
enue from machinery breakdowns, are common forms. 
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$5.01 PROJECT SPONSOR 

The project sponsor is the entity, or group of entities, interested in the devel- 
opment of the project and which will benefit, economically or otherwise, from 
the overall development, construction and operation of the project. It is some- 
times called the developer. The project sponsor can be one company, or a group 
of companies. 

95.02 PROJECT COMPANY 

The project company is the entity that will own, develop, construct, operate and 
maintain the project. The precise nature of organization for this entity is depend- 
ent upon a myriad of factors. 

Of foremost concern is the local law of the country in which the project 
is based. The local law must be examined to determine such things as whether 
a form of organization is prescribed; whether a foreign entity can do business 
in the host country; whether a foreign entity can own real property in the 
host country; the extent to which liability limitations, such as is enjoyed by a 
corporation or limited liability partnership, is permissible; requirements for 
local investor participation in the entity organized in the host country; and 
similar concerns. 

Other factors also influence the selection of the form of organization for 
the project company. These include tax laws in the host country; tax treaties; 
and foreign exchange rules of the host country. 

95.03 BORROWING ENTITY 

The borrowing entity in a project financing is most often the same as the 
project company. However, in some transactions, another or multiple borrowers 
are used. 

For example, in a project financing of a mine, each of the mine owner, the 
operator and the major off-take purchaser might form a joint venture to develop 
the project. Each could enter into borrowing transactions to fund their own 
individual commitment to the project, while the joint venture itself would have 
no project debt. 

95.04 COMMERCIAL LENDER 

Commercial lenders, including banks, insurance companies, credit corporations 
and other lenders, provide debt financing for projects. These institutions might 
be based in the host country or in another country. 
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Sometimes, the lenders are strategically selected from a range of countries. 
The purpose of this syndicate diversity is to discourage the host country gov- 
ernment from expropriatory acts or other discriminatory action. If the host 
government elected to do so, it could thereby endanger economic relations with 
the home country of each lender. 

Lenders in the host country are also sometimes included in the lending 
group for the purpose of restraining the host government from expropria- 
tory acts or other discriminatory action. Also, in countries that limit a for- 
eign entity's right to take a security interest in project assets, selection of a local 
bank to receive the security interest for all lenders could be important. 

The lenders might provide different types of debt to the project. For exam- 
ple, some lenders could provide debt with a right of payment senior in prior- 
ity to other, subordinated lenders. Also, some lenders might provide a tranche 
of debt with specific interest rates, amortization and terms different from the 
tranche provided by other lenders. 

[ I ]  Arranging Bank. The amount of debt required in many large 
project financings requires that several lenders join to provide the debt facil- 
ity. The lenders act together because any one lender individually does not have 
the capacity to provide the entire project loan, or because it wants to limit its 
risk exposure in the financing. The resulting group of lenders is often called a 
syndicate, while the lead bank that arranges this type of cooperation is called 
the arranging bank. 

[2 ]  Managing Bank. The managing bank is typically a title assigned 
to one or more banks in a syndicate to reflect the status of the bank as one of 
the major syndicate members. It is primarily a title for marketing purposes, 
and does not usually signify that the bank has accepted any increased respon- 
sibilities or duties to the borrower or to the other syndicate members. 

[3] Agent Bank. By contrast, the agent bank is a role with responsi- 
bilities. It is the bank responsible for administration of the credit and the col- 
lateral. It coordinates loan draw downs, monitors covenant compliance by the 
borrower, issues and receives notices to and from the borrower and is a clear- 
inghouse for information. It polls the bank group members in situations where 
a vote is required, such as whether to declare a default or approve amendments 
to the credit documentation, and communicates decisions to the borrower. 

[4] Engineering Bank The engineering bank is responsible for com- 
pliance with technical performance covenants and progress. It coordinates with 
technical consultants and project engineers, and reports this information to 
the bank group. 
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[S] Security Agent. The security agent, or collateral agent as it is some- 
times called, is responsible for holding security interests as agent for the proj- 
ect lenders. It also monitors lien filings and other steps necessary to protect the 
security interests of the lenders. In some transactions, this role is fulfilled by 
the agent bank. 

(55.05 BONDHOLDERS 

Another source of debt in international project financings is from bondhold- 
ers, who purchase project debt in the form of bonds. The bondholders are rep- 
resented by a bond trustee, a financial institution that acts as the representative 
for the bondholders in managing the debt transaction. This financing struc- 
ture, of increasing importance in international project finance, is discussed in 
chapter 21. 

(55.06 INTERNATIONAL (MULTILATERAL) AGENCIES 

The World Bank, the International Finance Corporation, regional develop- 
ment banks and other international agencies provide significant credit sup- 
port for projects financed in developing countries. These agencies are discussed 
in chapter 21. 

(55.07 BILATERAL AGENCIES 

Unlike multilateral agencies, bilateral agencies are designed to promote trade 
or other interests of an organizing country. They are generally nationalistic 
in purpose and nationalistic and political in operation. Funding for bilateral 
agencies generally comes from their organizing governments. 

Bilateral agencies are generally of two types: developmental agencies and 
export-import financing agencies. Developmental agencies are designed to pro- 
vide grants or  concessional financing to promote economic and political 
goals of the organizing government in developing nations. An example in the 
United States is the U.S. Agency for International Development (USAID). 

The most common type of bilateral agency is an export-import bank. 
There are many sources of financing available from governments for export- 
ing goods and services. Government-supported export financing includes pre- 
export working capital, short-term export receivables financing and long-term 
financing. These are discussed in chapter 21. 
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$5.08 RATING AGENCY 

Where projects are financed through access to public debt markets, rating 
agencies are consulted to provide credit ratings for the underlying debt. These 
agencies are typically involved a t  very early stages of project development 
so that credit concerns can be addressed and structured in an efficient, timely 
manner. 

$5.09 SUPPLIER 

The supplier provides raw materials, fuel or other inputs to the project. Because 
of the importance of inputs to the project, the project sponsors and lenders are 
concerned with the underlying economic feasibility of supply arrangements, 
the economic terms of the contracts and the ability of the suppliers to perform 
the contracts. 

55.10 OUTPUT PURCHASER 

The output purchaser is the purchaser of all or some of the product or  service 
produced at the project. In most nonrecourse and limited recourse project 
financings, the off-take purchaser provides the credit support for the under- 
lying financing. 

The output purchaser's financial commitment to the project depends upon 
how much interest it has in a long-term supply that is priced based on the pro- 
ject's cost rather than market forces. This interest also determines to what extent 
the output purchaser will be willing to provide credit enhancement, such as 
guarantees, to assist in the financing process. 

$5.11 CONTRACTOR 

The contractoris the entity responsible for construction of the project, to the extent 
construction of a facility is a part of the overall project.' It bears the primaryrespon- 
sibility in most projects for the containment of construction-period costs. 

1 See generally, Daniel Chao &Michael Selvin, Project Development and Finance: 
The Evolving Role of the Engineering/Construction Contractor, In PROTECT FINANCEYEAR- 
BOOK 1994/5 1 (Adrian Hornbook ed. 1994). 
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$5.12 OPERATOR 

The operator is the entity responsible for the operation, maintenance and repair 
of the project. In some projects, this role is filled by one of the owners of the 
project company. In others, the operator role is undertaken by a third party 
under an operating agreement. 

$5.13 FINANCIAL ADVISOR 

The financial advisor is retained by the project sponsor to provide financial 
advisory services to the sponsor. These services include preparing the infor- 
mation memorandum. The information memorandum includes a detailed sum- 
mary of project technical and economic feasibility; the proposed financing 
structure and proposed terms; a description of the experience of partici- 
pants; a summary of the underlying project risks; and a description of each 
of the project contracts and credit support. The financial advisor also provides 
advice to the project sponsor on the host country, currency concerns, struc- 
turing the transaction, and possible debt sources. Many commercial banks pro- 
vide financial advisory services. 

$5.14 TECHNICAL CONSULTANTS 

Technical experts, such as fuel consultants, insurance consultants, engineers and 
environmental consultants, are retained to advise the project sponsor and lenders 
on highly technical matters, about which the sponsor and lenders have lim- 
ited knowledge, or that they want to confirm. In many financings, these con- 
sultants will each prepare reports, such as feasibility reports, for the project . - 

sponsor and lenders. During the project, these experts might be retained b i the  
sponsor or lenders to confirm project progress and to analyze the technical 
aspects of disputes. 

$5.15 PROJECT FINANCE LAWYERS 

Project finance lawyers represent clients by combining experience with nonre- 
course and limited recourse financial structures, experience with the under- 
lying industry and knowledge of project contracts, debt and equity documents, 
credit enhancement and international transactions. These lawyers provide spe- 
cialized assistance to project sponsors, host governments, lenders, investors, 
and the other project participants in risk identification and risk mitigation 
techniques. 
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Project finance lawyers provide advice on all aspects of a project, includ- 
ing laws and regulations; permits; organization of project entities; negotiat- 
ing and drafting of project construction, operation, sale and supply contracts, 
negotiating and drafting of debt and equity documents; bankruptcy; tax; and 
similar matters. Opinions on various legal matters are issued by these lawyers 
in connection with the financial closing process. 

95.16 LOCAL LAWYERS 

Local lawyers in the host country of the project are typically needed by all 
participants. These lawyers assist in local legal and political matters, which 
are often coordinated by the project finance lawyers. Local lawyers also issue 
opinions on various local legal matters in connection with the financial clos- 
ing process. 

55.17 HOST GOVERNMENT 

The host government is the government of the country in which the project is 
located.2 As such, the host government is typically involved as an issuer of per- 
mits, licenses, authorizations and concessions. It also might grant foreign 
exchange availability projections and tax concessions. In some transactions, it 
is the b ~ r r o w e r . ~  

The host government can be the owner of the project, whether majority 
or minority, or can become the owner of the project at the end of a specified 
period, such as in a build-own-transfer (BOT) structure. It might also be involved 
as an off-take purchaser or as a supplier of raw materials or fuel. 

Where infrastructure or other development is necessary in support of a 
project, such as roads, railways and ports, host government involvement can 
significantly reduce project costs. Yet, such governmental responsibility and 
participation may be detrimental, as well. 

For example, if the project is dependent on new infrastructure for success, 
both must be completed on a coordinated schedule. Ideally, the project com- 
pany will be intensely involved in all aspects of the new construction, includ- 
ing the schedule. Yet, the host government will want control over the construction 

2 For a discussion on contracts between a state and a foreign company, see Jean- 
Flavien Lalive, Contracts Between a State or State Agency and a Foreign Company, 13 
INT'L & COMP. L.Q. 503 (1962); Frederick A. Mann, State Contracts and Znternational 
Arbitration, 42 BRIT. Y.B. INT'L L. 1 (1967). 

See J .  SPEED CARROLL, Legal Aspects of Project Finance: The Borrower's View, in 
SOVEREIGN BORROWER%GUIDELINES ON LEGAL NEGOTIATIONS WITH COMMERCIAL LENDERS 

(Lars KalderCn & Qamar S. Siddiqi eds. 1985). 
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and ultimate operation of the infrastructure since it is paying for it. If the 
risk of cost overruns is on the government, it will want to reduce its financial - 
risks by managing the construction process. These competing perspectives need 
to be resolved in a mutually acceptable way to ensure project success. 

The host government's ability to benefit from the project varies with its 
economic stability, natural resources, tax base and other factors. In general, it 
may have any or all of the following objectives in cooperating in a project's 
development: quick and efficient development of needed infrastructure pro- 
vided by the project; economic development; in developing countries, satisfy- 
ing multilateral institutions of its development success and economic growth; 
proper, safe and efficient operation; minimizing use of its own funds or credit 
for economic growth; obtaining project ownership after private participants 
receive an agreed equity return; taking control of the project if it is inefficiently 
operated or otherwise fails; and providing regulatory stability for a project, 
while limiting restrictions on its ability to enact new laws and promulgate new - - 
rules affecting the business sector in which the project operates. 

Whether the host government benefits from a project depends upon the 
allocation of risks between itself and the other project participants. As the 
discussion in chapter 3 illustrates, the risks associated with infrastructure proj- 
ects in a developing country often necessitates some form of host govern- 
ment support, through a governmental guarantee or some other type of credit 
enhancement. Yet, governmental guarantees can undermine the benefits of pri- 
vate sector involvement (privatization). These guarantees can impose signifi- 
cant costs on the host country's taxpayers, and further erode the country's 
financial health. 

Also, if the host government undertakes responsibility for the wrong risks, 
the project sponsors may lack sufficient incentives for efficient project opera- 
tion. For example, a host government guarantee of demand for a project's use 
or output can remove an important market incentive: the project sponsor's 
incentive to develop only those projects that are strong financially. Also, the 
risk structure of a project can allocate too much risk to the host country, 
leaving the project company with insufficient financial responsibility for tak- 
ing excessive risks. 

The host country can, of course, endeavor to decrease the amount of credit 
support it must provide a project by undertaking a program of risk reduction. 
For example, if a host government is successful in maintaining stable macro- 
economic policies, it is less likely that project sponsors will require exchange 
rate guarantees or assurances of currency convertibility or transferability. 
Similarly, a predictable regulatory framework, coupled with regulatory agen- 
cies that are reasonably independent from the political process, and an inde- 
pendent judicial system for dispute resolution, can combine to reduce the need 
for governmental guarantees. Finally, host governments that allow dispute res- 
olution in international arbitration can allay fears of discrimination by the local 
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courts, and reduce the need for government-provided credit enhancement. 
Developed countries do not typically need to provide governmental guar- 

antees for projects, because the economic and political risks are satisfactory 
to project sponsors and lenders. This is not a benefit reserved only for devel- 
oped countries however. Some developing countries, such as Argentina, in its 
power industry, and Chile, in its telecommunications, power and gas indus- 
tries, have achieved an economic and political climate that permits infrastructure 
development and privatization without the need for governmental guaran- 
tees of project debt or performance. 

Importantly, project financiers sometimes lose sight of the nature of a gov- 
ernment; that is, a government must answer to a wide spectrum of often 
competing interests. As such, it is very difficult for a government to promise 
not to change the laws and regulations that affect a project, or if it does so, to 
compensate the project for the economic implications of such changes. For 
example, changes to environmental laws and regulations may be necessary to 
appease citizens, or to satisfy requirements imposed under treaties or by mul- 
tilateral institutions. Similarly, new taxes may be needed to respond to chang- 
ing economic conditions. 

It is also sometimes difficult for a host government to control state-owned 
entities. For example, in an energy project the purchaser of the project out- 
put is sometimes a public entity, controlled by a local or state government. The 
central government may not have sufficient control over such a public entity 
to provide a guarantee, however. The solution that may be preferable is for 
the government to undertake a privatization program, which removes the pur- 
chasing entity from many of the risks inherent in public ownership. 

A host government is sometimes asked to bear project commercial risks, 
such as construction cost overruns and output demand risks. Yet, host gov- 
ernments often consider the project company as the entity better able to 
manage these risks; placing them on the host government can remove impor- 
tant incentives from the private sector for selecting sound projects for devel- 
opment and managing costs. The project company can be rewarded, in part, 
for taking these risks by such solutions as lengthening the term of the conces- 
sion awarded to it when demand is lower than projected, or when the project 
fails to generate, on a present value basis, a negotiated revenue target. 

Similarly, a host government may be unwilling to provide protection against 
exchange and interest rate risks. From the project company's perspective, this 
is necessary because the government controls these risks and it encourages 
the government to maintain stable economic policies. Also, because project 
companies typically borrow adjustable rate debt in foreign-currency-denom- 
inated loans, project profits are sensitive to fluctuations in the interest rates 
and currency convertibility levels assumed in project feasibility studies. Yet, 
from the government's perspective, a government guarantee can encourage a 
project sponsor to borrow excessive debt in foreign currencies. Also, such 



International Project Finance 

guarantees can discourage governments from taking needed action to cure eco- 
nomic problems, such as a needed devaluation. Finally, a currency deprecia- 
tion is often coupled with a decline in income and the associated tax base, 
resulting in a decrease in funds available to a host government at precisely 
the time the project company enforces the guarantee. 

$5.18 INSURERS 

Insurance providers improve the risks inherent in project financings, whether 
casualty or political. Insurers typically work closely with the project sponsors 
and lenders to produce an insurance package that limits risks at an economi- 
cal price. The acceptability of the insurance package is often confirmed by an 
insurance consultant, retained by the project sponsor and lenders. 
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56.01 GENERALLY 

Types of project finance structures are limited only by the creativity and flex- 
ibility of bankers and lawyers. Largely, the structures are influenced by the risk 
appetites of the lenders and investors involved in the financing and by the eco- 
nomic condition of the host country. 

In general, these structures are based on one of three macro varieties: non- 
recourse financing; limited recourse financing; and project output interest 
financing. Nonrecourse and limited recourse financing structures provide for 
debt repayment from the cash flows of the project. Output interest financing 
structures are centered on the purchase of an interest in the project output, 
which purchase price is used, in part, to finance the facility. 

Within these three broad categories are countless other structures, on a 
micro level. The most frequently used of these, loan financing, export credit 
financing, lease financing and bond financing are discussed in this chapter. 

96.02 COMMERCIAL LOAN FINANCING 

The general structure of a loan financing in the project finance context is not 
unlike the structure used in other loan transactions. In the typical project finance 
transaction, funds are lent to the project company for the construction and 
operation phases of a project. The debt is repaid by the project company, together 
with payments of interest and bank fees. 

In contrast to other types of loan transactions, however, the project finance 
loan is either nonrecourse or limited recourse to the project sponsors. The 
lender receives, as collateral, a security interest in all of the assets and cash flow 
of the project company. 

The project finance commercial loan structure contemplates two phases: 
construction and operation. In some circumstances, the construction and oper- 
ation phases are separated in two agreements, with one institution providing 
the construction loan and another institution providing the loan for the 
operations period. In others, the construction and operations phase loans are 
provided in the same agreement, with different terms applicable for each phase. 

The project finance nonrecourse (or limited recourse) model is sometimes 
altered during the construction period. As discussed in chapter 2, the con- 
struction period is a very risky period for the lender. To mitigate the effect of 
the potential risk during this period, the project sponsor sometimes agrees to 
accept all, or to share part, of the construction period risk. This might be accom- 
plished in various forms, including full recourse to the project sponsor until 
the project is completed, or limited recourse during the construction phase for 
certain, specified agreed-upon risks, such as cost-overruns. 
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[I]  Construction Phase. During the construction phase (or the con- 
struction loan if a separate agreement and lender are used for the construction 
period), the lender will disburse funds for the construction of the project. Funds 
are typically advanced as required under the construction agreement, predi- 
cated on the submission of appropriate disbursement requests with support- 
ing documentation. Because of the lack of operating revenue during the 
construction period, interest is capitalized; that is, interest otherwise payable 
on the funds advanced is paid from the construction loan proceeds. 

[2] Operations Phase. At project completion, the operations phase 
of the debt program will begin. The so-called "permanent" lender will advance 
the entire amount of the loan on one day. This is typically disbursed on the 
first day of commercial operations for the project. Since operating revenues are 
generated by the operation of the facility, interest can be paid on the debt and 
the amortization can begin. The timing and amount of debt amortization are 
dependent upon the cash flow generated by the project. 

In some transactions, the lenders will make available a working capital line 
of credit, as well. This type of facility gives the project working capital during 
periods of low cash flow. 

96.03 EXPORT CREDIT FINANCING 

[ l ]  Generally. Export-import financing agencies are designed to pro- 
mote trade or other interests of an organizing country. Funding for bilateral 
agencies generally comes from their organizing governments. Examples include 
the United States Export-Import Bank and the Japan Export-Import Bank. 

There are many sources of financing available from governments for export- 
ing goods and services. Government-supported export financing includes pre- 
export working capital, short-term export receivables financing and long-term 
financing. 

[2] Types of Export-Import Fmancing. There are three general financ- 
ing methods for an export-import bank to use in providing funds to an import- 
ing entity. These are: direct lending; intermediary lending; and interest rate 
equalization. 

Direct Lending. The simplest structure is a traditionally documented 
loan in which the borrower is the importing entity and the lender is the export- 
import bank. Most commonly, the loan is conditioned upon the purchase of 
goods or services from business in the organizing country. 

Financial Intermediary Loans (Bank-to-Bank). Another structure is 
indirect lending. Under this structure, the export-import bank lends funds to 
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a financial intermediary, such as a commercial bank, that in turn loans the funds 
(also commonly called re-lending or on-lending) to the importing entity. 

Interest Rate Equalization. Under an interest rate equalization struc- 
ture, a commercial lender provides a loan to the importing entity at below- 
market interest rates. It is compensated by the export-import bank for the 
difference between the below-market rate and the rate the lender could oth- 
erwise obtain in the market. 

$6.04 LEASE FINANCING 

[I] Generally. Lease financing is the general term to describe the sep- 
aration of ownership and use interests in all or part of a project for financing 
a project. This structure is used to shift tax benefits from an entity that can- 
not use the benefits to another entity that can, and to provide greater collat- 
eral protection for lenders in countries without adequate collateral security 
laws. Also, this structure is sometimes useful in overcoming the objection to 
interest payments in Islamic countries. 

In the typical lease financing structure, a project company agrees to sell 
a project, typically at the end of the construction period, to a lease finance com- 
pany. The lease finance company, acting as owner-lessor, leases the project back 
on a nonrecourse basis to the project company-lessee. As lessor, the lease finance 
company retains the ownership interest, including any tax benefits. The les- 
sor is often a passive institutional investor. 

The lease finance company enters into a lease financing arrangement with 
a lender to finance the costs of the project acquisition. The loan is repaid by the 
lessor from the rentals received under a lease agreement with the project com- 
pany. The lease, which is assigned to the lender as collateral security, will contain 
the same types of covenants and defaults as are found in a project finance com- 
mercial loan transaction. In addition to an assignment of the lease, the lender 
is also granted a security interest in all of the underlying project assets. 

At the end of the lease term, after the lessor receives its expected finan- 
cial return and the debt is repaid, the project will be leased for a renewal period, 
transferred to the project company, or sold or leased to another entity by the 
lessor, with most of the additional rentals or sale price reverting to the proj- 
ect company as a commission. The ultimate disposition is highly dependent 
upon tax laws applicable to the lessor; the goal of the lessor and lessee is to sat- 
isfy those tax laws that allow treatment of the transaction as a true lease and 
not a conditional sale agreement. 

[2] Advantages to the Project Company. A leveraged lease transac- 
tion benefits the project company (lessee) in several ways: control over the proj- 
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ect is preserved; 100 percent financing is not atypical; lower financing costs are 
enjoyed: a tax deduction is available for rental vavments; the U.S. alternative , ,  . . , 
minimum tax can be avoided; and it allows for a shifting of residual risk. 

Control Over the Project. The lessee retains control over the use, oper- 
ation, maintenance and repair of the project. In most respects, the project is 
treated just like other projects owned outright by the project sponsor and 
financed by a bank. 

Total Financing. The project sponsor is able to achieve 100 percent 
financing for the project, together with the equity contribution by the passive 
investor. No separate equity investment by the project sponsors is required. 

Lower Financing Costs. In many circumstances, the lease transaction 
will provide lower financing costs to the project company than a bank financ- 
ing, particularly where the project company cannot take advantage of tax 
benefits (depreciation; interest deductions). In such circumstances, under a 
lease structure, the project company's effective lease cost is less than the proj- 
ect company's incremental cost of borrowing. 

Tax Deductibility of Rent. A true lease structure provides the project 
company the ability to treat accrued rental payments as an expense. 

Shifiing of Residual Risk. Finally, the project company transfers the risk 
of a lower than expected residual value to the lessor. While the project com- 
pany gives up the opportunity to enjoy a significant residual value increase, it 
simultaneously removes the risk of a decline in value. 

Equity Risk-Taker Replaces Lender as Financing Source. Typically, the 
institutional investor will be more willing than a commercial lender to accept 
equity-type risks in a project financing. Of course, a risk premium will be 
added to the financing costs to compensate the investor-lessor for the risks 
taken. 

[3] Lease Financing from the Lessor's Perspective. The lessor enters 
the lease transaction with the goal of a fixed long-term return. This is accom- 
plished through timely performance of the lease terms, liquidation of the assets 
at the residual value assumed in calculating the return, and realization of tax 
benefits. Any residual value of the project assets that exceed the projected value 
will increase the return to the lessor. 

56.05 BOND FINANCING 

The bond financing structure is similar to the commercial loan structure, except 
that the lenders are investors purchasing the borrower's bonds in a private place- 
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ment or through the public debt market. The bondholders are represented by 
a trustee that acts as the agent and representative of the bondholders. 

56.06 BOT 

The build-own-transfer ("BOT") structure is sometimes called temporary pri- 
vatization. This structure provides to a private entity the right to build, own 
and operate a project that would otherwise be developed, owned and operated 
by the host government. It is a temporary privatization because at the end of 
a specified period, the project is transferred to the government. 

The BOT structure is beneficial to governments seeking to  achieve a 
variety of goals. Foremost of these is the ability to provide a needed project 
to its citizenry without an effect on the government's budget. It might also be 
useful in transferring a pool of local labor to the private sector for training in 
modern, more efficient, operations. Foreign investment could also be increased 
through use of this structure. 

The BOT structure is typically founded in a concession agreement among 
the host government, the project company and, in some cases, the project spon- 
sors. The concessions agreement is discussed more completely in chapter 14. 

$6.07 CO-FINANCING 

The International Finance Corporation (IFC), the private sector lending insti- 
tution of The World Bank, provides loans for projects on a non-concession- 
ary basis. Involvement by the IFC provides comfort to lenders that the host 
government will not fail to support the project, and this view attracts com- 
mercial lenders to IFC transactions. 

Under the co-financing structure, the IFC makes an "A" loan and a "B" 
loan to a project company, through an investment agreement. Commercial 
lenders participate in the "B" loan portion of the financing, acting as "co- 
lenders," although they have no direct contractual relationship to the borrower. 
The IFC co-financing structure places control over covenant compliance and 
debt acceleration with the IFC. The commercial lenders participate through 
deposit agreements with the IFC. 

Like participation agreements or syndication agreements among com- 
mercial lenders, the IFC will not accept liability for the value or appropriate- 
ness of the loan transaction. Thus, the participating lenders must agree that 
they have entered into the transaction exercising their own independent credit 
judgment, without reliance on the IFC or the World Bank. 
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$6.08 PRODUCTION PAYMENTS 

Production payment project financing is a method of financing a project through 
transfer to a special-purpose entity (a financing vehicle owned by the lender) 
of a proportionate share of project ownership in a natural resource (in the 
ground) and of a right to receive a share of proceeds from the sale of the nat- 
ural resource. In return, an advance payment is made to the project company 
as compensation for the rights received. 

The structure is similar to a loan. As the project company is able to gen- 
erate production, payments from the sale of the extracted natural resource 
are returned to the special-purpose entity, together with an "interest" compo- 
nent. These funds are used to repay a loan made by a bank to the special-pur- 
pose entity. The banks take a security interest in the interest purchased. The 
special grant of the interest in the project by the project company to the spe- 
cial-purpose entity terminates when the "loan" is repaid. 

This structure has been used in the United States as a financing struc- 
ture for hydrocarbon projects. It has also been used as a structure for timber 
operations. Like other project financings, the lenders rely on the project's 
production for repayment of the loan; if there is no production, there is no 
repayment. This structure provides the lenders a complete ownership interest 
in a proportionate share of the project's production. 

While the special-purpose entity receives an ownership interest in the proj- 
ect, it is not responsible for operating costs or for sale of its share of the pro- 
duction. Typically, the production is sold by the production company as agent 
for the project company, at a market price, or more commonly, pursuant to 
take-and-pay contracts. 

56-09 FORWARD PURCHASE AGREEMENTS 

A forward purchase structure is similar to a production payment structure. It 
is an agreement between the project company and a special-purpose financing 
vehicle created by the lenders, under which the vehicle makes an advance 
payment for the project's production. This advance payment is used to pay 
project development and construction costs. 

The project sponsors typically guarantee to the vehicle that the project 
company will perform under the forward purchase agreement. Another guar- 
antee structure sometimes used is for the project sponsors to guarantee the 
obligations of the off-take purchaser under the take-or-pay contract. That guar- 
antee is then assigned to the vehicle, which in turn assigns it to the lenders as 
collateral for the loan. 

After project completion, the project company delivers the good or serv- 
ice produced to the vehicle for which it has paid in advance of production. The 
output is then sold to repay the loan. 
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17.01 GENERALLY 

Selection of the form of business organization for the project company is an 
important step in project development.1 The type of entity selected affects many 
aspects of project development and financing, such as the drafting and nego- 
tiation of the project documentation and the regulatory permitting process. 

1 James E Penrose, Special-Purpose Entities in Project Finance Transactions, 2 J .  
OF PROJECT FINANCE 59 (1996). 
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For example, permits granted to the project sponsor and later transferred 
to a new project company may no longer be valid in some jurisdictions. This is 
because the ownership of the project has changed. Also by example, a project 
contract that prohibits assignment of the contract from one entity to another 
may preclude a later transfer to the entity that will actually operate as the proj- 
ect company. Thus, the project company, whatever the form, should be organ- 
ized as early in the development process as possible to avoid these concerns. 

Where to organize the project company is also an important considera- 
tion: under the laws of the host country or under the laws of the project 
sponsor's organization. In making this determination, the advantages and 
disadvantages of each country's laws should be examined, as well as the tax 
treatment of the entity. 

97.02 PRE-DEVELOPMENT ACTIVITIES 

[ I ]  Generally. Before a project sponsor begins full development of a 
facility, a thorough examination of its feasibility is undertaken. During this 
period, both technical and financial feasibility are evaluated. To make this analy- 
sis worthwhile, a fair amount of time and resources must be invested. The 
factors considered in a feasibility study are discussed in detail in chapter 8. 

[2] The Development Agreement. If more than one project sponsor 
is interested in project feasibility, it is common for them to negotiate a proj- 
ect development agreement. In this agreement, each of the project sponsors 
agrees on how to proceed with an analysis of project feasibility, and how the 
project will be developed if it is to proceed. These agreements, while project- 
specific, contain common provisions, which are summarized below. 

Definition of Project. The project must be completely and carefully iden- 
tified in the development agreement. In most situations, the description will 
include the type of project, site, and identification of off-take purchasers. As 
complete a description as possible should be included so that the parties are in 
agreement about the type of project that will be pursued. The description may 
change over time as development and feasibility studies proceed. 

Exclusivity. Each participant will want a commitment from the other 
participants that all are exclusively bound to proceed with each other in devel- 
opment of the project. Otherwise, one party could leave the pre-development 
group to join another group, taking confidential or competitive information 
that could harm the original group. 

Roles and Responsibilities. Each participant will bring different skills, 
experiences and resources to the pre-development group. Consequently, it is 
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important to clearly specify the roles and responsibilities of each member. 
For example, one participant could take primary responsibility for financial 
analysis, another for budgeting and projections, while another takes respon- 
sibility for managing relations with export credit agencies. 

It is also possible at this stage to specify the roles of each participant if the 
project proceeds to development and financial closing. For example, one par- 
ticipant might be willing to pursue the project development only if it receives 
the construction work. 

Tasks and Schedule. The tasks to be completed during the term of the 
agreement, and the schedule for accomplishing them, must be included. Each 
participant will have conflicting demands on its own resources, and such a list- 
ing of tasks and dates for their commencement and completion will assist every- 
one who is participating. Typical tasks include conducting a financial, technical 
and contractual feasibility study; obtaining initial equity and debt commit- 
ments; negotiating and finalizing important project contracts; selecting a proj- 
ect structure; applying for and obtaining governmental permits and approvals; 
and selection of attorneys, financial consultants and other advisors. 

Cost Funding. Pre-development costs are significant, sometimes exceed- 
ing several million dollars. A clear framework must be established to provide 
for budgeting and funding of these costs. 

Management and Voting. The manner in which decisions will be made 
about pre-development activities must be included. Generally, all decisions will 
require a majority vote of the participants, with unanimity being required for 
the decision whether to proceed with the project. Because without unanimity 
a project could be abandoned, the project participants that want to proceed 
can usually purchase the interests of a participant that declines to proceed. 

Withdrawal. The pre-development phase of a project can be several 
months or years long. During that time, a participant's view about a particular 
project, technology, host country or resource commitment can change. Because 
of this, provisions are usually included to allow a participant to withdraw. 

Abandonment. The complete abandonment of a project generally means 
that no one participant can proceed with it, or that a competitive bid for the right 
to develop the project has been lost. On occasion, the decision to abandon a proj- 
ect is based on other factors, such as political actions, changes in tax treaties 
and economic considerations in the home country of the participants. 

Confidentiality. Each participant must agree to keep the pre-develop- 
ment effort confidential. This is important whether or not the project is a sub- 
ject of a competitive bidding program. Beyond disclosure of the project budget, 
details about permitting strategies, land acquisition and host government nego- 
tiations may be sensitive to an unauthorized disclosure. 
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Antitrust and Restrictive Trade Practices Considerations. The business 
regulation laws, such as antitrust2 or restrictive trade  practice^,^ of the home 
country of the project participants must be considered in the development 
agreement stage. The agreement could be subject to prior governmental approval 
or registration requirements. 

$7.03 DETERMINING THE STRUCTURE TO USE 

a 

The important considerations in any formation decision will vary with the 
needs of the project sponsors. Consequently, any discussion of the "typical" 
factors can only be illustrative of the thought process, not exhaustive of the 
considerations. Among the significant factors that may be considered in deter- 
mining the ownership structure for a project financing include the following: 
whether there is a need for a high proportion of equity to debt; the grade of 
investment; tax laws of the host government and the government of the proj- 
ect sponsor, and tax treaties; extent of project management control desired; 
accounting treatment and objectives; lender preferences and the ease of trans- 
ferability of equity interests in the project. 

[ I ]  Need for Leverage. One advantage of the project finance struc- 
ture is the high debt-to-equity leverage that is possible. In projects where this 
is an important factor for the project sponsors, the form of organization of the 
project company needs to permit the contribution of additional equity if 
necessary for project construction or operation. 

[2] Grade of Investment. Projects that are financially strong, from 
the standpoint of financial expectations, may need less flexibility for additional 
equity infusions. Thus, selection of the form of organization of the project com- 
pany needs less attention to ease of entry of new investors. 

[3] Tax Laws and Treaties. The tax treatment of the entity selected 
for project ownership should be carefully considered. This analysis should 
include such considerations as the taxation of the project company in the 
host country and in the home country of the owners of the project company. 

[4] Project Management. The necessity for a large amount of proj- 
ect management by the project sponsors should be considered. Some forms 
of project ownership, such as a partnership, may provide more management 
flexibility than a corporate form. 

2 Sherman Antitrust Act, 15 U.S.C. $1 (1976). 
3 Restrictive Trade Practices Act, 1976, c. 34 (Eng.), 
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[5] Accounting Treatment and Objectives. The accounting objec- 
tives of the project sponsors should also be considered when selecting the orga- 
nizational form for the project company. Reporting of income and loss for 
accounting purposes, among other accounting issues, varies based on the struc- 
ture used. 

[6] Lender Preferences. The preferences of the project lender need 
to be accommodated in the selection of the organizational form of the proj- 
ect company. While, in general, the lender is indifferent, other lender con- 
cerns could be magnified by the selection of a particular entity over another. 
For example, a host country's laws might make it more difficult for a lender 
to take a lien on ownership interests in a partnership form of organization than 
a corporate form of organization. 

[7] Transferability of Equity Interests. The ease of transferring equity 
interests in the project company should also be factored into the selection 
process. For example, in general terms, the more flexible an organization 
form is for equity transfers, the greater the pool of potential equity investors. 

07.04 AVOIDING PARENT COMPANY DIRECT INVOLVEMENT 

It is a common goal of companies involved in the development of large-scale 
facilities that a parent company not be directly involved in a project in a host 
country. The goal extends to other project participants including the con- 
tractor, operator or project sponsor. 

Among the reasons for this view are the risks associated with subjecting 
the parent company to liability and regulation, and the difficulty in allocating 
taxable income between multiple countries. In most circumstances, a special- 
purpose subsidiary is organized and used for the investment or other project 
activity. 

57.05 SPECIAL-PURPOSE NATURE OF PROJECT COMPANY 

Classic nonrecourse and limited recourse project finance is based on the abil- 
ity of the lender to analyze a defined project. This is most effective when a spe- 
cial-purpose entity is formed to own the project and no other assets. As a 
consequence, unrelated, non-project risk is segregated from the project financed. 
Such a structure makes it easier to reduce the risk that the project will become 
part of a U.S. bankruptcy proceeding's stay provisions if a related entity becomes 
bankrupt (the project company is then said to be bankruptcy remote). To main- 
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tain this protection, however, the organizational and finance documents must 
contain sufficient protections to ensure that the special-purpose status is main- 
tained. These include restrictions on the entity's powers to undertake activi- 
ties other than the project; debt limitations; restrictions on mergers or 
reorganizations; and maintenance of separateness, for purposes of both avoid- 
ing "piercing the corporate veil" and "substantive consolidation" attacks. 

57.06 HOST COUNTRY INVESTMENT REQUIREMENTS 

[I] Generally. Regulation of investment by foreign entities in a 
host country is determined by local law of the host country.4 This regulation 
takes various forms, including prohibition on foreign ownership of real estate, 
local partnering requirements, and outright prohibitions of foreign investment 
in certain economic sectors. This regulation need not be negative in nature. 
Investment regulation sometimes takes a positive form, such as tax holidays, 
which provide tax benefits to foreign investors. 

[2] Ownership of Real Estate. Some countries have requirements 
that no foreign entity own real property in the country. It may be possible to 
create structures to circumvent this type of prohibition. For example, a trust 
could be created to hold the real property interests necessary for a project, with 
the project company as beneficiary of the trust. Alternatively, a local partner 
could be included, whose purpose is to hold the real estate rights and lease those 
rights to the project company. 

[3] Local Participation. Other countries require a minimum level of 
local ownership in infrastructure and other projects. These requirements must 
be considered in the very early stages of project development and feasibility. 

Of course, if a local partner is included, control issues must be considered. 
Local law must be examined to determine whether the requirement of local 
ownership is concerned with control, profit distribution, ownership allocation, 
or a combination of these. Once this is understood, control provisions can be 
negotiated for the project entity. 

[4] Local Formation of Project Company. Some countries require 
that the project entity he incorporated, or otherwise formed if a partnership 
or other non-corporate entity, in the host country. The policy reason behind 
this type of requirement is sometimes based on nationalistic or political con- 

There are some limited restrictions against investment barriers in the World 
Trade Organization Agreement on Trade Related Investment Measures. 



International Project Finance 

cerns. In other countries, it is based on the notion that these types of require- 
ments provide the host government with better control over the project com- 
pany, through regulation and taxation. 

The project sponsors can also realize benefits through local formation in 
the host country. These include receiving benefits afforded local entities, not 
otherwise provided to companies formed abroad. Examples include local tax 
holidays and access to government-sponsored labor training programs. 

97.07 CORPORATION 

[I] Generally. The single-purpose corporate subsidiary is perhaps 
the most common project financing structure. In this structure, the sponsor 
incorporates an entity, frequently wholly-owned, solely to develop, construct, 
own, operate and maintain a particular project at a specific site. 

[2] Reasons for Selection. The corporate form of business entity 
allows the owners of the corporation to enjoy limited liability for the actions 
of the entity. This liability can be forfeited, however, if corporate formalities 
are not followed. While a loss of this liability protection, called a piercing of 
the corporate veil, is relatively limited in England, it is a somewhat more 
troublesome problem in the U.S. 

Loss of limited liability may arise where an injured party seeks to disre- 
gard the corporate identity of the special-purpose subsidiary and sue the par- 
ent corporation directly for damages in personal injury or breach of contract 
actions. "Piercing the corporate veil:' an equitable remedy, is applied by courts 
to rectify injustice caused by a perceived abuse of the corporate form. To deter- 
mine whether the doctrine applies, U.S. courts consider whether the parent and 
subsidiary are viewed and treated internally by officers and directors, and exter- 
nally by the public or parties dealing with these entities, as ~epa ra t e .~  

5 Generally, a corporate entity will be recognized as such by a U.S. court unless 
the interests of justice require otherwise. E.g., United States v. Milwaukee Refrigerator 
Transit Co., 142 F. 247,255 (E.D. Wis. 1905). The seminal three-prong test of Lowendahl 
v. Baltimore & Ohio Railroad, 247 A.D. 144,287 N.Y.S. 62 (1st Dep't.), afyd, 272 N.Y. 
360, 6 N.E.2d 56 (1936), requires proof of the following to pierce the corporate veil: 
control, not mere majority or complete stock control, but complete domination, not 
only of finances, but of policy and business practice in respect to the transaction attacked 
so that the corporate entity as to this transaction had at the time no separate mind, will 
or existence of its own; such control must have been used by the defendant to commit 
fraud or wrong, to perpetrate the violation of a statutory or other positive legal duty, 
or a dishonest or unjust act in contravention of plaintiff's legal rights; and the con- 
trol and breach of duty must proximately cause the injury of unjust loss complained 
of. Id. at 157,287 N.Y.S. at 76. Some courts have condensed the Lowendahl formula into 
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To avoid the piercing doctrine in a project financing, business of the sub- 
sidiary should be conducted by officers or representatives of the corporation in 
their name or  capacity as such, rather than as officers or representatives of the 
parent. Also, the subsidiary should be clearly identified as the contracting party 
and the nature of the relationship between the parent and subsidiary should be 
disclosed. If the subsidiary, and not  the parent, is the entity to perform, n o  rep- 
resentation should be made, direct o r  implied, that the subsidiary's performance 
is supported by the parent o r  the parent's assets, unless by guarantee. 

a two-prong test. In Automotriz del Golfo de California v. Resnick, 47 Cal.2d 792, 
796, 306 P.2d 1, 3 (1957), the court required: "(1) that there be such unity of interest 
and ownership that the separate personalities of the corporation and the individualno 
longer exist, and (2) that, if the acts are treated as those of the [subsidiary] alone, an 
inequitable result will follow." 

The first requirement, the control or instrumentality test, is addressed by deter- 
mining whether the corporate subsidiary is merely an instrumentality of the dominant 
corporation. Factors for determining if one corporation is the instrumentality of another 
include whether the parent corporation owns all or most of the capital stock of the sub- 
sidiary; the parent and subsidiary corporations have common directors or officers; 
the parent corporation finances the subsidiary; the parent corporation subscribed to 
all the capital stock of the subsidiary or otherwise causes its incorporation; the sub- 
sidiary has grossly inadequate capital; the parent corporation pays the salaries and other 
expenses or losses of the subsidiary; the subsidiary has substantially no business except 
with the parent corporation or no assets except those conveyed to it by the parent 
corporation; in the papers of the parent corporation or in the statements of its officers, 
the subsidiary is described as a department or division of the parent corporation, or its 
business or financial responsibility is referred to as the parent corporation's own; the 
parent corporation uses the property of the subsidiary as its own; the directors or exec- 
utives of the subsidiary do not act independently in the interest of the subsidiary but 
take their orders from the parent corporation in the latter's interest; and the formal 
legal requirements of the subsidiary are observed. 

Generally, ownership of all of the stock of the subsidiary by the parent and exis- 
tence of common directors or officers is insufficient to find that the subsidiary is in 
control of the parent. E.g., Luckett v. Bethlehem Steel Corp., 618 F.2d 1373 (10th Cir. 
1980). Neither has mere supervision by one corporation over another been sufficient 
to justify disregarding the corporate entity. E.g., American Trading and Prod. Corp. v. 
Fischbach and Moore, Inc., 311 F. Supp. 412, 415 (N.D. 111. 1970)(review of loan doc- 
uments and guaranty of financial arrangements insufficient to pierce corporate veil). 

Before the corporate veil is disregarded, U.S. courts require some showing of injus- 
tice in addition to finding that a corporation is a mere instrumentality of another. E.g., 
Fidelity & Deposit Co. of Md. v. Usaform Hail Pool, Inc., 523 F.2d 744,758 (5th Cir. 
1975). Fraud need not be shown, however. E.g., DeWitt Truck Brokers v. W. Ray Flemming 
Fruit Co., 540 F.2d 681 (4th Cir. 1976). 

"Improper conduct" can also satisfy the injustice prong of the test. Conduct 
held to be improper includes: inadequate capitalization; payment of excessive divi- 
dends, sale of products to the shareholder at a reduced price, or exacting unreason- 
able management charges; misrepresentation, commingling and not holding out to the 
public that the enterprises are separate; and evading Federal or state regulations through 
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131 Management. Management of a corporate entity is based pri- 
marily o n  statutory frameworks. In general, formal meetings of directors and 
shareholders are required, minority shareholder interests are protected, and 
financial reporting is required. 

57.08 GENERAL PARTNERSHIP 

[I] Generally. A general partnership is a business entity created by 
and operated pursuant to contract, statute, o r  both, in which all partners share 
proportionately in  the management and  income (or loss) of the businesses 
undertaken. In selecting the general partnership form of business organiza- 
tion, it may be relevant to determine whether it is a separate form of legal busi- 
ness entity. In  some states of the U.S. and in English commercial law, such 
separate status is not available. 

[2] Liability. The general partnership structure does not afford non- 
recourse or  limited recourse liability. All partners must be willing to assume 
the associated joint and several liability resulting from any negligent operation 
of the project. Also, all partners must be willing to  be bound by the acts of 
another partner, which is the general rule in  the U.S. and England.6 

the use of wholly-owned subsidiaries. Amfac Foods, Inc. v. International Sys. &Controls 
Corp., 294 Or. 94,654 P.2d 1092 (1982); butseeconsumer's Co-op of Walworth County 
v. Olsen, 142 Wis. 2d 165,419 N.W.2d 211 (1988)(under-capitalization insufficient by 
itself to justify piercing). 

Some U.S. courts require satisfaction of the third prong, or proximate cause require- 
ment, of the test. This requires a showing that an act by the parent, through its sub- 
sidiary, served to directly wrong the plaintiff. In most cases, this is subsumed in the 
second prong of the test. 

In contract cases, the injustice test is difficult for a plaintiff to satisfy, especially 
in a project financing where a plaintiff voluntarily entered into a contract with a sub- 
sidiary while fully aware of the subsidiary's financial and corporate status. Under these 
circumstances, mere under-capitalization is not enough to pierce the corporate veil. 
Instead, courts examine whether the corporation is adequately financed as a separate 
unit to meet its normal, foreseeable obligations. E.g., Labadie Coal Co. v. Bladt, 672 F.2d 
92 (D.C. Cir. 1982) (whether capitalization is adequate is a function of the type of busi- 
ness in which the corporation engages); Chengelis v. Cenco Instruments Corp., 386 E 
Supp. 862 (W.D. Pa. 1975) (parent corporation held not liable under a contract the 
plaintiff entered with wholly-owned subsidiary since the plaintiff had negotiated 
with the defendant's subsidiary with full knowledge of the relationship between the two 
corporations and knew that the subsidiary was a wholly-owned subsidiary of the defen- 
dant, none of the contracts in question provided that the parent guaranteed or bound 
itself under the obligations of its subsidiary, or represented that it would support the 
obligations of the subsidiary). 

See., e.g., Partnership Act, 1890, $5 (Eng.). 
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Most investors that participate in a project organized in the general part- 
nership form establish a special-purpose subsidiary that insulates them from 
joint and several liability. Although maximum liability exists at the partner 
level, this structure provides the equity investors control rights over the proj- 
ect company. 

[3] Reasons for Selection. When the partnership form is selected, 
the motivation is typically that the project sponsor has inadequate equity to 
pursue the project alone, all partners have similar tax positions, or all part- 
ners desire participation in project management and control. The partner- 
ship form, like the joint venture form discussed below, affords the members 
great flexibility in management and control. 

[4] Collateral Considerations. The type of collateral that can be 
granted by a partnership to a project lender varies by jurisdiction. For exam- 
ple, in the U.S., the Uniform Commercial Code adopted in the states of the U.S. 
allows a project lender to receive a lien on the general assets of the partnership, 
including after-acquired property, perfected by a renewable filing. Also, proj- 
ect lenders can take an assignment of the various rights of the individual 
partners in the partnership, including the right to receive profits and the 
right to manage the partnership. These are extremely important rights for the 
project finance lender that must restructure a troubled project. 

In England, however, the collateral situation for a partnership is more trou- 
blesome. A partnership floating charge can be registered under the Bills of Sale 
Act. Since new filings are required as new property is acquired by the partner- 
ship, the statutory scheme is somewhat unreliable in a project finance context. 

The England partnership lien scheme is even more troublesome in the 
project finance context as it relates to liens on partnership interests. A lien or 
charge over a partner's partnership interest provides no priority protection 
over other creditors. Further, a charge on a partner's interest provides the chargee 
only with that partner's share in profits. Management interference by the chargee 
is impermissible.7 

07.09 LIMITED PARTNERSHIP 

[I] Generally. A limited partnership is similar to a general partner- 
ship, except that it has both general partners and limited partners. This form 
of organization of a business entity is available both in the U.S. and in England.8 

Partnership Act, 1890, c. 39, 531(1)(Eng.). 
See, e.g., Limited Partnership Act, 1907, c. 24 (Eng.). 
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However, they tend to be used somewhat rarely in England, while they are more 
commonplace among U.S. project sponsors. 

A general partner is liable for all the debts and obligations of the limited 
partnership. Liability of the limited partners is limited to the extent of their 
capital contributions to the limited partnership.9 

[2] Reasons for Selection. Because of the limited liability available 
to limited partners, the project finance limited partnership is a useful struc- 
ture for the contribution of equity by passive project investors. For example, 
the structure is sometimes used as a mechanism for participants such as con- 
tractors and equipment suppliers to contribute needed equity to a project. These 
participants are motivated to make the capital contribution based on the desire 
to ensure that the project is financed so that construction and equipment prof- 
its are realized. Once the project is operational at acceptable performance 
levels, the limited partnership interests can be transferred or offered to other 
project owners for purchase. 

[3] Management. Under a limited partnership structure, each lim- 
ited partner shares in the project profits while enjoying the associated limita- 
tion of liability of a limited partner. They exercise minimal management rights.1° 
Indeed, exercise of management rights by a limited partner can transform the 
limited partnership interest to one of general partner liability.'' 

$7.10 LIMITED LIABILITY COMPANY 

Similar to a limited partnership is the limited liability company. Liability of the 
members of the company is limited to the extent of their capital contributions. 
Under a limited liability company structure, each member shares in the proj- 
ect profits while enjoying the associated limitation of liability. Unlike a limited 
liability partnership, the members need not abandon management control to 
enjoy the liability limitation. 

$7.11 JOINT VENTURE 

[I ]  Generally. Another established structure is the project finance 
joint venture. Loosely defined, a joint venture is a combination of entities to 
achieve a common purpose. It is a flexible form of business enterprise that 

See, e.g., id. 
' 0  Id. 54. 
" Id. $6(1). 
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allows the member companies great flexibility in how the venture will be man- 
aged and controlled. 

[2] Reasons for Selection. A joint venture is formed for a project 
financing by a sponsor that has neither the financial nor management capa- 
bility (or in some cases, the desire) to participate in the project alone, but 
that wants to join with other entities to combine financial, technology and man- 
agement resources and to share risks. Or, the sponsor may have all of the 
qualifications, skills and experience to develop the project, but lacks local coun- 
try expertise or political contacts. For example, a fuel supplier and a contrac- 
tor might combine equity with a poorly capitalized local country entrepreneur 
to develop, construct, own and operate a project promoted by the developer 
through the vehicle of a joint venture. Other factors that weigh heavily in favor 
of a joint venture structure include spreading risks, efficient allocation of tax 
benefits and avoidance of restrictive covenants in loan or other agreements. 
Thus, the venturers are companies with different components to contribute 
to a project financing. 

[3] Types. Joint ventures can be equity joint ventures or contract 
joint ventures. Equity joint ventures typically involve the creation of a separate 
entity, such as a partnership or corporation. Contract joint ventures, on the 
other hand, do not usually require the creation of a separate legal entity. 

The most typical joint venture structure in a transnational project financ- 
ing is operated pursuant to a so-called teaming agreement or joint develop- 
ment agreement. 

[4] ProjedManagement. Management or operation of the joint ven- 
ture is usually controlled by the joint venture agreement. A managing partner 
or operating company is usually selected to manage the day-to-day activities 
of the venture, under the overall policy control of a managing body, termed a 
management committee or operating committee, composed of representatives 
from all venturers. Voting authority, and responsibility for capital contribu- 
tions and other cash calls, is usually allocated by ownership percentages. 

[5] Conflicts of Interest conflicts of interest are inherent in the proj- 
ect finance joint venture. The confidentiality of information is an important 
consideration. Each venturer should carefully consider the type of information 
available to the joint venture and the extent to which the other venturers 
must be contractually required to maintain information confidential. The ven- 
turers also must consider whether or not a provision should be added to the 
joint venture agreement relating to competition by any other venturer with the 
venture. 



International Project Finance 

[6]  Nature of Liability. A joint venture does not confer limited or 
nonrecourse liability to project sponsors. Joint venture members attempt to 
limit their liability to the amount of capital contributed to the joint venture. 
This is accomplished, in part, through use of such entities as limited liability 
partnerships or limited liability companies. 

57.12 EUROPEAN ECONOMIC INTEREST GROUPINGS ("EEIG") 

[I]  Generally. An European Economic Interest Grouping is a rela- 
tively new business entity designed to improve economic cooperation in the 
European Comm~ni ty . '~  Loosely defined, the EEIG is a business organization 
of other entities formed under the laws of Member States of the European 
Community, and that are subject to administration in different Member States. 
The activities of the EEIG must be ancillary to the activities of its members. 
While the EC Regulation that created the EEIG provides them with some ele- 
ments of a separate legal entity (authority to execute contracts, sue and be sued, 
and perform other legal acts), each Member State determines whether it is a 
separate legal entity.13 

[2]  Nature of Liability. Each member of an EEIG is jointly and sev- 
erally liable for the debts and obligations of the EEIG. Under the regulation, 
however, creditors are expected first to pursue their claims against the assets of 
the EEIG.14 

[3] Management. Members of the EEIG are relatively free to develop 
management rules for the entity.15 

[4] Collateral Considerations. Collateral concerns exist for the EEIG 
in a project financing. Although the regulation allows a member entity to 
create a lien on its ownership interest, the holder cannot become a member 
of the EEIG solely by virtue of that interest.16 

57.13 DEVELOPMENT CONSORTIUM 

Similar to a joint venture is a consortium. A consortium is the term typically 
applied to a group of large, well-capitalized corporations that collectively develop 

12 EC Regulation of 1985, Council Regulations (EEC) No. 2137185. 
l 3  Id. arts. 1(2), l(3). 
'4 Id. art. 24. 
' 8  Id. art 19(3). 
' 6  Id. art.22. 
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a project. Some projects are so large and so complex that the collaboration of 
a consortium of companies is necessary to ensure success. In some cases, a gov- 
ernmental agency also participates through an equity interest. 

A consortium agreement is used to define the relationship of the mem- 
bers and regulate day-to-day activities. Among the typical terms are ownership 
interests; capital contribution requirements; approval of project financing terms; 
liquidation; transfer of ownership interests; and miscellaneous provisions, 
including confidentiality and governing law. 

The consortium structure is often too unwieldy. To make project devel- 
opment, construction and financing more manageable, the member compa- 
nies typically form a single company, organized in the host country, to develop 
the project. This provides not only an entity easier to manage, but also the 
following additional advantages: risk isolation in a special-purpose entity; 
eligibility for local tax law holidays and other in-country benefits; a pre-arranged 
method of facilitating participation by any local investors required by law; and 
easier financing arrangements, particularly with the collateral. 

97.14 PRESERVING FLEXIBILITY 

Although there is a need to establish the ownership structure as soon as 
possible to achieve the goals of the project sponsors, flexibility in transna- 
tional projects is equally important. To do so, the ownership structure should 
be kept flexible, allowing for participation by local private and state partici- 
pants. Also, flexibility should be preserved to allow for various levels of gov- 
ernmental involvement in the project, whether ownership or  risk allocation. 
Finally, all available financing sources should be consulted for possible par- 
ticipation, including the following: equipment suppliers with access to export 
financing; multilateral agencies; bilateral agencies, which may provide financ- 
ing or guarantees; the International Finance Corporation or regional devel- 
opment banks that can mobilize commercial funds; specialized funds; 
institutional lenders and equity investors; and commercial banks, both domes- 
tic and international. Involvement of any of these sources might affect the 
ownership structure. 

97.15 FRAGMENTATION: THE MORE THE MERRIER 

The complex nature of project financed transactions, coupled with conflicting 
tax laws and accounting rules among countries, sometimes combine to make 
multiple project vehicles necessary. For example, a holding company is some- 
times formed in a low tax country for the purpose of holding ownership inter- 
ests in the project company. 
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These considerations are not limited to the project company and its own- 
ers. Other project participants, such as a multinational construction company, 
sometimes form on-shore and off-shore companies to participate in a single 
project. These separate entities provide different services to a project, often in 
exchange for payments in different currencies. 
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$8.01 PURPOSE OF FEASIBILITY STUDY 

The purpose of the feasibility study is to provide an analysis of the technical, 
economic, contractual, governmental, and market aspects of the proposed proj- 
ect. It is useful as a report for the project sponsor in determining the best 
allocation of resources among proposed projects competing for limited 
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developmental funds. Externally, the report is used by the project sponsor to 
explain the project to potential lenders, government officials and potential 
equity investors. 

In providing the relevant information to each, different reports might be 
prepared for each of these audiences. This allows for protection of the confi- 
dential information of the project sponsor, which might not be appropriate for 
disclosure to all recipients. 

98.02 GENERAL DESCRIPTION 

The feasibility study generally begins with an overview description of the proj- 
ect. The location is specified, usually including a map of the project site, with 
details about the surrounding topography, weather, drainage, major landmarks, 
population density, access to transportation and housing, water and wastewater 
treatment facilities, and similar information that might affect cost, public sup- 
port (or opposition) and environmental effects of the project. 

98-03 PROJECT SPONSORS AND PROJECT COMPANY 

The project sponsors are described in the report. Ownership interests in the 
project company are specified in detail, as is management control. 

Also of importance for the report is the background and experience of the 
project sponsors. Among the relevant discussions are experiences in the under- 
lying industry or service area of the project, success in similar projects, credit 
ratings and access to capital, financial and operating performance and pro- 
jections, and management experience. 

98.04 PROJECT PARTICIPANTS 

Each of the project participants, including the contractor, operator, fuel sup- 
plier, off-take purchaser, local and central governments and other major proj- 
ect participants are described in the study. Besides general descriptions of these 
participants, information is also included about the experience of the partic- 
ipants with similar projects, general financial information and available credit 
ratings, and similar information about the ability of the participants to per- 
form the undertakings necessary for the project to succeed. To the extent detailed 
financial information about the participants is available, such as securities 
filings, this information is also included. 
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58.05 TECHNICAL INFORMATION 

The technical information section of the feasibility study provides an overview 
description of the proposed project and also explains the technology and 
processes that will be used. Equipment manufacturers and suppliers are also 
described. 

If a new technology is proposed for use in the project, information about 
demonstration plants or other projects that use the technology will be described. 
Also, potential technological risks will be identified and explained. 

In addition, all other technical aspects of the proposed project will be iden- 
tified and analyzed. These include fuel sources (availability, storage, infra- 
structure needs for transportation, quality); utilities (type, sources, availability 
at the site); water (sources, quality, required treatment, transportation); roads 
and railways, ports and docks (need, type, additional infrastructure needs); raw 
materials (sources and supply); local labor (availability and skills); subcon- 
tractors (availability, qualifications); construction and operation labor (train- 
ing, housing needs); spare parts (availability, delivery time, on-site supply needs); 
and residue and other waste disposal (sites, transportation, liability). 

A discussion of anticipated performance and completion tests proposed 
for the project is typically included. Also included are discussions about the 
technical aspects of applicable codes and standards, and host government laws 
and regulations, with which the project must comply. 

$8.06 ECONOMIC INFORMATION 

Economic information in the feasibility study provides a general description 
of the expected construction, operating, and financing expenses for the pro- 
posed project and an estimate of the investment return for the project spon- 
sor. The assumptions made as a basis for the economic projections are explained 
and potential cost increases explored. Also, it is typical to include preliminary 
construction budgets and operations budgets. A discussion of economic fea- 
sibility of a proposed project is set forth in greater detail in chapter 10. 

58.07 CONTRACTS 

An overview of the proposed contracts and the preliminary credit enhance- 
ment structure is also provided in the feasibility study. Also, any agreements 
with the host country government are explained. 

Among the proposed agreements and credit enhancement described include 
agreements among the project sponsors, such as the development agreement, 
partnership agreement or joint venture agreement; the project management 
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agreement; the construction contract; the operating agreement; any site leases 
or other real property contracts; fuel and raw material supply agreements; out- 
put sale agreements; waste disposal agreements; host country agreements; 
and any other significant project contracts. 

The format for this section generally follows the outline of the proposed 
contract, with a general summary of the important business terms. The impor- 
tant provisions include conditions precedent to contract effectiveness; cost and 
pricing; covenants and defaults; damages and liabilities, including liquidated 
damages; and agreements on arbitration and litigation. Beyond general infor- 
mation about these contracts, each description generally contains schedules 
for negotiating the contracts, details on current negotiations, major issues 
not yet agreed upon and similar details of negotiation status. 

$8.08 PROJECT SCHEDULE 

The schedule for the development, construction and initial operation of the 
project should be included, with all important milestones. These include nego- 
tiation and execution of necessary contracts, issuance of needed governmen- 
tal approvals and permits, commencement of construction and commercial 
operations. 

58.09 GOVERNMENT 

The host government is described in the study, together with information about 
the likelihood of its support for the project. Such issues as currency risks, polit- 
ical risks and bilateral and multilateral interests are also described. Any pro- 
posed or existing agreements with the host government are described in detail 
in the study. 

$8.10 MARKET 

The market demand for the goods produced or services provided at the pro- 
posed project is also described. If a market study is prepared, the results of 
the study are also explained. 

Market information typically includes descriptions of possible users of 
the project's production and the financial viability of these uses; competitors, 
both existing and possible; expected demand for the goods or services; gov- 
ernmental management of demand for the project's output and output from 
competing sources, including through price controls; pricing; importance of 
the product or service to the economy and to governmental policies for the 
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economy; sector organization and analysis of plans for privatization of gov- 
ernment-owned companies in the same sector; and industry trends that might 
affect the market for the project's output. 

If the output will be exported, additional analysis is required. Among 
the factors that need to be analyzed are the specific geographic regions in which 
sales are feasible, and legal, regulatory and financial constraints to export and 
import of the output. 

$8.11 PROPOSED FINANCING SOURCES 

While the final financing structure might not yet be known when the study is 
drafted, alternative financing sources should be outlined. Of particular inter- 
est should be availability of financing or other support from bilateral and mul- 
tilateral institutions. 

$8.12 PRIVATIZATION 

[ I ]  Generally. Privatization of state-owned assets has taken place 
in many governments around the world.' The effect of privatization on an 
economy and on an individual project is an important element to consider 
in determining the feasibility of a project. Proposals for future privatization 
should also be discussed if the implementation of such a proposal could affect 
the project. 

[2] Types. Three types of privatization methods have evolved: total 
divestiture, partial unbundling and greenfield-only. In a total divestiture pro- 
gram, such as is used in Argentina, all the assets of the government in a par- 
ticular sector are sold to the private sector. In a partial unbundling, such as in 
Trinidad, only parts of the assets are sold by the government, which retains 
some ownership interests for sale at a later date, or to fund social programs. 
Finally, in the most cautious approach, as in Colombia, infrastructure assets 

See generally, Ada K. Izaguirre, "Private Participation in Energy," PUBLIC POL- 
ICY FOR THE PRIVATE SECTOR, WORLD BANK NOTE NO. 208 (May 2000); Ada Karina Izaquirre, 
"Private Participation in Telecommunications-Recent Trends," in PUBLIC POLICY FOR 

THE PRIVATE SECTOR, WORLD BANK NOTE NO. 204 (Dec. 1999); Gisele F. Silva, "Private 
Participation in the Airport Sector-Recent Trends," PUBLIC POLICYFORTHE PRIVATE SEC- 
TOR, WORLD BANK NOTE NO. 202 (Nov. 1999); Neil Roger, "Recent Trends in Private 
Participation Infrastructure," in PUBLIC POLICY FOR THE PRIVATE SECTOR, WORLD BANK 

NOTE NO. 196 (Sept. 1999); Penelope J. Brook Cowen, "The Private Sector in Water and 
Sanitation-How to Get Started," PUBLIC POLICY FOR THE PRIVATE SECTOR, WORLD BANK 

NOTE NO. 126 (Sept. 1997). 
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are retained by the government, but new infrastructure needs are provided by 
the private sector on a greenfield basis. 

[3] Benefits. The benefits of privatization to a country depend on 
the unique economic situation of each country. Generally, however, benefits 
include: an infusion of foreign capital, technology, work efficiencies and 
labor management; creation or expansion of local financial markets as new 
capital is created and traded; beneficial joint venturing arrangements between 
foreign and local companies; introduction of competition and free market effi- 
ciencies to improve performance of the underlying economy; enabling com- 
petition of local companies in the global marketplace; and allowing limited 
capital to be used in promotion or achievement of social goals, such as health, 
education and sanitation. 

[4] Effect on Project Feasibility. There are several factors to consider 
in analyzing the effects of a potential privatization program on a project. First, 
is whether there is a defined regulatory and legal framework for privatiza- 
tion. Privatization of infrastructure assets creates a radical change in the under- 
lying economy, the results of which must be considered in laws and regulations. 
For example, where a developing country privatizes existing energy produc- 
tion assets, and has historically subsidized energy rates to consumers, the process 
for rate increases must be clearly articulated in laws and regulations. Otherwise, 
the participants in the energy sector (including the consumers) will not enjoy 
the advantage of the market setting of energy rates. 

Second, the government must be committed to the changes brought about 
by privatization. To do so, the government must minimize intra-government 
infighting and dissension, and also provide a well-organized, efficient priva- 
tization process. 

Third, any other industries or sectors still owned by the government must 
be willing to enter into contracts and business arrangements with the priva- 
tized sector. If new infrastructure development is financed under the project 
finance model, the other industries must be willing, and encouraged, to enter 
into financeable contracts. They may not understand the types of contracts 
needed in a project financing (long term, fured price fuel contracts, for exam- 
ple), or be resistant to promotion of the success of a privatization effort. 

98.13 NEEDS ASSESSMENT 

Similar to a feasibility study is a needs assessment. This is a report sometimes 
prepared by the off-take purchaser to determine the need for the product or 
service to be produced or provided by the project. The report typically includes 
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a comparison of the cost of purchasing the off-take from the proposed proj- 
ect and from alternative, existing sources. 

58.14 THE INDEPENDENT ENGINEER 

Project success depends upon the predictability of adequate cash flow to serv- 
ice debt, pay operating costs and generate an equity return. This predictability 
involves more than laws, regulations and contracts; an engineering evalua- 
tion of project design, construction and operation helps establish technical 
feasibility. 

It is customary for the project lenders to retain an independent engineering 
firm to review technical feasibility. From this review the f ~ m  produces an engi- 
neering report that considers the feasibility of the project in the following seven 
areas: engineering and design; construction; project start-up; operation and 
maintenance; input supply; off-take production; and financial projections. The 
factors evaluated in the study vary with each particular project, but may include 
the following: redundancy of equipment; local operating conditions; previ- 
ous design vulnerabilities at similar projects; new technologies; the construc- - A ,  - 
tion schedule and contractor incentives for timely project completion; operating 
budget contingencies; status of permits; project start-up risks; preventive main- 
tenance plans; spare parts requirements; fuel handling; and suitability of assump- 
tions in the financial projections. 
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$9.01 INTRODUCTION 

The macroeconomic environment of a host country for a project is crucial to 
the success of a project financing. It must be stable enough to encourage 
long-term investments by developers and loans by financial institutions; sta- 
bility is a crucial element of project finance. Countries that enjoy stable exchange 
rates and inflation and predictable political environments are more likely to 
foster successful project financings. 

Also, the roles of foreign investors, foreign lenders, the host government, 
and the World Bank with respect to the project must be clearly understood 
by the local electorate and political leaders. In short, a consensus must be estab- 
lished in the country to promote the stability and foreign investment required 
in a project financing. Further, the laws and regulations of the host country 
must reflect that understanding in a clear and predictable way. 

$9.02 POLITICAL 

Political risks in a cross border project financing can emerge from several 
sources. Principally, these are the degree of political stability, government 
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attitudes about foreign investment (whether through policies involving cur- 
rency exchange, repatriation, taxation, private sector involvement in infra- 
structure (so-called privatization), or infrastructure need), extent of government 
involvement in the economy of the host country, and economic projections for 
the host country. 

Political stability is an important ingredient for cross border project financ- 
ing success. Stability breeds financing and investment confidence. Investors, 
developers and financial institutions must be reasonably confident about the 
stability of the political environment in a country before committing large 
financial resources to a project financing in that country. 

Complete stability is, of course, utopian. Instead, a reasonable level of sta- 
bility coupled with political predictability is the goal.' 

Political predictability is subject to institutional and electoral influences. 
Predictability is strengthened by successful consensus building on important 
political and economic issues. To the extent the consensus cannot be estab- 
lished, whether because of institutional or electoral barriers, the requisite 
predictability is less likely to exist. 

For example, developing countries have an enormous need for new infra- 
structure, yet possess little capital for its development. Before an infrastructure 
project financing with external debt and equity can be successful in such a 
developing country, the political apparatus of the country must first decide 
upon the proper role of private investors in the country's infrastructure devel- 
opment, construction, operation and ownership. Then, formal laws and reg- 
ulations, and occasionally constitutional amendments, are needed to carry out 
these political decisions. 

The electorate must support these reforms. Wholesale reform of the basic 
infrastructure in a country may result in electorate unhappiness, which may chal- 
lenge the political institutions. For example, many emerging countries have sub- 
sidized energy costs for consumers, agriculture or industries, to keep power prices 
inexpensive. The decision to promote private-sector power development may be 
an unhappy outcome for subsidized energy consumers in the electorate. Happy 
or not, it is often necessary that subsidies be eliminated for the feasibility of 
private power development. Unless a political consensus on private infrastruc- 
ture development is achieved, political opposition could thwart reform efforts. 

Among the political factors that should be understood before embarking 
on a project is the division of power and authority between the executive and 
legislative branches of government. This is particularly important to an under- 
standing of what branch has the authority to enter into agreements and other 
commitments regarding the project. 

1 "A party of order or stability, and a party of progress or reform, are both 
necessary elements of a healthy state of political life." JOHN STUART MILL, ON LIBERTY, 
ch. 2 (1859). 
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Another consideration is the strength of opposition groups and parties. 
While these groups might not have majority power at the central government 
level, they could have or develop such power at the local level, where the proj- 
ect will be located. A related political factor that should be explored is how polit- 
ical opposition groups are treated and the foreseeable effect of that on the project. 

Finally, the role of the host country in the region and internationally should 
be understood. The relative strength or weakness of its role might affect its abil- 
ity to receive multilateral funds or other foreign government-related support. 

59.03 LEGISLATIVE AND REGULATORY 

Besides predictable political stability, project finance requires the establishment 
of a legal framework required for ongoing business operation. At a mini- 
mum, this framework must include basic legal provisions applicable to the proj- 
ect financing, timely and reasonably predictable issuance of permits, enforcement 
of contracts, and reasonably efficient dispute resolution through arbitration. 

Project financing requires that the laws be sufficiently predictable to ensure 
that the project is authorized by the government, that the project has clearly- 
defined parameters in which to act, and that the economic cost associated with 
compliance does not render a project unfinanceable. Laws that should be 
reviewed by project financiers include the following: 

roles and responsibilities of the government agencies in the sector; 
issuance of licenses, permits and franchises; 
price regulation and controls: 
general business regulation; 
intervention and control over businesses in which there are foreign 
investors; 
restriction of dividend payment to owners; 
rights, duties and powers of off-take purchasers; 
rights related to easements and other real property interests; 
labor laws and regulations; 
environmental and safety laws and regulations; 
contract enforcement and repudiation; 
dispute resolution; 
real property rights; and 
tax obligations. 

These basic laws should be sufficiently understandable and precise so that flex- 
ibility in regulatory interpretation is not a risk. 

To be effective, the regulatory environment should be sufficiently defined 
that its operation is transparent. Regulatory objectives should be clearly 
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articulated, regulations should be well developed with clearly understand- 
able procedures, and the permit and license process should be as objective 
as possible. 

Stability and predictability of regulations are strengthened by a developed 
system of publication. Publication of regulations, adopted and proposed, are 
important to provide the notice periods that give a project company time to 
plan for changes. Also, publication of regulations establishes a clearly articu- 
lated process of such things as permit applications and issuances, on which 
project participants can reach meaningful conclusions. 

To the extent a country's laws and regulations are not sufficiently devel- 
oped to support a project financing, the requisite stability can be based in con- 
tractual obligations of the host government to the project company. These terms 
can be set forth in an implementation agreement or similar document. 
Implementation agreements are discussed in chapter 14. 

$9.04 ECONOMIC CONDITIONS 

While the economies of the world seem to defy understanding, an understanding 
of the macroeconomic conditions in the host country needs to be analyzed to 
assist in a determination of project feasibility. Important conditions include 
price levels, domestic capital markets and domestic credit ratings (and the 
related foreign debt position), and interest rates. Also important is the gov- 
ernmental role in managing these conditions. 

$9.05 PROJECT FINANCE IN DEVELOPING COUNTRIES 

The lack of capital in developing countries results in a need for foreign invest- 
ment and lending to satisfy growing infrastructure needs. The stability and pre- 
dictability favored in project financings make structuring project finance 
transactions difficult and expensive in the developing countries of the world, 
because of the complexity of risk allocation among multiple parties (includ- 
ing lenders, political risk insurers, multilaterals and bilaterals) and the higher 
returns required to compensate parties for the risks involved. Investors and 
project lenders, preferring predictability to uncertainty, must be assured that 
the economic assumptions underlying a project, including revenues, taxes, repa- 
triation and other economic factors, will not be disrupted by host country 
action. These countries, of course, are by nature developing economic, labor, 
legislative, regulatory and political frameworks for growth and prosperity, 
not yet as settled (or at least as predictable) as the developed world. While proj- 
ect finance risk allocation is important in all countries, it is of particular impor- 
tance in the developing world. 
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The business environment in a developing country is different in at least 
four major respects from the developed world: legislative and regulatory sys- 
tems; political security; economic security and centralized infrastructure 
systems. 

Legislative and regulatory systems are usually not as defined as in the devel- 
oped countries. Environmental laws and policies, for example, have not yet 
been aggressively pursued in developing countries. Also, these countries might 
not have in place detailed systems for dealing with foreign lenders and for- 
eign equity investors, on such matters as ownership of infrastructure proj- 
ects, taxation and repatriation of profits. 

Political security is another area of uncertainty for project financings in 
developing countries. It typically results in higher costs necessitated by the need 
for complex insurance programs and higher equity and debt rates. Political 
risks, including expropriation, civil unrest, war, expatriation of profits, non- 
convertibility of currency and breach of contractual or other undertakings by 
the host government,are all-important considerations. These are discussed 
in chapter 3. 

Economic insecurity arises in a project financing from the inability of the 
potential project users to support the project through use or purchases of the 
project's output or service. This risk might manifest itself in lower than expected 
demand or an inability to pay. Infrastructure projects might provide a needed 
service, but at a price that cannot be afforded by most of the population. 

Either because of political theory, a lack of private capital, multilateral 
investments, or nationalization programs, most infrastructure is owned by the 
government in developing countries. This ownership structure eliminates the 
effects of competition and increases the likelihood of market inefficiencies. 
Consequently, developers of proposed infrastructure projects must consider 
the effect of this structure on the proposed project. Possible effects include 
competition with the existing government-owned projects, which are arguably 
more likely to reduce charges for output or  use, in return for short-term 
political gains; eventual privatization of all government-owned infrastruc- 
ture projects; and ongoing rigidity inherent in working with government bureau- 
crats responsible for existing facilities. 

Each of these four differences results in a risk portfolio that potentially 
includes higher construction and operating costs (inflation, availability of for- 
eign exchange, delays, cost overruns; reduced demand for project output or 
use; inability of the population to afford the project output or to use the 
project; limitations on transferability of profits; and a lack of safety of the invest- 
ment from nationalization). These developing-country risks complicate the 
structuring of project financings and ultimately increase the associated costs. 
Because of them, nonrecourse and limited recourse project financings are con- 
sidered extremely difficult to accomplish in the developing world, and require 
intensive attention to risk mitigation. 
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$10.01 PURPOSE 

The project sponsor must produce and analyze the financial information 
necessary to decide whether the proposed project is viable. This information 
will be needed by those financial institutions and equity investors consider- 
ing participation in the project, for the purpose of determining whether to lend 
to, or  invest in, the project company. In some circumstances, it must also be 
distributed to other important project participants, such as the host govern- 
ment and major off-take purchasers, so that these entities can verify that the 
project is viable.' 

1 For an excellent discussion and analysis of valuation of project equity invest- 
ments, see Benjamin C. Esty, "Improved Techniques for Valuing Large-Scale Projects:' 
5 J. Project Finance 9 (Spring 1999). See also, JOHN D. FINNERTY, PROJECT FINANCING- 
ASSET-BASED FINANCIAL ENGINEERING pp. 110-134 (1996). 
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510.02 CONSTRUCTION BUDGET 

A major foundation for the economic analysis of the project is the antici- 
patedcost of constructing the project. The construction budget is the estimate 
of these costs, including development costs; site acquisition; the construction 
contract price; construction permit costs; start-up costs, including fuel and 
other inputs needed to conduct performance testing at the end of the con- 
struction period; and interest payable to lenders during the construction period 
(so-called IDC-interest during construction). 

510.03 OPERATING BUDGET 

Similarly, the operating budget is an estimate of the costs necessary to oper- 
ate the project. These costs include management fees, fuel, raw materials, oper- 
ator fees, labor costs, insurance, disposal costs, and similar operating expenses. 

510.04 DEBT SERVICE 

The debt service costs are typically analyzed as a separate category of costs. 
These costs include interest, fees and other amounts payable to the lender. The 

L ,  

amortization of principal is also analyzed. 
The economic analysis will provide a general summary of the expected 

debt terms, including principal amount, fees, interest rate, drawdown sched- 
ule of loans during construction and the amortization schedule. 

$10.05 WORKING CAPITAL 

A project financing is based on the ability of the project to generate sufficient 
cash flows to repay the debt. At the early operating stage of the project, how- 
ever, no revenue will yet be received. A 30 to 60 day delay between the time 
the product is produced or the service is provided, and the receipt by the 
project of funds to pay for the product or service is typical. Consequently, the 
project economic feasibility study will need to reflect a working capital avail- 
ability to provide funds to the project until revenues are generated, and dur- 
ing periods of low cash flow. 

$10.06 ASSUMPTIONS 

The economic analysis is dependent upon the assumptions made in the finan- 
cial projections. Increases in interest rates, inflation, foreign exchange rates, 
prices for fuel and raw materials, and commodity prices for raw materials, are 
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among the variables about which assumptions are made in the economic 
projections. Neither certainty nor guesswork is the criterion; rather, assump- 
tions must be based on credible predictions, historical trends and reasonable 
future expectations. 

Financial assumptions are made more predictable if any of various hedg- 
ing facilities are used to manage these risks. These include exchange rate and 
interest rate hedging facilities, in the form of currency or interest swaps, and 
interest rate caps, collars and floors. 

Similarly, the amortization schedule for the project debt can be adjusted 
by structuring the loan agreements to shorten or lengthen the term of the debt, 
or for interest rates to change, based on commodity pricing, inflation, prices 
for the goods produced at the project or similar factors. This technique allows 
for simultaneous adjustments in reserve funding requirements based on these 
changes. 

410.07 RATIOS 

The economic analysis typically sets forth the results of financial calculations 
designed to predict the ability of the project to service the debt and generate 
equity returns on the capital invested. These include debt service coverage ratios 
and return on investment. As with almost every aspect of the financial analy- 
sis, the usefulness of these ratios is dependent upon the definitions of those 
ratios and the assumptions made in their calculation. 

§10.08 VALUATION 

A valuation of the project finance investment is important in an analysis of a 
project. The standard valuation techniques are either to discount free cash flows, 
using the weighted average cost of capital and subtracting debt, or by dis- 
counting equity cash flows using the cost of eq~ity.~Recently, these techniques 
have been challenged as producing incorrect results unless adjustments are 
made for the changing effects of debt leverage.' 

See Benjamin C. Esty, Improved Techniques for Valuing Large-Scale Projects, 
supra note 1 .  

See id., pp. 13-22. 
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$1 1.01 GROWTH OF ENVIRONMENTAL REGULATION 

[I] Generally. Environmental issues are an important aspect of 
transnational project development, construction and operation.] Increased 
project construction and operation costs, capital costs related to retrofitting 
equipment to satisfy new standards, civil and criminal penalties, and securities 
law violations can each have significant effects on a project and its  sponsor^.^ 

Environmental laws and regulations have applicability beyond the proj- 
ect itself. They can also apply to the products produced by the project and the 
waste and other byproducts generated. 

[2] Host Country. Local, state and central governments are increas- 
ingly protective of the environment, particularly in the areas of air and water 
pollution and waste disposal. The degree of implementation and enforce- 
ment of these protections varies. 

[3] Multilateral and Bilateral Institutions. Also, the World Bank 
and other multilateral and bilateral institutions, such as the African Development 
Bank, the Asian Development Bank, and the Inter-American Development 
Bank, consider protection of the environment a necessary component of 
their activities. As a result, many governments and multilateral and bilateral 
institutions require that the effect of a project on the environment be consid- 
ered and approved before construction begins or money is lent to the project. 
Even where such advance consideration is not required, project sponsors must 
consider the potential risk that environmental laws and regulations might 
develop in the future with retroactive effect. 

[4] International Treaties. Sometimes international treaties impose 
environmental regulation. For example, The North American Free Trade 
Agreement is accompanied by an environmental side agreement.3 Of particu- 

I SeeEdward D. McCutcheon, Think Globally, (En)act Locally: PromotingEffective 
National Environmental Regulatory Infrastructure in Developing Nations, 31 CORNELL 
INT.L L.J. 395 (1998). 

See generally, Janis L. Kirkland, Nancy G. Simms & Turner T. Smith, Jr., An 
International Perspective on Environmental Liability, in 1 ENVIRONMENTAL DISPUTE HAND- 
BOOK: LIABIL~TYAND CLAIMS (David A. Carpenter et al., eds. 1991); THOMAS M. MACMA- 
HON, J. ANDREW SCHLICKMAN & NICOLINE VAN RIEL, INTERNAT~ONAL ENVIRONMENTAL LAW 

AND REGULATION (1991). 
3 North American Free Trade Agreement between the Government of the United 

States of America, the Government of Canada, and the Government of the United 
Mexican States, 1993; North American Agreement on Environmental Cooperation 
between the Government of the United States of America, the Government of Canada, 
and the Government of the United Mexican States, 1993. 
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lar interest is a provision in the side agreement that allows nongovernmental 
entities to initiate procedures before the North American Commission for 
Environmental Cooperation for nonenforcement of national law. 

[5] Home Country. Laws and regulations of the project sponsor's 
home country could affect the project sponsor as a whole even where the proj- 
ect is not in the home country. In that regard, the potential for extraterrito- 
rial applicability of the environmental laws of a project sponsor's home country 
should be considered.4 Similar applicability has been afforded securities laws 
and antitrust laws in the United States. For example, U.S. securities law requires 
consideration of contingent environmental liabilities incurred abroad. 

51 1.02 ENVIRONMENTAL IMPACT OF PROJECT 

At the very early stages of a project's feasibility, the effect of the project on 
the environment must be considered. In some jurisdictions, this process con- 
templates the preparation of an environmental impact statement, a detailed 
statement in which the project is described, environmental impacts noted, mit- 
igation plans developed and agencies with jurisdiction over the project iden- 
tified. It becomes the basis for the environmental analysis. 

Information and analysis included in the report or environmental impact 
statement varies with the type of project and governmental requirements. 
The types of information that may be required (and should be considered by 
the project sponsor even if not required) are summarized in the following 
discussion. 

[ I ]  Site. A description of the project site is a threshold factor in an 
environmental analysis of a project. The important elements for analysis include: 
topography; soil type; contemplated topographical changes, such as filling or 
grading; possibilities of erosion or subsidence from construction or operation; 
and the site plan. 

[21 Air. Of course, air emissions during construction, start-up and 
operation should be considered in environmental planning. The environ- 
mental analysis also includes the processes for controlling air emissions. 

[3] Water. The water needs of the project might affect the environ- 
ment. Thus, the analysis applied must include the availability of groundwa- 

' S e e  generally, J .  Turley, When in Rome: Multi-lateral Misconduct and the 
Presumption Against Extraterritoriality, 84 Nw. U. L. REV.598 (1990). 
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ter, the quantity of its use and the discharge of the water after use. The effect 
of the project on surface water, such as lakes, rivers and streams, through use, 
runoff, contamination or needed diversions, should also be analyzed. 

(41 Plant and Animal Habitats. The effect of the project construc- 
tion or operation on the plant and animal ecology must be considered. This 
is of particular concern if the project could affect endangered plant or animal 
species. 

151 Health Hazards. Potential health hazards related to construction 
or operation of the project are of increasingly important significance in envi- 
ronmental analysis. This is primarily because of conflicting medical and sci- 
entific data about the health effects on humans of such things as air emissions, 
electromagnetic fields and other potential health hazards. The health hazard 
risk also concerns obvious hazards, such as explosion, chemical and hazardous 
material storage and spills. 

[6] Noise. If the project is near a populated area, noise may be a con- 
cern. Any necessary noise abatement techniques, including management of 
noise levels during so-called "quiet times" (generally 6:00 p.m. to 7:00 a.m.), 
should be described in the environmental report. 

[7] Aesthetics. While not entirely an area of environmental protec- 
tion, the aesthetics of project design are sometimes regulated by govern- 
ments, or are a necessary component to avoid public opposition. 

[8] Historic and Cultural Significance. Similarly, if the project is 
near a culturally or historically important site, the effects of the project on it 
should be considered. Minimization techniques should similarly be analyzed. 

[9] Transportation, Public Services and Utilities. Analysis of the 
effect of the project on existing transportation, public service and utilities, 
and the potential for increased services, is also needed. To the extent addi- 
tional transportation systems or roads, public services, such as fire control 
facilities or utilities are needed, the effect of the addition of these should 
also be analyzed. 

[lo] Indigenous People. If the project will require the relocation of 
indigenous people, this must be analyzed as part of the environmental analy- 
sis. Factors that should be considered include the timing and cost of relocation 
programs, and whether acceptable areas for relocation exist. 
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51 1.03 PERMITS 

The environmental feasibility report, and, if required, the environmental impact 
statement, will include identification of all governmental permits necessary 
to construct and operate the project. Failure to obtain a necessary permit can 
result in fines and penalties, both civil and criminal. However, the most dam- 
aging outcome of the failure to obtain or maintain a permit is the prospect of 
a prohibition of construction or operation until approval is obtained. Such a 
delay will increase project costs and, unless properly structured, may cause 
defaults under or termination of project contracts. 

The permits required for a project vary with the type of project, loca- 
tion, government, technology, raw material used, discharges and emissions. 
Examples of permits that could apply include permits for air emissions, waste- 
water discharges, ash disposal, hazardous waste disposal, and landfill con- 
struction and operation. 

51 1.04 PUBLIC OPPOSITION 

Public opposition to a project is an effective mechanism to delay or destroy a 
project. The usefulness of this tactic varies with the host country's tolerance 
for public opposition and its permit application and issuance procedures. 
Through procedural challenges of permits and approvals, public opposition 
can result in costly delays (both during development and construction), require- 
ments for greater public participation in the project permit review stage, increased 
capital or operating costs to satisfy public concerns, and outright project aban- 
donment. The feasibility study should consider the degree of public opposi- 
tion as one factor in the chance for project success. 

Public opposition may not necessarily be based in environmental issues. 
Nonetheless, environmental permit application and issuance procedures could 
be used as an indirect attack on a project opposed by the local population for 
political, labor or other reasons. 

The risk of public opposition can be minimized, but never eliminated. 
Potential risk mitigation techniques might include any of the following: build- 
ing a base of local support for the project that clearly defines local benefits if 
the project succeeds; creation of additional community benefits, such as 
construction of schools, water treatment facilities and similar infrastructure 
improvements; selection of a site that is less susceptible to opposition, even 
if more expensive; a careful approach to securing permits and approvals that 
cannot be effectively challenged or revoked; and maximizing environmental 
protections. 
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$1 1.05 WORLD BANK ENVIRONMENTAL STANDARDS 

Multilateral institutions are uniquely situated to put considerable pressure on 
project sponsors to control the environmental effects of a p r ~ j e c t . ~  This can be 
accomplished by conditioning guarantees or loan availability on compliance 
with minimum environmental standards, Consequently, the World Bank is 
under pressure to improve environmental conditions in developing countries 
through its lending and investment activities. The International Finance 
Corporation and the Overseas Private Investment Corporation also apply the 
environmental standards of the World Bank to their activities. Many bilateral 
lending institutions, such as the U.S. Export-Import Bank, apply separate envi- 
ronmental guidelines to financing activities. 

In the past, the World Bank applied a set of recommended environmen- 
tal standards as guidelines for recipients of financing benefits.6 These were col- 
lected and published in 1988. In general, these guidelines are outdated and not 
protective of environmental goals in most developing countries. 

The World Bank is in the process of issuing new environmental standards.' 
It is expected that these new standards will someday be applicable to all proj- 
ects in which the bank is involved. 

The new guidelines provide two types of environmental standards: per- 
formance standards, applicable by industry type, and generic standards for spe- 
cific pollutants and control technologies. In general, the new guidelines are 
more stringent than the former standards. 

Other lenders should consider including a covenant in the loan docu- 
mentation requiring the borrower to comply with the relevant World Bank 
Environmental Guidelines to mitigate the risk that the project will be operated 
in an environmentally damaging manner with potential adverse consequences 
for the lenders. In the absence of host country environmental laws, these 
standards may provide a level of protection that would not otherwise exist. 

$1 1.06 ENVIRONMENTAL DAMAGE AND AUDITS 

It is important to understand as much as possible about the site on which the 
project will be constructed. The prior use of the project site must be thoroughly 

See Homer Sun, Controlling the Environmental Consequences of Power 
Development in the People's Republic of China, 17 MICH. J .  INT'L L. 1015 (1996). 

6 The World Bank considers environmental factors in its lending decisions 
through such mechanisms as Operational Directive 4.01. See R.J.A. Goodland, The 
World Bank Environmental Assessment Policy, 14 HASTINGS INT'L & COMP. L. REV. 81 1 
(1991). 

7 The World Bank Environment Department, Industrial Pollution Prevention 
and Abatement Handbook, Preliminary Version (July 1995). 
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understood, as researched through historical documents, land records and sim- 
ilar information. Also, tests designed to detect environmental hazards, such 
as toxic waste, should be considered. This is particularly important where the 
site was used previously for military or industrial purposes in countries with 
minimal environmental protection laws and in former socialist countries where 
achievement of production goals surpassed environmental concern. 

These precautions are necessary for several reasons. First, project con- 
struction or operation could disturb these materials, making the environmental 
hazard worse. Second, to the extent cleanup is necessary to proceed with or 
continue construction, cost overruns could result from the cleanup costs asso- 
ciated with undiscovered environmental problems. Also, in countries such as 
the United States, any owner or operator of a site is responsible for the envi- 
ronmental cleanup of a site, even if the environmental conditions preceded the 
ownership or operation activities at the site. 

The process of examining a site for environmental hazards is called an envi- 
ronmental audit. The audit is generally a two-phase process. The first phase 
involves an examination of the previous uses of the site and visual inspections. 
A report is then prepared and any additional environmental testing or exami- 
nation is recommended. The second phase implements that recommendation, 
and includes such things as soil borings and testing, ground water monitoring 
wells, waste storage analysis, chemical testing and cleanup recommendations. 

The possible exposure of a lender to liability under environmental laws as 
a result of its association with the project site is an important element of 
environmental analysis. Of particular interest to the lender will be whether the 
applicable law imposes liability on the lender if it forecloses and thereby becomes 
the owner of the project. 

$1 1.07 FUTURE ENVIRONMENTAL REGULATION 

Developing countries sometimes lack the type of environmental laws com- 
monplace in the industrialized world. Whether these countries will enact more 
stringent environmental protections, at the insistence of its population or 
through World Bank requirements, is too speculative to answer. 

It is not unlikely, however, that these laws will develop during the opera- 
tion period of a project. It is prudent for the environmental report to con- 
template the projected technical and financial implications of such changes. 
These include capital additions, changes to the technology used, financing 
for changes, and the implications of higher operating costs to satisfy more strin- 
gent environmental controls. Also, in negotiation of project contracts, the 
risk allocation for changes in governmental environmental laws and regula- 
tions should be an item clearly resolved in the documentation. 
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512.01 GENERALLY 

Contracts are king in project finance. Perhaps no commercial contracts are 
more discussed and analyzed in the financing context than those used in 
project finance transactions. Because nonrecourse and limited recourse proj- 
ect finance are based on the predictability provided by the contract structure, 
project sponsors and lenders are all interested in the risk allocation and other 
contract terms. 

It is not an overstatement to write that every term of a project finance doc- 
ument is significant for the project participants. Examples of important proj- 
ect finance provisions are: 

restrictions on the use or sale of any project asset; 
restrictions on the right to receive or use project cash flows; 
grants of security interests or similar collateral security rights to any 
party other than the project lender; - short cure periods for defaults or restrictions on automatic termina- 
tions without any cure periods; - force majeure provisions; and 
transferability of project documents following a foreclosure. 

The following chapters in this part of the book contain summaries of 
the significant documents in a project financing. While the documents might 
seem to be a bit overdone, do not be too confused or disheartened. One author 
commented: 

"While the attainment of..  . [project finance] objectives leads to flights of 
legal ingenuity which one might think could be put to better purpose, it 
nevertheless explains the background which applies in certain cases to 
some of the idiosyncratic contracts [used in a project financing]. . . ."I 

$12.02 TRANSNATIONAL CONTRACTING 

Almost every country on the globe respects the right of private parties to 
bind themselves in a written contract. However, it is a mistake to conclude that 
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the rules governing contract formation, enforcement and interpretation are 
identical throughout the world. 

[l] Governing Law. The first question that must be answered, of 
course, is what lawwill govern the contract. In many contracts, a choice of New 
York or English law is preferable to the parties, since both jurisdictions have 
well-developed commercial law. Whether a court will enforce such a designa- 
tion must be addressed by the parties.? Otherwise, the parties might not receive 
the benefits of the deal negotiated. 

In some countries, laws prohibit selection of any governing law other than 
the local law. These are typically justified on public policy or national pride 
grounds. In such situations, lenders might require that specific exemptions 
be obtained, if possible, to provide sufficient comfort to the lender. 

It is important that the parties resist the immediate temptation to have 
New York or England law govern a contract. Thorough analysis, in which 
local lawyer advice is solicited, may lead the parties to select the law of another 
country. This is particularly true where the law of the host country provides 
an enforcement advantage. 

[2] Forum. Equally important is the selection of the method by which 
disputes will be resolved and where those disputes will be resolved. These pro- 
visions must make clear the parties' intent. Among the considerations to address 
is whether the forum selected for dispute resolution is mandatory or merely per- 
missive; whether all or only selected disputes are to be resolved in the selected 
forum; and whether the forum selection applies to disputes other than con- 
tractual disputes, such as tort claims or causes of action based in a statute.' 

[3] Contract Formation. The requirements for contract formation 
vary from country to country. The parties must carefully follow the local require- 
ments. These requirements, on a continuum, range from the informality of no 
writing requirement to the strict formality of contract stamps and govern- 
mental approvals. 

[4] Contract Structure andvalidity While many international con- 
tracts look identical, local laws determine the elements necessary to ensure 
validity. Care should be taken to provide time for local lawyer review of the 
contract before it is executed by the parties. 

2 See generally, SKADDEN, ARPS, SLATE, MEAGHER & FLOM, PROJECT FINANCE: SELECTED 
ISSUES IN CHOICE OF LAW (1996); see also, European Communities Convention on the 
Law Applicable to Contractual Obligations (1980). 

3 See generally, Gary Born & David Westin, INTERNATIONAL CIVIL LITIGATION IN 

UNITED STATES COURTS (2d ed. 1992). 
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[5] Formalities. Similarly, local law review of the procedural require- 
ments should be obtained. Almost every country, including the U.S., imposes 
procedural requirements on contracting parties. Some contracts require gov- 
ernmental approval before they are valid. Other contracts must be notarized - 
and witnessed. Other countries impose similar procedural and substantive safe- 
guards and formalities for contracts. 

[6]  Enforceability of Risk Allocation and Remedies. One com- 
mon mistake made by negotiating teams in the transnational project finance 
arena is in the area of risk allocation and remedies. A remedy for breach of a 
contract, such as the payment of liquidated damages by the contractor because 
of a delay in project completion, may not be as enforceable in other countries 
as it is in the U.S. Also, some contracting parties, such as host governments, 
may not be constitutionally permitted to assume responsibility for certain risks. 
Consequently, the review of these provisions by local lawyers is essential. 

[7] Currency Issues. Currency issues are discussed in detail in chapter 3. 

[8] Government Action. Government regulation and control of a 
project present unpredictable risks to project participants. This is particu- 
larly true in developing countries and in the emerging markets of the former 
Soviet block. This risk, often included in a force majeure clause, should not 
be overlooked. 

[9]  Term. The term of a contract is sometimes governed by local law. 
Both the term and termination provisions may present local law considerations 
for the participants. 

[lo] Language. Lastly, the parties should agree on the language in 
which the contract will be written and interpreted. This, of course, is not an 
issue in many countries, where a national language exists. Although it may be 
necessary or helpful for translations of the contract to exist, it is important that 
only one'language be selected to control contract interpretation.  his will avoid 
the disputes in contract interpretation that would otherwise exist in a multi- 
language contract. 

512.03 DOCUMENT TYPES 

The following document list is an example of the types of documents that may 
be necessary in a nonrecourse or limited recourse project financing: 
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organizational documents, such as a partnership agreement, joint 
venture agreement and shareholders' agreement; 
agreements with the host country government, such as a concessions 
agreement, governmental license, sovereign guarantee and imple- 
mentation agreement; 
real property agreements, such as title documentation, leases, easements, 
and construction lay-down rights; 
construction documents, such as a construction contract; 
technology documents, such as a license agreement; 
operation and maintenance documents, such as an operating agreement 
and spare parts supply agreement; 
fuel supply documents, such as a fuel supply agreement; 
utility documents, such as electricity, oil, gas and water agreements; 
of-take revenue agreements, such as production sale agreements, energy 
sale agreements, and the like; 
transportation documents, such as equipment or fuel transportation 
agreements; and 
financingdocuments, such as loan agreements, intercreditor agreements, 
and collateral security agreements. 

512.04 AMENDMENTS, MODIFICATIONS AND SUPPLEMENTS 

If the project documents are unacceptable for use in a project financing, requir- 
ing amendments before lending any funds to the project company is com- 
mon for lenders. Thus, besides negotiating documents that protect the interests 
of the project sponsors, they must also negotiate the documents in a way that 
will satisfy the requirements of the lending community. 

This is a challenge, however, because in most deals the lenders are not 
selected before contract finalization. Indeed, the appropriate strategy in some 
negotiations may be to avoid controversial provisions that the project spon- 
sors know the lenders will ultimately insist upon. After a lender is selected, 
the sponsor can ask that the contract be amended to facilitate financing. In 
other situations, however, the most prudent course is for the project sponsor 
clearly to articulate the "market" requirements of the financial community and 
resolve the hard issues before executing the document. 

512.05 NONRECOURSE PROVISION 

[I] Introduction. Classic nonrecourse project financing provides a 
structure that does not impose upon the project sponsor any obligation to guar- 
antee the repayment of the project debt if the project revenues are insuffi- 
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cient to cover principal and interest payments. The nonrecourse nature of a 
project financing provides financial independence to each other project owned 
by the project sponsor (and other investors). It also provides protection of 
the sponsor's (and other investors') general assets from most difficulties in any 
particular project. 

[2] Sample Provisions. A typical nonrecourse project finance loan 
provision provides that no recourse is available against the sponsor or any aftil- 
iate for liability to the lender in connection with any breach or default, except 
to reach project collateral. The lender, therefore, relies solely on the project col- 
lateral in enforcing its rights and obligations. 

The nonrecourse nature of the debt in a project financing need not extend 
throughout the term of the financing. As discussed in chapter 1, for example, 
a project financing may be structured to  provide recourse liability to  the 
project sponsor during a limited period of the project development. 

A n  example of a nonrecourse loan provision for use in a project finance 
loan agreement is reproduced below. 

Nonrecourse. The [Owner-actual owner of Project Company] shall not 
be personally liable for payment of the amounts evidenced by the Note 
executed by the [Project Company]. Nothing contained herein, however, 
shall (i) preclude the [Lender] or any holder of the Notes from exercising 
any right or enforcing any remedy under this Agreement, or the Note, 
whether upon an Event of Default or otherwise, under this Agreement, the 
Note, or any other Collateral hereunder or furnished as security for any of 
the indebtedness evidenced by the Note, or (ii) limit the [Owner's] liabil- 
ity hereunder in respect of any damages suffered by the Lender as a result 
of any inaccuracy of any representation in this Agreement or as a result 
of any fraudulent conduct on the part of the [Owner]. 

The nonrecourse provision is also a part of project finance documents other 
than loan documents. An example follows. 

Nonrecourse. Any claim against the [Owner-actual owner of Project 
Company] that may arise under this Agreement shall be made only against, 
and shall be limited to the assets of, the [Project Company], and no judg- 
ment, order or execution entered in any suit, action or proceeding thereon 
shall be obtained or enforced against any partner of the [Project Company] 
or the assets of such partner or any incorporator, shareholder, officer or 
director of the [Project Company] or such partner or against any direct 
or indirect parent corporation or affiliate or any incorporator, shareholder, 
officer or director of any thereof for any purpose of obtaining satisfaction 
of any payment of any amount arising or owing under this Agreement. 
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012.06 COOPERATION WITH FINANCING 

[I] Introduction. As discussed above, in addition to protecting the 
interests of the project sponsors, project documents must also be negotiated 
in a way that will satisfy the requirements of the lending community. However, 
in most deals the lenders are not selected before contract finalization. 

One approach to this dilemma is to include a so-called "financial coop- 
eration" clause in the project contracts. This provision allows the parties to exe- 
cute the project contracts, yet agree to  cooperate with the reasonable demands 
of a project lender that it imposes as conditions to financial closing. An example 
follows. 

[Z] Sample Provision. 

Cooperation for Project Financing. [Contracting Party] acknowledges that 
the [Project Company] wants to use the nonrecourse project finance finan- 
cial structure for the financing of the project, and further acknowledges 
that it understands the types of requirements imposed by project finance 
lenders on the underlying project contracts, such as this Agreement. 
[ContractingParty] agrees to cooperate with [Project Company] in the nego- 
tiation and execution of reasonable amendments or additions to this 
Agreement required by Lender as a condition to financial dosing for the 
project debt, provided such amendment or addition does not result in a 
material adverse change to [Contracting Party's] rights and obligations here- 
under. [Contracting Party] further agrees to provide such data, reports, cer- 
tifications and other documents or assistance as may be reasonably requested 
by Lender, provided such assistance does not result in a material adverse 
change to [Contracting Party's] rights and obligations hereunder. 

912.07 TERM 

The term of most contracts used in a project financing is at least equal to the 
length of the underlying project debt. This is not universally the case, however. 
Construction contracts are of a brief term. Some supply contracts for inputs 
readily available at a reasonable price have short terms. However, most impor- 
tant project contracts that can affect the project's feasibility must extend for 
the term of the financing. 

It is generally prudent for project finance contracts to extend beyond the 
stated maturity date of the debt. If unexpected delays occur in a project, o r  if 
the project debt requires a financial workout, the lenders will need additional 
time beyond the stated debt maturity date to resolve the problem. 

Interestingly, contracts can have a term that is too long. Contracts with 
the host government, for example, should probably not extend beyond a rea- 
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sonable period of twenty-five to thirty years. Terms beyond that may provide 
an attractive target for successor governments to complain that they should 
have the right to change the transaction. 

512.08 COMPLETION 

[I]  Introduction. Another concept that applies in a variety of project con- 
tracts is project completion. It is sometimes also called commercial operations. 

The occurrence of completion can have a triggering effect throughout the 
collection of contracts used in a project financina. Under the construction con- 

* ,  - 
tract, completion determines if and when the contractor is liable for liquidated 
damages arising from construction delays or performance guarantees. Under 
the operating agreement, it determines the date the operator begins its respon- 
sibilities for project operation. Most supply obligations under input agree- 
ments, and purchase obligations under off-take agreements, typically begin on 
completion, as well. 

The debt documents also begin and end key obligations and rights based 
on the concept of completion. For example, interest rates and loan amortiza- 
tion are affected by completion, with interest rates sometimes decreasing on 
that date to reflect a termination of construction risk (with the associated 
risk premium to the lender for taking that risk) and commencement of loan 
repayment. Completion is usually the loan repayment date for construction 
loan providers, and the loan drawdown date for term financing. 

Equity commitment obligations sometimes mature on this date. This com- 
mitment can arise from the obligation to invest equity as originally contem- 
plated in the sources and uses of funds for the project, or to contribute additional 
equity due to cost overruns. Under a completion guarantee provided by the 
project sponsors, the definition of completion will determine when, and if, 
additional funds must be used to finish construction, or whether construction 
has occurred and the contingent liability terminated. 

The occurrence of completion sometimes triggers multilateral and bilat- 
eral involvement in a project. For example, U.S. Export-Import Bank does 
not currently provide funds for construction financing of projects, instead 
awaiting completion to participate as a lender. 

Because of the importance of the completion concept throughout the proj- 
ect documents, it is important that the definition of completion be thoroughly 
considered and used consistently in project documentation. 

[2] Sample Provision. 

"Completion" shall mean the satisfaction of each of the following con- 
ditions: (a) the Project shall have been completed in accordance with 
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the design specifications of the [Construction Contract], (b) the [Contractor] 
shall have completed all Start-up and Testing (as such terms are defined 
in the [Construction Contract]), (c) the terms of the Performance Guarantee 
(as so defined) shaU have been fully satisfied by either successful com- 
pletion of the Performance Test (as so defined) or the payment of all 
liquidated damages required under the [Construction Contract], (d) the 
Interconnection Facilities (as so defined) shall have been completed, tested 
and approved by the [Output Purchaser] as required by the [Output 
Agreement] and the [Output Purchaser] shall confirm its obligation to 
commence purchases, (e) all permits and other governmental approvals 
necessary to begin operations shall have been obtained, and shall be valid, 
binding and in full force and effect; (f) a l l  construction costs of the Project 
shall have been paid or the [Project Company] shall have made provision 
therefor; (g) each of [listproject contracts] shall be in full force and effect, 
and there shall exist no default or event of default thereunder (whether 
with notice or the passage of time or both); and (h) [insert references to 
other project contracts that require completion to occur before obligations 
commence]. 

Drafting Note: Clauses (a) through (d) are typically used in a construction 
contract; clauses (a) through (h) are found commonly in a loan agreement. 

512.09 COME HELL OR HIGH WATER 

Under a take-or-pay contract, the purchaser (off-taker) has an unconditional 
obligation to pay the contract amount even if no good or service is provided 
or producible by the project company. In projects that are based on take-or- 
pay contracts, a "hell or high water" clause is included. This provision makes 
clear that the off-taker has the absolute obligation to pay, and the project com- 
pany has the absolute right to receive, the required payment, irrespective of any 
defense, counterclaim, set-off, frustration of purpose, or any other right or  
excuse available to the off-taker. The project company is thereby assured of pay- 
ment, come hell or high water. 

Even where a take-or-pay contract is not used, the lesson of such clauses is 
important. The entities contracting with the project company will have a legion 
of excuses for why they should be released from liability if the contract is breached. 
While project participants will not agree to waive all of these rights and excuses 
to performance, it is possible to limit them. To the extent possible, the project 
company's obligations should be limited in every project contract, thereby lim- 
iting available excuses for non-performance by the other parties. 
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512.10 FORCE MAJEURE 

The force majeure provision in a project contract must also be carefully con- 
sidered. Inconsistent force majeure provisions among the project contracts 
can result in great risk to the project. For example, if the construction con- 
tract provides an extension of time for the contractor to complete the facil- 
ity upon the occurrence of a force majeure, the same relief must be available 
under the off-take sales agreement. If not, and the off-take sales agreement 
requires that sales begin on a specified date with no extension permitted for 
a force majeure, the project company would be unable to comply with the sales 
agreement because the project would not be completed in time. The result 
could be a terminated sales contract. Even where the inconsistencies are not 
of such dire proportions, the effect on the project's schedule or  economics 
may be significant. 

Inconsistent force majeure provisions can be cured with a so-called "res- 
urrection" clause, in which the contractor agrees with the developer that where 
force majeure inconsistencies exist between contracts, the contractor will not 
receive relief greater than the relief available to the developer under other rel- 
evant contracts. In the earlier example, the contractor could not have been 
excused from performance to the extent such excuse would have resulted in a 
project delay of such length that the off-take sales agreement would be termi- 
nated. However, a less extensive delay would be permissible. 

In negotiating a force majeure provision for any project contract, under- 
standing the local circumstances of contract performance is important. In short, 
the parties must understand what is uncontrollable in that location. For exam- 
ple, the nature of the construction trade in the United States allows contrac- 
tors in a United States project, in most circumstances, to agree that a strike at 
the construction site by the contractor's employees or subcontractors is not a 
force majeure. However, a contractor may be less likely to accept this risk when 
it performs the contract in another country. 

A similar problem arises with the unforeseeability of other risks. The phrase 
"unforeseeable weather conditions:' for example may have a different defini- 
tion in a different country. A particular type of adverse weather condition in 
one country may be sufficiently predictable and regular in another country 
to result in the word unforeseeable being inapplicable. Thus, a contracting party 
that routinely adds the phrase "unforeseeable weather conditions" to a force 
majeure clause used frequently in one country may find that the clause will not 
excuse it from performance in another country because the adverse weather 
is foreseeable in the other country. 

Different legal systems can create havoc on well-planned, matched force 
majeure provisions. As discussed above, the choice of applicable law and the 
jurisdiction of disputes is a critical element in ensuring that the force majeure 
structure is respected and enforced. 
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Despite this careful planning, complete elimination of the risk of incon- 
sistencies in force majeure provisions may not be possible. Rather than rely 
on contract provisions, project sponsors may need to seek alternate s o h -  
tions, such as standby credit, dedication of reserve funds, employment of addi- 
tional labor, and the like, to address inconsistent provisions. 

912.11 WHEN THINGS GO WRONG 

[I] Generally. In the end, project financings are dependent on con- 
tracts. As such, they are governed by contract law. Contracts must be care- 
fully reviewed to determine whether the contract terms negotiated by the parties 
are enforceable. For example, a commitment of one party to prepay the proj- 
ect debt if it breaches a contract may not be enforceable as liquidated dam- 
ages. If the parties desire that a particular contract be performed by a particular 
party, the laws of specific performance must be examined to determine whether 
that can be enforced. 

This legal obstacle course exists in every project financing. More often 
than not, litigation brought to force a party to perform a contract is a disaster 
for a project financing. Why, then, bother discussing remedies and enforcement 
at all? It is for two reasons: disincentives must be given in the contract to guard 
against a breach, and potential remedies often provide negotiating strength if 
a problem does develop. 

[2] Contrad Damages. Unless the amount of damages is specifically 
provided for in the contract, the general rule is that a non-defaulting party is 
compensated for the loss the defaulting party should have reasonably con- 
templated (on the contract date) its breach would create. This concept is 
completely unworkable in the project finance context where a breach under an 
important project contract could result in an avalanche of damages. There is 
insufficient time to await the decision of a court or arbitral panel on such ques- 
tions as foreseeability of the damage and whether the non-defaulting party has 
a duty to mitigate damages. 

[3] Liquidated Damages. This is why liquidated damages are pre- 
ferred in almost all project finance contracts. Liquidated damage provisions, 
sometimes considered sacred to project financiers, are not always respected by 
the courts, however. Uniform Commercial Code Section 2-718(1) provides an 
excellent summary of the law on liquidated damages in the United States: 

Damages for breach by either party may be liquidated in the agreement 
but only at an amount which is reasonable in the light of the anticipated 
or actual harm caused by the breach, the difficulties of proof of loss, and 
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the inconvenience or non-feasibility of otherwise obtaining an adequate 
remedy. A term furing unreasonably large liquidated damages is void as 
a penalty4 

Thus, liquidated damage provisions in contracts governed by U.S. law should 
not be considered beyond challenge. 

The law is similar in the United Kingdom. If the damages are a negotiated 
estimate of loss, and not a penalty, these damages will be enforced under English 
law without the requirement to first prove the loss. 

[4] Speafic Performance. It would be much easier in a project finance 
transaction if the defaulting party would simply perform according to the con- 
tract. The remedy of specific performance is not always available, however, 
because it is in the discretion of the court. As a practical matter, it is not unusual 
for the non-defaulting party to want to replace the defaulting party in its proj- 
ect role. Thus, specific performance is not necessarily a panacea. 

$1 2.12 INTERNATIONALIZATION OF CONTRACTS 

Internationalization is the recently-coined term to describe the technique in 
project finance contracts to place their interpretation and enforcement in the 
international arena. It is a technique that helps to avoid, or at least manage, 
some of the political risk inherent in transnational projects. It is achieved by 
pursuing the following: choosing a governing law other than the law of the host 
country; choosing a forum for dispute resolution other than a court or arbi- 
tration panel in the host country; involving the participation of bilateral and 
multilateral institutions, where possible; placing collateral outside the bor- 
ders of the host country, such as cash collateral accounts; execution of con- 
cession agreements with the host government; and requiring political risk 
insurance. As most project sponsors have learned, however, the best form of 
internationalization is a fair deal-fair in terms, both real and perceived. 
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Power and Authority 
[ I ]  Introduction 

- Authority to Enter into and Perform Transaction 
- Corporate or Partnership Approval 
- Violation of Law or Judicial Order 
- Breach of Existing Agreement 
- Creation of Liens 

[2] Sample Provision 
Legally Enforceable Agreement 
[ l ]  Introduction 
[2] Sample Provision 
Financial Statements, Project Budget and Projections 
[I] Introduction 
[2] Sample Provision for Project Finance Credit Agreement for 

New Project 
- Project Budget 
- Projections 

[3] Modification of Financial Statement Representation for 
Existing Project 
- Generally Accepted Accounting Principles 
- Fair Presentation of Financial Condition 

[4] Financial Statement Representation for Contracting Party 
Litigation 
[I]  Introduction 
[2] Litigation Representation When No Litigation Exists 
[3] Litigation Representation When Litigation Exists 
Judgments and Orders 
[I]  Introduction 
[2] Sample Provision 
Existing Agreements 
[ l ]  Introduction 
[2] Sample Provision 
Force Majeure 
[ l ]  Introduction 
[2] Sample Provision 
Asset Ownership and Liens 
[I] Introduction 
[2] Sample Provision 
Subsidiaries and Ownership of Securities 
[ I ]  Introduction 
[2] Sample Provision 
Operation of Business 
[ I ]  Introduction 
[2] Sample Provision 



Representations and Warranties in Credit Agreements and Contracts 

Project Assets and Necessary Assignments 
[ I ]  Introduction 
[2] Sample Provision 
Project Contracts 
[ I ]  Introduction 
(21 Sample Provision 
Debt 
[ I ]  Introduction 
[2] Sample Provision 
Taxes 
[ I ]  Introduction 
[2] Sample Provision 
Regulatory and Legal Status 
[I]  Introduction 
[2] Sample Provision 
Permits 
[I]  Introduction 
[2] Sample Provision 
Compliance with Laws 
[ I ]  Introduction 
[2] Sample Provision 
Infrastructure 
[ I ]  Introduction 
[2] Sample Provision 
Completion 
[I]  Introduction 
[2] Sample Provision 
Collateral 
[I]  Introduction 
[2] Sample Provision 
Full Disclosure 
[ I ]  Introduction 
[2] Sample Provision 
Representations and Warranties Made in Other Project Contracts 
[ I ]  Introduction 
[2] Sample Provision 
No Prior Business Activity 
[I] Introduction 
[2] Sample Provision 
Complete Project 
[ 11 Introduction 
[2] Sample Provision 
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$13.01 GENERALLY 

Facts are important in any business transaction.' In a project financing, how- 
ever, an understanding of the details of a project is crucial to proper structur- 
ing of each of the project contracts and the financing arrangements. Any 
unverified fact is the potential weakness of a project, for uncertain facts may 
lead to unpredictable results. 

In contracts, facts are traditionally memorialized in a section of the con- 
tract called the representations and warranties section. It is here that the con- 
tracting parties in a project financing can determine whether the elements 
necessary to support a project financing exist. Thus, the representation and 
warranty section of project contracts, including the project loan agreement, 
serves an important role in the project due diligence process. 

[l] Definition. Representations and warranties form the basis of 
most every business transaction, including a project financing. A representa- 
tion is a statement by a contracting party to another contracting party about 
a particular fact that is correct on the date when made. A representation is made 
about either a past or present fact, never a future fact. Facts required to be true 
in the future are covenants. 

A warranty is sometimes confused with a representation, but in practice 
the two terms are used together, the contracting party being asked to "repre- 
sent and warrant" certain facts. As an oversimplification, a warranty is a duty 
created in a contract; a representation induces a party to enter into a contract 
and can exist even though no valid contract is created. A contractual warranty, 
therefore, is a guarantee that a given fact will exist as warranted at some 
future date. 

Historically, a breach of a warranty could be enforced as a breach of 
contract; a misrepresentation could be enforced as a t0rt.A breach of warranty 
occurs when the contracting party fails to maintain compliance with the war- 
ranty. To be actionable, a misrepresentation must be an intentional false rep- 
resentation of a material fact, the contracting party must have had knowledge 
that the fact was false or the representation must have been made with reckless 
disregard for accuracy,* the contracting party must have been induced into the 
contract by that fact, and damages must be proximately related to the fact mis- 
represented. 

"She always says, my lord, that facts are like cows. If you look them in the 
face hard enough they generally run away." DOROTHY SAYERS, CLOUDS OF WITNESS, ch. 4 
(1926). 

2 Under the Misrepresentation Act liability exists even if the representation was 
made with reckless disregard for accuracy. Misrepresentation Act, 1967. 
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Traditionally, the remedy for a breach of warranty is damages, although 
the contract remains binding. In misrepresentation cases, however, the remedy 
may be damages, or rescission and restitution. 

Because some courts blur the distinction between the two, the practice is 
to require the contracting party to "represent and warrant" the same facts, and 
to state that the untruth of any reuresentation or warrantvis an event of default , . 
under the contract. While there are practical differences between representa- 
tions and warranties, this approach simplifies drafting and negotiation. 

[2]  Purpose. The purpose of a representation in a project finance 
contract is to set forth in the contract the factual basis under which each of the 
contracting parties is prepared to enter into the transaction. Each contracting 
party can thereby set out the basis of the project finance deal in the represen- 
tation section of the contract. 

In some instances, the representations will contain the key elements under 
which a board of directors or bank credit committee have authorized the trans- 
action. In other instances, the representations are standard, commonsense, yet 
important, factual statements that are a part of every transaction. 

Through the process of negotiation, a contracting party can discover 
whether the other contracting party can represent the facts that form the 
basis of the deal. This process aides each project participant in determining 
whether the essential elements of the project exist. If, for example, the project 
lender is basing its decision to lend funds partly on the assumption that the 
project company has obtained all necessary real property interests to build 
the project, and that is not yet the case, it will likely refuse to close and advance 
funds until the necessary interests are obtained. 

[3] Role of Representations and Warranties in  Project Finance. 
Because project financings are based on the financial merits of a project, includ- 
ing those embodied in the project contracts, representations and warranties 
are of particular importance. In fact, representation and warranty sections in 
the typical project finance loan agreement do, and should, read like a check- 
list of the essential elements of project finance. Each element of the project 
must be verified to determine whether the necessary ingredients exist. This is 
the essence of due diligence, and the purpose of the project finance represen- 
tation section. 

For example, project contracts that govern construction, operation, fuel 
supply and output sales are each important to the success of the project, includ- 
ing the ability of the project sponsor to service debt after operating costs are 
paid. If one of the contracting parties does not, for example, have a signifi- 
cant permit or asset, the project could experience delays in construction and 
concomitant increased costs, and the contract will fail in its credit support role. 
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A properly drafted and negotiated representation and warranty section will 
assist the participants in verifying whether the contract provides the project 
with the necessary credit support. 

$1 3.02 MECHANICS OF REPRESENTATIONS AND WARRANTIES 

[ I ]  Affirming the Basic Assumptions. Representations and war- 
ranties in a project contract or project finance loan agreement serve the pur- 
pose of affirming, in writing, the facts under which each contracting party bases 
its decision to enter the transaction. Months, and sometimes years of discus- 
sions, feasibility studies, and projections culminate in a set of facts that form 
the foundation of credit approval by the project lender, and selection of the 
contractor, operator and fuel supplier by the project sponsor. 

Many representations and warranties are common to all agreements, includ- 
ing legal status and authority to enter into the transaction. These are discussed 
immediately below. 

Legal Status. The legal status of the contracting party is important 
because it determines the ability of the party to enter into the transaction, 
and also because it governs financial liabilities. A contract entered into with an 
unincorporated "corporation" affects the ability to enforce the contract against 
a presumed set of assets. Similarly, a limited partnership, the limited partners 
of which enjoy limited liability for partnership debts, is a very different con- 
tracting party from a general partnership, the partners of which have joint and 
several, unlimited liability. Thus, such facts as due incorporation or organiza- 
tion, continued existence, good tax standing, and qualification to do business 
in foreign jurisdictions are each important. 

Authority to Enter into the Transaction. The ability of the contracting 
party to enter into the transaction is similarly important. Among the consid- 
erations are whether the party is subject to any corporate or partnership restric- 
tion relating to the transaction, or whether any court or governmental agency 
order could have a material adverse effect on the party. 

[2] Additional Facts Received in Negotiation Process. During nego- 
tiation of the contract, the representations and warranties are refined as the con- 
tracting parties disclose facts that may present potential problems. Typically, these 
result in changes to the representations and warranties, and may, of course, mod- 
ify the structure, price or terms of the agreement, and the underlying project 
itself. 

It is important in a project financing to disclose these problems early 
so that agreed upon resolutions are made without affecting the closing sched- 
ule. Although some project sponsors have been successful in "hiding" proj- 
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ect problems, more often than not the problems rise to the surface creating 
larger problems. 

For example, even though the project company has not yet received a 
required government approval, the project lender may agree to except that per- 
mit from the representation that the project company has all permits. Instead, 
the lender could modify the covenant section of the loan agreement to provide 
that the project company will apply for and diligently pursue the permit. 
Similarly, the default section can specify that the permit must be issued and 
in effect by a definite date. 

[3] Date Representations and Warranties Are Made. Representations 
and warranties are typically made on the date the contract is executed. Some con- 
tracts, especially loan agreements, provide that one contracting party is excused 
from taking a specified action, such as making further loans, if the representa- 
tions and warranties are not true on the date the further action is permitted. 

Thus, the contracting parties allocate the risk of the future correctness 
of representations and warranties by specifically assigning that risk to one of 
the parties. If, for example, a contractor represents in a construction contract 
that it has the personnel necessary to complete a project, and the representa- 
tion and warranty is not required to be restated on each construction payment 
date, the project sponsor has assumed the risk of low staffing by the contrac- 
tor and will be required to pay the contractor. (Of course, other contract pro- 
visions may provide an excuse for the project company's obligation to make 
the payment.) 

[4] Materiality and Knowledge Limitations in Representations and 
Warranties. In the negotiation process, contracting parties will sometimes 
desire to limit a representation and warranty by a materiality limitation or 
knowledge limitation. With a materiality limitation, the contracting party 
excepts from the scope of the representation and warranty those facts that are 
immaterial in effect. With a knowledge limitation, the contracting party lim- 
its the statement to only those facts now known; if the fact later becomes known 
as untrue, and the party had no knowledge of the untruth, no breach of the . . - 
representation and warranty occurs. The significance of these limitations depends 
on the transaction involved and the assumptions made by the contracting party 
on which the transaction is based. 

A materiality limitation is sometimes requested in situations where a con- 
tracting party represents and warrants that it is in compliance with laws and 
governmental orders, or that it is not in breach of any agreement. The con- 
tracting party may request that the representation and warranty be revised such 
that the contracting party is in compliance with all material laws, that it is in 
material compliance with all material laws, or that it is in compliance with all 
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laws the failure to comply with which would have a material adverse effect on 
its business or operations. 

The decision of the other contracting party to permit the materiality lim- 
itation is dependent on the importance of the representation and warranty to 
the transaction, and the ability of the party making the statement to verify 
the accurateness of the statement. If the representation and warranty is not 
exceptionally significant, then some form of the materiality exception is typi- 
cally permitted. Similarly, if the contracting party to whom the representa- 
tion is made can independently verify the facts underlying the representation 
and warranty, the materiality exception is often acceptable. 

In a project financing, where operation of the project determines whether 
debt is repaid, the materiality limitation may be unacceptable to the lender in a 
loan agreement. This is because the lender will prefer to determine whether a 
breach of a representation is material at the time the inaccuracy becomes known. 

In a project finance construction contract, however, it may be acceptable 
to permit the contractor to include a materiality limitation. This is because the 
contractor typically does business in a number of governmental jurisdic- 
tions, and it is probable that it is in violation of a law somewhere on some proj- 
ect, but the consequences of that violation are insignificant. 

Similarly, the project finance lender may find a materiality limitation unac- 
ceptable when the project sponsor is asked to represent and warrant in the loan 
agreement that it is in compliance with all major project contracts. The lender, 
relying on the terms and conditions contained in these contracts in its deci- 
sion to make loans to the project company, has a significant interest in deter- 
mining whether any problems exist. Also, the project sponsor can obtain a 
consent from each of the contracting parties stating that no defaults exist, which 
makes it easier for the project company to then represent compliance to the 
project lender. 

A knowledge limitation in a representation and warranty transforms the 
representation and warranty from a risk allocation mechanism to an anti-fraud 
provision. In effect, the limitation of the representation and warranty to the 
knowledge of the contracting party means that there can be no breach unless 
the party knew the fact was untrue, and the other party can prove that the party 
made the representation knowing of its falsity. The limitation may be accept- 
able in limited situations where the party is asked to represent a fact that is, 
in part, known only to a third party. An example is the representation that there 
is no threatened revocation of a permit by a government agency. 

913.03 VERIFICATION OF REPRESENTATIONS AND WARRANTIES 

It is not unusual for the contracting parties, particularly the project lender, to 
verify the representations and warranties made by the project company and the 
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other project participants. The degree of this review depends on the sophisti- 
cation of the parties, the nature of ongoing relationships between the con- 
tracting parties, and the financial risk in the transaction. 

Generally, project finance lenders conduct their own due diligence into 
the feasibility of the project, through such devices as feasibility studies by con- 
sultants, requiring legal opinions to verify the representations and warranties, 
and obtaining certificates from officers of the project sponsor. Another impor- 
tant due diligence item is the consent to assignment, obtained by the lender 
from the project participants as part of the financial closing process. The 
consent to assignment is discussed in chapter 26. 

DOCUMENT DRAFTING EXAMPLES 

513.04 INTRODUCTION TO SAMPLE PROVISIONS 

Section . The [identity of party making representations and warranties] 
represents and warrants to [identity ofparty to whom made] that: 

The preamble to the representation and warranty section announces the 
representations and warranties made by one contracting party to another party. 
It also serves to remind the drafter that representations and warranties, not 
covenants. are to follow. 

513.05 . FORMALITIES OF BUSINESS ORGANIZATION 

[I] Generally. Among the first representations and warranties made 
in any transaction is the business organization representation, which concerns 
the form of business organization of the contracting party, whether corpora- 
tion, general partnership, limited partnership, limited liability company or lim- 
ited liability partnership. 

This representation and warranty is significant in a project financing 
because of the importance of identifying and conducting a due diligence review 
of the parties involved. For example, as discussed in chapter 15, in project financ- 
i n g ~  the contractor typically provides credit enhancement to the project through 
liquidated damages and other payments. The specific business organization 
of the contractor must be identified so that financial due diligence can be con- 
ducted on the contractor to determine whether the requisite creditworthiness 
exists to support the financial obligations it has undertaken. 

Due Incorporation; Due Formation. Whether a corporation or part- 
nership is duly incorporated or formed depends on the law of the jurisdic- 
tion in which the entity is formed. If the requisites of law were complied with 
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on the date of formation, the corporation is said to be "duly incorporated." A 
partnership, whether general or limited, is "duly formed" if the requisites of 
law were complied with on the day of partnership formation. 

Valid Existence. Although duly incorporated or formed, a corporation 
or partnership may have lost its statutory or contractual existence. Corporations 
may be dissolved, its certificate of incorporation may expire if it was not formed 
with perpetual existence, or the jurisdiction of incorporation may revoke 
corporate existence. Partnerships may cease existence as such through statute 
or through operation of the partnership agreement. 

Good Standing. Business entities are in good standing if in compli- 
ance with statutes relating to payment of fees and taxes and filings of annual 
reports. Failure to do so may restrict the entity from certain statutorily granted 
rights, such as access to the judicial system. 

Power and Authority. A business entity has the power and authority 
to conduct business if such rights are granted in its documents of formation, 
whether the certificate of incorporation of a corporation, or the partnership 
agreement of a partnership. Such organizational documents must be examined 
to determine whether an entity has the power to perform the contract it has exe- 
cuted. 

Due Qualification. Statutes governing businesses generally require a 
foreign entity (an entity not formed in the jurisdiction) to qualify to do busi- 
ness in that jurisdiction. Failure to qualify may temporarily restrict the 
right of the entity to use the judicial system of the foreign state, although the 
right is often reinstated once back payments or filings are made. Some juris- 
dictions, such as a few states in the United States, deny access to the judicial 
system even after curative steps are made, however, with respect to con- 
tracts executed during the violation. Because of the importance of the under- 
lying contracts in a project financing, the good standing of the project company 
should be carefully analyzed to ensure that important project contracts can 
be enforced. 

(21 Corporation 

Incorporation, Good Standing and Due Qualification of Corporation. The 
[Corporation] is a corporation duly incorporated, validly existing and in 
good standing under the laws of [Jurisdiction]; has the corporate power 
and authority to own its assets and to transact the business in which it is 
now engaged or proposed to be engaged; and is duly qualified to do busi- 
ness in each jurisdiction in which the character of the properties owned 
by it therein or in which the transaction of its business makes such qual- 
ification necessary. 
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[3] General Partnership 

Formation, Good Standing and Due Qualification of General Partnership. 
The [General Partnership] is a general partnership duly formed and validly 
existing under the laws of [Jurisdiction]; has the partnership power and 
authority to own its assets and to transact the business in which it is now 
engaged or proyosed to be engaged; is duly qualified to do business in each 
jurisdiction in which the character of the properties owned by it therein 
or in which the transaction of its business makes such qualification nec- 
essary; and the copy of the partnership agreement attached hereto as Exhibit 
i s  a true and complete copy of such partnership agreement, and 
there have been no other amendments or changes to such partnership 
agreement. 

[4] Limited Partnership 

Formation, Good Standing and Due Qualification of Limited Partnership. 
The [Limited Partnership] is a limited partnership duly formed andvalidly 
existing under the laws of [Jurisdiction]; has the partnership power and 
authority to own its assets and to transact the business in which it is now 
engaged or proposed to be engaged; is duly qualified to do business in each 
jurisdiction in which the character of the properties owned by it therein 
or in which the transaction of its business makes such qualification nec- 
essary; and the copy of the limited partnership agreement attached hereto 
as Exhibit i s  a true and complete copy of such limited partnership 
agreement, and there have been no other amendments or changes to 
such limited partnership agreement. 

[5] General Partners of Limited Partnership 

Incorporation, Good Standing, and Due Qualification of the General Partners. 
Each general partner of the [Limited Partnership] is a corporation duly 
incorporated, validly existing and in good standing under the laws of 
[Jurisdiction]; has the corporate power and authority to own its assets and 
to transact the business in which it is now engaged or  proposed to be 
engaged; and is duly qualified to do business in each jurisdiction in which 
the character of the properties owned by it therein or in which the trans- 
action of its business makes such qualification necessary. 

513.06 POWER AND AUTHORITY 

[I] Introduction. The power and authority representation and war- 
ranty concerns the contracting party's ability to  enter into the specific trans- 
action contemplated by the contract. Specifically, the contracting party confirms 
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that all consents to the transaction by shareholders or partners have been 
received, it has the ability to enter into the contract under its governing doc- 
uments, and that all third parties, including governmental agencies and courts, 
have provided necessary approvals and consents to the transaction. 

Authority to Enter into and Perform Transaction. The contracting party's 
governing documents, such as the certificate of incorporation and bylaws of 
a corporation, or partnership agreement of a partnership, may impose limi- 
tations on certain transactions. For example, the certificate of incorporation 
may require shareholder consent for certain guarantees of a third party's debt 
or other obligations. 

Corporate or Partnership ApprovaZ. Similarly, the governing documents 
may require shareholder or unanimous partner consent to the transaction. 

Violation of Law or Judicial Order. The transaction contemplated 
may be prohibited or limited by a law or regulation, or by a judicial order, or 
may require a consent by a governmental agency or court. Also, the transac- 
tion may cause the contracting party to be in violation of a law or order, even 
though the transaction itself is not a violation. 

The scope of this representation is not as far reaching as the representa- 
tion, typical in project fmancings, that the project sponsor or other contract- 
ing party has all permits necessary to construct or operate the project. That 
representation is discussed below. Rather, this representation is limited to the 
execution and delivery of one specific contract. 

Breach of ExistingAgreement. The transaction may also violate an exist- 
ing agreement of the contracting party. Even though the violation of an agree- 
ment with another party is unrelated to the contemplated transaction, the 
violation may result in a default under that agreement, subjecting the con- 
tracting party to damages that may have a negative impact on the ability to con- 
duct its business. 

Creation of Liens. In some loan transactions the lender includes a pro- 
vision that prohibits the borrower from granting a security interest in its assets 
to another party unless the lender is also given a security interest. If the proposed 
contract includes a grant of security, this representation assists in determining 
whether such a grant creates a problem with the contracting party's lender. 

[2] Sample Provision. 

Power and Authority. The execution, delivery and performance by the 
[Contracting Party] of the [Contract] has been duly authorized by all 
necessary [corporate/partnerskip] action and does not and will not: (1 )  
require any further consent or approval of the [sharekolders/partners] of 
such [corporation/partnerskip]; ( 2 )  contravene such [corporation's/ 
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partnership's] [certificate of incorporation or bylaws/partnership agree- 
ment/certificate of limited partnership or limited partnership agreement]; 
(3) violate any provision of any law, rule, regulation, order, writ, judgment, 
decree, determination, or award presently in e&ct having applicability 
to the [ContractingParty]; (4) cause the [ContractingPa~y] to be in vio- 
lation of or in default under any such law, rule, regulation, order, writ, 
judgment, injunction, decree, determination, or award or any such inden- 
ture, agreement, lease or instrument; (5) result in a breach of or consti- 
tute a default under any indenture or loan or credit agreement or any other 
agreement, lease or instrument to which the [ContractingParty] is a 
party or by which it or its properties may be bound or affected; or (6) result 
in, or require, the creation or imposition of any mortgage, deed of trust, 
pledge, lien, security interest, or other charge or incumbrance of any nature 
upon or with respect to the properties now owned or hereafter acquired 
by the [Contracting Party]. 

$1 3.07 LEGALLY ENFORCEABLE AGREEMENT 

[I]  Introduction. The representation and warranty that the contract 
is legally enforceable is not a legal opinion. Rather, the contracting party rep- 
resents that the factual requisites of a contract are in place, and that there- 
fore the contract is legally enforceable. Thus, this representation affirms that 
a contract exists, the validity of the contract is not in dispute, and that the 
contracting party has the legal ability to enter into the transaction contem- 
plated and understands that the contract is enforceable through arbitration o r  
the judicial system. 

[2] Sample Provision. 

Legally Enforceable Agreement. This agreement is in full force and effect and, 
is a legal, valid, and binding obligation of the [Contracting Party], enforce- 
able against the [Contracting Party], in accordance with its terms, except to 
the extent that such enforcement may be limited by applicable bankruptcy, 
insolvency, and other similar laws affecting creditor's rights generally. 

$13.08 FINANCIAL STATEMENTS, PROJECT BUDGET AND 
PROJECTIONS 

[I] Introduction. The financial statement representation is typically 
used in a project financing in the project credit agreement, and relates to the 
project construction budget, projections of revenue and expenses during proj- 
ect operation, and the balance sheet of the project company. The type of rep- 
resentation required by the lender will vary depending upon whether the 
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loan is for a project not yet under construction or whether the project is in 
operation. If the project loan is for construction, and the project company is 
a newly-created entity, financial statements may be unavailable. 

In some cases, other project contracts use this representation to set forth 
the creditworthiness of one of the project participants. This is particularly 
important where a project participant provides some form of credit enhance- 
ment for the financing, such as a contractor agreeing to pay liquidated dam- 
ages under a construction contract. Because of the nonrecourse nature of project 
finance debt, this financial information is significant to the lender. The value 
of underlying contract obligations is determined by the balance sheet of the 
party providing the support. 

In some situations, financial information of project participants is avail- 
able from governmental agencies or public databases. For example, in the U.S., 
a publicly-traded corporation will have financial information on file with the 
Securities and Exchange Commission, copies of which are available to the pub- 
lic. In these situations, this representation is often not required. 

[2]  Sample Provision for Project Finance Credit Agreement for New 
Project. The financial statement representation for use in a project finance credit 
agreement for a project not yet under construction typically includes provisions 
relating to the project budget, project projections, and project liabilities. 

Project Budget. The project finance lender must determine the con- 
struction cost of the project so that it can conclude whether the project rev- 
enue from operation will provide sufficient revenue to service debt and pay 
operating expenses. The representation will reference the project budget, typ- 
ically either attached as an exhibit to the credit agreement or delivered sepa- 
rately at financial closing, and state that the project budget fairly reflects the 
construction costs for the project. 

Projections. Similarly, the project finance lender must determine the 
revenues that will be received by the project, as well as the project expenses 
incurred in operation of the project. The representation will reference these 
projections and state that the projections fairly represent anticipated rev- 
enues and expenses. 

Financial Information. (a) The project budget was prepared using rea- 
sonable assumptions of the type typically used in projects similar to this 
project and the [Project Company] is not aware of any presently existing 
or threatened fact, condition or event that indicates or could reasonably 
he viewed as indicating that the project will not be able to be completed 
in accordance with the project budget, and there are no liabilities of the 
[Project Company], fured or contingent, which are not reflected in the proj- 
ect budget. 
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(b) The projections were prepared using reasonable assumptions of the 
type typically used in projects similar to this project and the [Project 
Company] is not aware of any presently existing or threatened fact, con- 
dition or event that indicates or could reasonably be viewed as indicating 
that the project will not be able to be operated in accordance with the pro- 
jections, and there are no expenses of the [Project Company], fured or con- 
tingent, which are not reflected in the project budget. 

(c) The [Project Company] has engaged in no business other than the proj- 
ect, and has no obligations or liabilities other than those incidental to its 

- 

organization, and those incurred in connection with the project or its exe- 
cution, delivery and performance of this Agreement, all of which are set 
forth in the projections and yroject budget. The [Projecr Company] is solely 
in the business of acquiring, developing, constructing, financing, owning 
and operating the yroject. 

(d) There has been no material adverse change in the condition (finan- 
cial or otherwise), business, or operations of the [Project Company]. 

[3] Modification of Financial Statement Representation for Existing 
Project. If the project is in operation, the financial statement representa- 
tion should be modified to reflect the availability of financial statements and 
the deletion of the project budget. 

The financial statement representation should cover those statements upon 
which the bank relies in making its credit analysis. Typically, these include 
the borrower's last financial year reports, and the reports for the most recent 
financial quarter. The gap in time between the date of the last financial state- 
ment and the closing is addressed in a "no material adverse change" clause, 
which requires the borrower to represent that there has been no material adverse 
change in its condition, business or operations since the date of the last finan- 
cial statement. 

Generally Accepted AccountingPrinciples. The borrower is required to 
affirm that the financial statements were prepared in accordance with those 

A 

accounting standards generally accepted as standard accounting principles in 
the applicable country. In the U.S., these are commonly referred to as "gener- 
ally accepted accounting principles," or "GAAP"). Often, these principles per- 
mit the use of different standards, so they must be consistently applied. 

Fair Presentation of Financial Condition. The borrower is also required 
to represent that the financial statements fairly present its financial condi- 
tion. Merely representing that the financial statements were prepared in accor- 
dance with generally accepted accounting ~rinciples may not necessarily result 
in a fair presentation of financial condition. 
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Financial Information. (a) The projections were prepared using reasonable 
assumptions of the type typically used in projects similar to this project 
and the [Project Company] is not aware of any presently existing or threat- 
ened fact, condition or event that indicates or could reasonablybe viewed 
as indicating that the project will not be able to be operated in accordance 
with the projections, and there are no expenses of the [Project Company], . ~ 

f i e d  or contingent, which are not reflected in the project budget. 

(b) The [Project Company] has engaged in no business other than the proj- 
ect, and is engaged and only proposes to engage, solely in the business of 
owning and operating the project. 

(c) The balance sheet of the [Project Company] dated as at , 2 0  , and 
the related statements of income and retained earnings for the financial 
year ended , 20  , and the accompanying footnotes, together with the 
opinion thereon, dated , 2 0  , of [Accountants], independent certified 
public accountants, and the interim balance sheet of the [Project Company] 
as of , 20  and the related statement of income and retained earnings 
for the [XI-month period ended ,20 ,are complete and correct and fairly 
present the financial condition of the [Project Company] as at such dates 
and the results of operations of the [Project Company] for the periods cov- 
ered by such statements, all in accordance with generally accepted account- 
ing principles consistently applied, and since , 2 0  there has been no 
material adverse change in the condition (financial or otherwise), busi- 
ness, or operations of the [Project Company]. 

[ 4 ]  Financial Statement Representation for contract ing Party 

Financial Information. The balance sheet of the [Contracting Party] dated 
as at , 20  , and the related statements of income and retained earnings 
for the financial year ended , 2 0  , and the accompanying footnotes, 
together with the opinion thereon, dated , 20  , of [Accountants], inde- 
pendent certified public accountants, and the interim balance sheet of the 
[Contracting Party] as of ,20 and the related statement of income and 
retained earnings for the [XI-month period ended , 20  , are complete 
and correct and fairly present the financial condition of the [Contracting 
Party] as at such dates and the results of operations of the [Contracting 
Party] for the periods covered by such statements, all in accordance with 
generally accepted accounting principles consistently applied, and since , 
20 there has been no material adverse change in the condition (finan- 
cial or otherwise), business, or operations of the [Contracting Party]. 
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513.09 LITIGATION 

[I]  Introduction. The litigation representation is particularly impor- 
tant in a project financing, since theexistenc; of litigation could affect the proj- 
ect construction schedule, causing delays in project completion and increased 
construction costs, and could also affect the long-term viability of the proj- 
ect. Threatened litigation is also typically included because the mere threat of 
litigation may slow project development, or lead to an expensive settlement 
negotiation process. 

The representation also covers litigation or proceedings that could affect 
the borrower. Many project financings are based on a predictable regulatory 
environment. Thus, the representation is required to ascertain whether any reg- 
ulatory proceedings exist which, although not directly involving the project 
company, may nonetheless affect it. 

[2]  Litigation Representation When No Litigation Exists. 

Litigation. There is no pending or threatened action or proceeding against 
or affecting the [Contracting Party] [if a partnership: or any general part- 
ner] or any [Project Participant] before any court, governmental agency, or 
arbitrator, which may, in any one case or in the aggregate, materially adversely 
affect the financial condition, operations, properties, or business of the 
[ ContractingParfy] [ i f a  partnership: or any general partner] or any [Project 
Participant] or the ability of the [Contracting Party] [if a partnership: or 
any general partner] or any [Project Participant] to perform its obligation 
under the [Project Documents] to which it is a party. 

[3] Litigation Representation When Litigation Exists. While it is 
unlikely that any pending or threatened litigation against or affecting the proj- 
ect company will allow the project financing to close, litigation involving other 
project participants may be more palatable, though still bitter. If litigation exists 
or is threatened, or if a large, diverse company is involved, some limitation on 
the litigation representation may be requested. 

Litigation. There is no pending or threatened litigation or proceeding against 
or affecting the [Contracting Party] before any court, governmental agency, 
or arbitrator which may, in any one case or in the aggregate, materially 
adversely affect the financial condition, operations, properties, or business 
of the [ContractingParfy] or the ability of the [Contracting Party] to per- 
form its obligations under this agreement. 
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$1 3.10 JUDGMENTS AND ORDERS 

[ I ]  Introduction. Even though there exists no litigation, the proj- 
ect company may have completed litigation with an outstanding judgment that 
limits or  prohibits participation in the project. 

[2] Sample Provision. 

No Defaults on Outstanding Judgments or Orders. The [Project Company] 
has satisfied all judgments, and neither the [Project Company] nor any 
[Project Participant] is in default with respect to any judgment, writ, injunc- 
tion, decree, rule, or regulation of any court, arbitrator, or federal, national, 
central, commonwealth, state, province, municipal, city, borough, vil- 
lage, county, district, department, territory, commission, board, bureau, 
agency or instrumentality, or other governmental authority, domestic or 
foreign, provided that, solely as to any [Project Participant], such default 
could have a material and adverse effect on such [Project Participant's] abil- 
ity to perform its obligations under any [Project Document] to which it is 
a party. All [Project Participants] have satisfied all judgments and are in 
compliance with respect to all judgments, writs, injunctions, decrees, rules 
or regulations of all courts, arbitrators, or federal, national, central, com- 
monwealth, state, province, municipal, city, borough, village, county, 
district, department, territory, commission, board, bureau, agency or instru- 
mentality, or other governmental authority, domestic or foreign, where the 
failure to do any of the foregoing could affect the ability of any [Project 
Participant] to perform its obligations under any [Project Document]. 

513.1 1 EXISTING AGREEMENTS 

[l] Introduction. In addition to litigation, the project company may 
have entered into contracts that limit or  prohibit participation in the project. 
Also, the organizational documents of the project company, such as the char- 
ter or partnership agreement, must permit the performance of the transaction. 
Thus, this representation complements the authorization representation dis- 
cussed above. 

The existing agreement representation is particularly significant in a proj- 
ect financing where the project company enters into a number of interrelated 
agreements, any of which, if breached, could negatively affect the financing. 

Also, other project participants, such as the contractor or fuel supplier, 
could be parties to agreements that limit or  prohibit the contemplated agree- 
ment. These agreements, which form the basis of the project economics, could 
similarly negatively affect the financing. 

Finally, this representation assures that the project company is not in default 
under any agreements. This is particularly useful in a project financing since 
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the continuing effectiveness of project contracts on the dates of construction 
loan draws is important. 

[2] Sample Provision. 

Other Agreements. Neither the [Project Company] nor any [Project Participant] 
is a party to any indenture, loan, or credit agreement, or to any lease or 
other agreement or  instrument or subject to any charter or corporate [or 
partnership] restriction which, if performed by all  parties thereto in accor- 
dance with its terms, could have a material adverse effect on the busi- 
ness, properties, assets, operations, or condition, financial or otherwise 
of the [Project Company], or on the ability of the [Project Company], or 
could reasonably be expected to have a material adverse effect on the abil- 
ity of any [Project Participant], to carry out its respective obligations under 
the [Project Documents] to which it is a party. Neither the [Project Company] 
nor any [Project Participant] is in default in any respect in the perform- 
ance, observance, or fulfillment of any of the material obligations, covenants, 
or conditions contained in (i) in the case of the [Project Company], any 
agreement or instrument material to its business to which it is a party and, 
in the case of a [ProjectParticipant],where a default under such agreement 
or instrument could have a material adverse effect on such [Project 
Participantl's ability to perform its obligations under any [Project Document] 
to which it is a party, or (ii) any [Project Documents]. 

513.12 FORCEMAJEURE 

[I] Introduction. "Force majeure"is the term generally used to  refer 
to an event beyond the control of a party claiming that the event has occurred, 
including fire, flood, earthquakes, war, and strikes. Which party will bear the 
risk is always a subject of negotiation. 

On occasion, the phrase "acts of God" is used in  connection with a list- 
ing of uncontrollable events. This phrase is probably best avoided. Nor is the 
addition of the phrase "act of God o r  of the public enemy" any more accept- 
able. It is offensive to  some cultures, and derogatory of some religious beliefs. 

[2] Sample Provision. 

Force Majeure. Neither the business nor the properties of the [Project 
Company] or any of the [Project Participants] are affected by any fire, explo- 
sion, accident, strike, lockout, or other labor dispute, drought, storm, hail, 
earthquake, embargo, or other casualty (whether or not covered by insur- 
ance), materially and adversely affecting the business or properties or the 
operation of the [Project Company] or materially and adversely affecting 
the ability of any such [Project Participant] to perform its obligations under 
any [Project Document] to which it is a party. 
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513.13 ASSET OWNERSHIP AND LIENS 

[I] Introduction. The asset and lien representation is typically used 
in loan and project interest acquisition agreements. It states that the con- 
tracting party has ownership of its assets, free and clear of any liens other 
than those liens permitted by the agreement. 

The representation is particularly important in project finance transac- 
tions because of the necessity to know whether all assets that are necessary 
for the development, construction and operation of the project are owned by 
the project company. The absence of an essential element of the project could 
affect, at a minimum, the economic projections for the project, and quite 
possibly the overall success of the project. 

[2] Sample Provision. 

Ownership and Liens. The [Project Cornpany/ContractingParty] has good 
and marketable title to, or valid leasehold interests in, all of its properties 
and assets, real and personal, including, without limitation, the [Project 
Site] and the property and assets, real and personal, constituting a part 
of the project, and none of the properties and assets owned by the [Project 
Company/Contracting Party] and none of its leasehold interests is subject 
to any mortgages, deeds of trust,pledges, liens, security interests, and other 
charges or encumbrances, except such as are permitted herein. 

$13.14 SUBSIDIARIES AND OWNERSHIP OF SECURITIES 

[I] Introduction. Like the ownership and liens representation, this 
representation is typically used in loan and project acquisition agreements. It 
is used to confirm the subsidiaries of the project company, and to make cer- 
tain that all assets are owned that are necessary for the development, con- 
struction and operation of the project. 

[2] Sample Provision. 

Subsidiaries and Ownership of Securities. Exhibit - sets forth a complete 
and accurate list of all subsidiaries of the [Contracting Party], the juris- 
dictions of incorporation, and the ownership of outstanding stock. All out- 
standing stock of each such subsidiary has been validly issued, is fully paid 
and non-assessable, and is owned by the [Conrracting Party] free and clear 
of all mortgages, deeds of trust, pledges, liens, security interests, and other 
charges or encumbrances. 
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513.15 OPERATION OF BUSINESS 

[ I ]  Introduction. Because a project financing is sensitive to  undis- 
closed and undiscovered risks, it is often significant to  determine that the proj- 
ect company and each important project supplier and off-take purchaser has 
all necessary rights to  operate its business. 

[2] Sample Provision. 

Operation ofBusiness. Other than governmental approvals, the [Contracting 
Party] possesses all licenses, permits, franchises, patents, copyrights, trade- 
marks, and trade names, or rights thereto, to conduct its business sub- 
stantially as now conducted and, as presently proposed to be conducted, 
and the [ContractingParty] is not in violation of any valid rights of oth- 
ers with respect to any of the foregoing. Each of the [list major contract- 
ingparties to each materialproject contract] possesses all licenses, permits, 
franchises, patents, copyrights, trademarks and trade names, or rights 
thereto to perform its duties under the documents to which it is a party, 
and such party is not in violation of any valid rights of others with respect 
to any of the foregoing. 

513.16 PROJECT ASSETS AND NECESSARY ASSIGNMENTS 

[I] Introduction. Sometimes important assets and contract rights 
that are essential to  project success are no t  owned by the project company. 
Before financial closing, these assets and contracts must be transferred to  the 
project company. 

[Z] Sample Provision. 

Assignments. Any and all assignments, consents and transfers of property 
(real and personal), contracts, licenses, approvals, permits and interest 
from [describe assignor] to the [Project Company] necessary for the con- 
struction of the Project by the [Project Company] are in full force and effect 
and are legal, valid and binding on [assignor] and do not require any fur- 
ther approval by any Person or any Governmental Approval to become 
fully legal, valid and binding agreements. There exist no liabilities or other 
obligations which have not been disclosed in writing to the [Lender] 
with respect to the purchase by the [Project Company] of all rights, title 
and interest of [describe assignor] to the Project. 
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5 13.17 PROJECT CONTRACTS 

(11 Introduction. Project finance lenders base credit appraisals on 
the projected revenues and anticipated expenses from the operation of the facil- 
ity. Consequently, the terms, obligations and liabilities in each contract to which 
the project company is a party must be reviewed and examined. Any amend- 
ments or modifications must also be disclosed to and examined by the lender. 
Finally, all conditions precedent under the project documents must have 
been satisfied or waived by the contracting parties so that there are no unac- 
ceptable conditions to contract performance. In particular, the project com- 
pany must be in compliance with all milestone obligations, which require 
performance of specified obligations by negotiated dates. 

[2] Sample Provision. 

Project Contracts. All Project Contracts, are unmodified and in full force 
and effect, there are no defaults or events of default in any such Project 
Contracts or material breaches (if there are no definitions for defaults or 
events of defaults) under any such agreement, the [Project Company] is in 
compliance with all milestone obligations under each such Project Contract, 
and all conditions to the effectiveness and continuing effectiveness of 
each Project Contract required to be satisfied have been satisfied. 

$13.18 DEBT 

[I] Introduction. Project finance lenders rely on the project's rev- 
enue-producing contracts and off-take market for debt repayment. Therefore, 
the amount and terms of all debt obligations must be disclosed to the project 
lender. Generally speaking, only that amount of debt that can be serviced (with 
a comfortable margin) can be outstanding at any time. 

[2] Sample Provision. 

Debt. The only outstanding Debt of the [Contracting Party] is debt yer- 
mitted under the terms of this Agreement. 

513.19 TAXES 

[I ]  Introduction. Whether the project sponsor has complied with 
applicable tax laws may be important to a decision whether to extend credit. 
Exceptions are often allowed, however, if certain taxes are being contested in 
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good faith and by proper proceedings and as to which adequate reserves have 
been maintained. 

[2] Sample Provision. 

Taxes. The [Contracting Parry] has filed all tax returns (federal, national, 
central, commonwealth, state, province, municipal, city, borough, village, 
county, district, department, territory, commission, board, bureau, agency 
or instrumentality, or other governmental authority, domestic or foreign) 
required to be filed and has paid all taxes, assessments and governmen- 
tal charges and levies thereon to be due, including interest and penalties 
except such taxes, if any, as are being contested in good faith and by proper 
proceedings and as to which adequate reserves have been maintained. 

513.20 REGULATORY AND LEGAL STATUS 

[I] Introduction. A project financing is based on predictable regu- 
latory environments, which combine to produce dependable cash flow. To the 
extent this predictability is unavailable or the risks of dependability are allo- 
cated unacceptably, credit enhancement is necessary to protect the lender from 
external uncertainties, such as fuel supply, product market instability and 
changes in law. Because the regulatory status of a project is an  important 
basis for a project, the regulatory and legal status representation should be care- 
fully drafted. 

[2] Sample Provision. 

Regulatory and Legal Stafus. (a) The Project is a [describe regulatory/legal 
status] pursuant to [describe statute or regulation], and, as such, the [Project 
Company] is not subject to any laws or regulations respecting [describe reg- 
ulatory regime that is inapplicable to the Project Company; for example: 
the rates of public utilities or the financial and organizational activities of 
public utilities]. 

(b) The [Lender] will not be deemed, solely by reason of any transaction 
contemplated by any of the [Loan Documents], by any federal, national, 
central, commonwealth, state, province, municipal, city, borough, vil- 
lage, county, district, department, territory, commission, board, bureau, 
agency or instrumentality, or other governmental authority, domestic or 
foreign, or other governmental authority having jurisdiction, to be sub- 
ject to regulation under any federal, national, central, commonwealth, state, 
province, municipal, city, borough, village, county, district, department, 
territory, commission, board, bureau, agency or instrumentality, or other 
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governmental authority, domestic or foreign, regulating [describe project 
purpose; for example: thegeneration, transmission or sale of electricity] under 
which the [Lender] would be deemed to be subject to regulation. [Exceptions 
may be needed in the event the Lender becomes an operator of the project.] 

513.21 PERMITS 

[I] Introduction. The risk that a project company does not have, 
or  might not obtain, permits necessary for the construction or operation of the 
project is, of course, a significant concern to all project participants. At the time 
of construction funding for a project, permits are classifiable into three cate- 
gories: permits already obtained and in full force and effect, which are not sub- 
ject to appeal, further proceedings, or  to any unsatisfied condition that may 
result in a material modification or revocation; permits that are routinely granted 
on application and that would not normally be obtained before construction; 
and permits other than those in full force and effect and those routinely granted 
on application. The last category of permits is, of course, the relevant con- 
cern for project participants. The application and approval process for the 
last category must be carefully examined to determine the Likelihood of issuance, 
the cost associated with possible conditions attached to permit approval, and 
similar issues. 

Necessary permits vary depending on the country, political jurisdiction, 
site, technology, process, and a host of other variables. The permits represen- 
tation is designed to  identify the necessary permits and the status of the 
applications for them. 

[2]  Sample Provision. 

Governmental Approvals. (a) The Governmental Approvals set forth in 
Exhibit - constitute all Governmental Approvals required (a) for 
design, construction, start-up, testing, and operation of the project, (b) 
for the execution, delivery and performance by [Project Company] of its 
obligations, and the exercise of its rights, under the [Loan Documents], (c) 
for the grant by the [Project Company] of the liens created by the [Security 
Documents] and for the validity and enforceability thereof and for the exer- 
cise by the [Lender] of the remedies thereunder, and (d) for the transfer of 
any such Governmental Approvals to the entity responsible for obtaining 
or maintaining such governmental approval. 

(b) The Governmental Approvals listed on Part 1 of Exhibit - are all the 
Governmental Approvals required under applicable law to commence con- 
struction of the project and all such Governmental Approvals have been 
duly given, made or obtained and are in full force and effect, and such 
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Governmental Approvals are not subject to any pending or threatened judi- 
cial or administrative proceeding or appeal. None of such Governmental 
Approvals contains any terms, conditions or provisions which could rea- 
sonably be expected to materially adversely affect or  impair [Project 
Companyl's ability to build the project in accordance with project speci- 
fications set forth in the [Construction Contract]. 

(c) The Governmental Approvals listed on Part 2 of Exhibit - have not 
been obtained as of the date hereof and are not required under applica- 
ble law to be obtained as of the date hereof and cannot be obtained until 
commercial operation or performance testing of the project occurs. 

(d) The Governmental Approvals listed on Part 3 of Exhibit -have not 
been obtained as of the date hereof but (a) are not required under appli- 
cable law at the present stage of the project and (b) are of a nature that 
they can be obtained when required in the ordinary course of business 
from the applicable agency by the [Project Company]. 

(e) The Governmental Approvals listed on Part 4 of Exhibit -have not 
been obtained as of the date hereof but are not required under applica- 
ble law at the present stage of the project. 

(f) The Governmental Approvals listed on Parts 2,3 and 4 of Exhibit - 
are of a nature that they can be reasonably expected to be obtained upon 
timely and adequate application being made therefor and upon payment 
of prescribed fees. 

"Governmental Approvals" means any authorization, consent, approval, 
license, lease, ruling, permit, tariff, rate, certification, exemption, filing 
or registration by or with any government or bureau, department or agency 
thereof. 

$13.22 COMPLIANCE WITH LAWS 

[l] Introduction. Compliance with applicable laws and regulations 
of each government with jurisdiction over a project participant is an impor- 
tant due diligence item. 

[2] Sample Provision. 

Compliance with Laws. The existing and planned use of the project corn- 
plies with all Legal Requirements, including but not limited to environ- 
mental laws, occupational safety and health, applicable zoning ordinances, 
regulations and restrictive covenants affecting the [Project Site], as well 
as all ecological, landmark and other applicable laws and regulations, 
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and all Legal Requirements for such use have been satisfied, except where 
the failure to comply with a law, in any case or in the aggregate, could 
not reasonably be expected to materially adversely affect the [Project Site], 
the project or the ability of the [ContractingParty] to perform under any 
of the documents to which it is a party. No release, emission or discharge 
into the environment of hazardous substances, or hazardous waste, or 
air pollutants, or toxic pollutants, as defined under any environmental 
laws, has occurred or is presently occurring or will occur in operating 
the project in its intended form in excess of permitted levels or reportable 
quantities, or other permitted concentrations, standards or limitations 
under the foregoing laws or under any other federal, national, central, com- 
monwealth, state, province, municipal, city, borough, village, county, 
district, department, territory, commission, board, bureau, agency or instru- 
mentality, or other governmental authority, domestic or foreign, laws, reg- 
ulations or Governmental Approvals in connection with the construction, 
fuel supply, water discharge, power generation and transmission or waste 
disposal, or any other project operations or processes. 

"Legal Requirements" means any and all federal, national, central, com- 
monwealth, state, province, municipal, city, borough, village, county, 
district, department, territory, commission, board, bureau, agency or instru- 
mentality, or other governmental authority, domestic or foreign, statutes, 
laws, regulations, ordinances, rules, judgments, orders, decrees, permits, 
concessions, grants, franchises, licenses, agreements or other govern- 
mental restrictions. 

513.23 INFRASTRUCTURE 

[I] Introduction. Sufficient infrastructure for the project, such as 
roads, highways, railways, rail switching yards, piers and do&, must be in place 
o r  planned at a level that will likely result in completion. For example, to the 
extent a road to  the project site is not yet in existence, planning is necessary for 
financing and development of it. 

[2]  Sample Provision. 

Infrastructure. All [identifi necessary infrastructure: roads, access, highways, 
railways, rail switching yards, piers, docks] necessary for the construction 
and full operation of the project for its intended purposes have either been 
completed or the necessary rights of way therefor have been acquired by 
appropriate governmental authorities or dedicated to public use and accepted 
or otherwise approved by said governmental authorities, and all necessary 
steps have been taken by the [Project Company] and said governmental 
authorities to assure the complete construction and installation thereof 
no later than the earliest of the date required for their usage to construct 
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and operate the project or any date required by any law, order or regula- 
tion, or any document to which the [Project Company] is a party or by 
which it is bound. 

$13.24 COMPLETION 

[I] Introduction. A delay in project completion may result in an 
increase in project construction costs and a concomitant increase in debt serv- 
ice costs. The delay may also impact the scheduled flow of project revenues nec- 
essary to cover debt service and operations and maintenance expenses. In  
addition, a delay in project completion may result in damage payments payable 
under, or termination of, project contracts, such as fuel supply and output con- 
tracts. Consequently, the completion date for the project should be estimated 
by the project company in the completion representation. 

The term "completion date" is a significant one. For a complete discus- 
sion of this term, and it far reaching effects, see the discussion in chapter 12. 

[2] Sample Provision. 

Completion Date. The [Project Company], after reasonable investigation, 
estimates that the [Completion Date] will occur on or before [ X ~ / X T / X Z U C ] .  

$13.25 COLLATERAL 

[I] Introduction. The ownership of any collateral given by the proj- 
ect company or another contracting party to the lender to secure its perform- 
ance must be examined to determine whether the necessary assurances are in 
place for the enforceability of the collateral. Also, local law must be examined 
to determine if the requisite filings are appropriately made. 

[2] Sample Provision. 

Title; Security Documents. The [Project Company] has good and marketable 
title to the [Real Estate], and has good title to the other [Collateral] which 
exists as of the date of representation free and clear of all [Liens] other 
than [Permitted Liens]. The provisions of the [Security Documents] are 
effective to create, in favor of the [Lender], valid and perfected first pri- 
ority security interests in and mortgage liens on such [Collateral]. All fd- 
ings, recordings, registrations and other actions necessary or desirable to 
perfect and protect such security interests and mortgage liens have been 
duly effected or taken. 
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913.26 FULL DISCLOSURE 

[ I ]  Introduction. A "catch-all" representation is often useful to  help 
ensure that the contracting party has fully disclosed the details of its involve- 
ment in the project. 

[2] Sample Provision. 

Full Disclosure. No written information, exhibit or report furnished by the 
[Project C~mpanylContractingPart~] to the [Lender] relating to the proj- 
ect in connection with the negotiation of this Agreement contained any 
material misstatement of fact or omitted to state a material fact or any fact 
necessary to make the statements contained therein not materially mis- 
leading after giving effect to the supplementation of such information, 
exhibits and reports furnished by such parties. No information, exhibit, 
report, certificate, written statement or other document furnished by the 
[Project Company/ContractingParty] relating to the project, to the [Lender] 
or to any appraiser or engineer submitting a report to the [Lender], or in 
connection with the transactions contemplated by this Agreement or the 
design, construction, start-up, testing or operation of the project, con- 
tained any untrue statement of a material fact or omitted to state a mate- 
rial fact necessary to make the statements contained herein or therein 
not misleading under the circumstances in which they were made. 

There is no fact or circumstance known to the [Project Company/Contracting 
Party] which materially adversely affects or could reasonably be antici- 
pated to materially adversely affect the properties, business, prospects or 
financial or other condition of the [Project Company/ContractingParty] 
or any [Project Participant] or the ability of the [Project Company/Contracting 
Party] or any [Project Participant] to complete and operate the project as 
contemplated by the [Loan Documents] and project specifications and to 
perform its obligations hereunder as set forth in the [Construction Contract] 
or under the other [Loan Documents] to which it is a party. 

91 3.27 REPRESENTATIONS AND WARRANTIES MADE IN OTHER 
PROJECT CONTRACTS 

[ l ]  Introduction. It is often useful to include in  an  agreement, such 
as a project finance credit agreement, a representation and warranty that all the 
representations and warranties made in the other project contracts by the proj- 
ect company are true and correct as if fully set forth again in the agreement. 
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121 Sample Provision. 

Representations and Warranties in Other Project Contracts. [Project Company] 
hereby restates each of the representations and warranties made to the 
respective parties to each of the [Project Contracts], as if each such repre- 
sentation and warranty were set forth in full herein on the date hereof. 

513.28 NO PRIOR BUSINESS ACTIVITY 

[I]  Introduction. Most project financings are undertaken by spe- 
cial-purpose entities formed for the sole purpose of development and owner- 
ship of a project. These entities have no other business activity that could 
interfere with the project or  it  ability to repay debt or perform project con- 
tracts. This representation is designed to verify that. 

[2] Sample Provision. 

No Prior Business Activity. [Project Company] has not engaged in any mate- 
rial business activities except in connection with the development of the 
project and in matters specifically related thereto. 

513.29 COMPLETE PROJECT 

[I] Introduction. A representation is made that all elements of the 
project are in place. 

[2] Sample Provision. 

Complete Project. The work to be performed, the services to be provided, 
the materials to be supplied and the property rights to be granted pur- 
suant to the [Project Contracts] are all of the rights and interests neces- 
sary for the development, construction, start-up, operation and ownership 
of the project. 
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914.01 INTRODUCTION 

The host country for a project is involved, knowingly or unwittingly, from 
the start of project planning. Governmental involvement can take many forms, 
ranging from enacting laws that regulate a project to ones that encourage sec- 
tor reform, such as through private development, BOT structures or privati- 
zation. In the operation stage of a project, government involvement continues, 
through varying levels of continuing regulation for some projects, and even 
non-regulation for others. 

Infrastructure projects-roads, railways, ports, energy production, hos- 
pitals and airports-heighten the interest and involvement of the govern- 
ment in the project's development, construction, operation and financing. 
Projects less tied to the country's infrastructure needs, such as industrial 
projects, may involve government interest and cooperation, but often at a less 
significant level. Even industrial projects sometimes attract governmental 
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interest beyond job creation and tax revenue, such as in projects where a gov- 
ernment-controlled fuel company will supply project fuel. 

The interest level of the host government in a project will affect its abil- 
ity and commitment to execute support agreements for the project, institute 
sector reforms, such as privatization, and enact legislation needed to make a 
project feasible. In this chapter the processes governments use to solicit pri- 
vate-sector interest, and the procedures and agreements typically used by 
governments to support the development of projects and encourage foreign 
investment, are explained. 

114.02 BIDDING (TENDERING) PROCESSES 

[ I ]  Generally. A common way that host governments solicit pri- 
vate sector involvement in new projects, or refurbishing of existing facilities, 
is through a bidding (also called "tenderingM) process. A bidding program is a 
process undertaken by a government that allows for selection of a provider of 
goods or services in a transparent manner, based on the selection criteria for- 
mulated by the government, for the purpose of selecting a low-cost provider 
best capable of project completion and operation. The selection criteria can be 
a simple, market-based price. Or, it can make use of a complicated formula that 
places differing weight on such considerations as experience, financial strength, 
non-financial resources and price. 

Project sponsors do not always look favorably on bidding processes. While 
bids limit renegotiation of contracts and help minimize public perceptions of 
corruption and of higher than necessary infrastructure costs, they result in a 
costly bid preparation and evaluation process and are otherwise time con- 
suming. As explained below as disadvantages to bidding programs, these pro- 
grams are not always successful in meeting the goals of their proponents. 

[2] Advantages of Bidding Programs. Public bidding processes have 
several advantages for host governments. A bid process increases competition 
among potential providers of the goods or services, minimizes the cost of the 
solicited good or service,' and fosters public support and credibility for the 
project by avoiding the perception of corruption. In developing countries, 
the bidding process also helps government leaders overcome public resist- 
ance to previously free or subsidized infrastructure that will now be provided 
by the private sector. 

Seegenerally,Yves Alhouy and Reda Bousha, "The Impact of IPPs in Developing 
Countries-Out of the Crisis and into the Future," Pusuc Po~rcv FORTHE PRIVATE SEC- 
TOR, WORLD BANK NOTE NO. 162 pp. 5-6 (Dec. 1998)(study concludes that bidding 
reduced private power prices by 25% on average, with some exceptions). 

212 
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Perhaps the best advantage of a bidding program is the innovation that 
it can encourage in the private sector. Capitalism breeds innovation, particu- 
larly as an outgrowth of competition. Entrepreneur risk-taking and innovation 
will, in many cases, produce better, more cost-effective projects than can be 
produced by the public sector, which labors in a bureaucratic, political envi- 
ronment that often eschews creativity? 

[3] Disadvantages of Bidding Programs. The competitive bidding 
process can itself be thwarted, however, in a way that paralyzes these advan- 
tages. First, nonmarket elements can arise to thwart the companies selected for 
pre-qualification of bidders. For example, technical qualifications might be 
drafted to exclude potential bidders. These discriminatory provisions may be 
accidental or founded in a lack of knowledge or experience in the bid drafters. 

Second, the successful bidder might underbid with the hope of later rene- 
gotiating the price charged and the terms announced in the bid documents. This 
approach can completely circumvent the competitive advantages of a bid pro- 
- - 

gram and open the government to charges of corruption and unfairness. 
Third, the process can be harmed by nonpublic opening of bids. This allows 

pre-negotiation sessions in which successful bidders are asked for more con- 
cessions or losing bidders are asked to lower the price bid. While this may 
produce a lower price, transparency of selection is hampered, if not completely 
destroyed. 

[4] Pre-qualification of Bidders (the "RFQ"). The bidding process 
can be less burdensome on the bidders and the host government if a pre- 
qualification process is followed. It is during this process that the government 
determines who can submit a bid. 

This process usually begins with issuance of a Request for Qualifications 
("RFQ"), submitted to potential bidders. Typical qualifications considered 
include experience and performance in similar projects, experience and per- 
formance in the host country, financial creditworthiness, technical expertise, 
technology type, and non-financial resources such as technical experience of 
managerial, professional and technical staff. Any subcontractors that will be 
used by the qualifying bidder should be similarly evaluated. In the aggregate, 
the returned responses to the RFQ constitute the qualifications to bid on, and 
if successful complete, the project. 

The RFQ process limits the number of bidders, thereby helping to per- 
suade the remaining small pool of bidders to commit resources to preparing 

But, see id. at pp. 6-7 ("competition does not ensure financial efficiencyif gov- 
ernment exchange rate guarantees make the cost of loans much greater than the pri- 
vate cost to sponsors"). 
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and submitting a bid. Also, because of the qualification process, it minimizes 
possibilities of receiving inadequately prepared or non-conforming bids at the 
RFP stage, something bidders are tempted to do where there is a large group 
of bidders and the chances of winning the bid are comparatively small. 

Another advantage of the RFQ process is the opportunity it provides to 
the bid preparer for refinement of the bidding process. The number and qual- 
ity of responses to the RFQ can help determine whether the proposed project 
is of interest to developers and to an acceptable quality level of developer. If 
not, the project and bid elements can be redesigned to attract the appropriate 
interest level or be completely abandoned. 

[ 5 ]  Bid Design and Preparation of Bid Documents (the "RFPn). 

Generally. For a bidding process to be successful from a competition 
perspective, bids need to be identical on as many project features as possible, 
including technology selection. While in some cases transparency can be achieved 
by limiting bid responses to price, other bidding programs will not be so sim- 
ple to design. In these more common situations, the drafters of the bid docu- 
ments should produce a detailed project description, settle on the regulatory 
structures that will affect the project, if any, and develop bid evaluation crite- 
ria and procedures that are as transparent as possible. 

Also, the bidding process can be made more attractive to potential bid- 
ders if there is sufficient time for preparation of detailed bids, and if there is a 
clearly articulated procedure and timetable for bid evaluation and announce- 
ment of the winning bid. 

Other elements of a bid are also important in bid design, including non- 
project terms. These include risk allocation, particularly risks passed to the host 
government; financial creditworthiness of the project company, including its 
financial capability to accept the risks allocated to it; and experience of the proj- 
ect sponsor. 

Indeed, some flexibility should be provided to allow innovative solu- 
tions from bidders. Otherwise, host governments begin to lose the advan- 
tages of working with the private sector: entrepreneur risk-taking, innovation 
and technology. 

Evaluation and Scoring. There are two general approaches to evaluat- 
ing and selecting a winning bid from the pool of bid responses: self-scoring 
and non-self scoring. 

Self-Scoring. In the self-scoring option, a range of numerical values is cre- 
ated for characteristics in each category. The bidder then scores itself based 
on its response to each of the categories. This approach provides almost com- 
plete transparency in the selection process, although the scoring must still be 
checked to determine if the scores assigned are correct. Other advantages include 
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the ability to process many bids efficiently and expediently, and the ability to 
immediately eliminate inferior bids. 

There are disadvantages to the self-scoring model. This approach requires - - 

that the bidding program be adequately designed to produce the correct win- 
ning bid. Complicated projects are difficult to propose under this model because 
the complexity often precludes creation of segregated categories that can be 
easily scored. Also, the self-scoring model does not completely eliminate use of 
scoring manipulation, through falsification or other means, and some response 
verification is needed. 

Non-Self-Scoring. The non-self-scoring approach requires bidders to sub- 
mit documents specifying the characteristics of the proposed project. The 
method for selection of the winning bid is set forth in the bid documents. 

Advantages of a non-self-scoring approach include the flexibility inher- 
ent in the bid design. It allows for submission of a wide range of creative and 
innovative proposals, a goal particularly important where a project is proposed 
for an immature industry or sector. 

The most significant disadvantage is the potential lack of transparency 
in the selection process. It can also lead to inconsistent results in bid selection 
over a long bidding program. Also, this approach tends to be more time con- 
suming than the self-scoring model because it takes a longer period of time 
and resources to evaluate and score bids. 

[6] Model Contracts. It is sometimes extremely helpful to include in 
the bid package prepared by the government and submitted for consideration 
to the bidders copies of the contracts the government is prepared to execute 
with the project company. This is equally true in bidding programs prepared 
for private sector projects. To the extent the bidders are unable to agree to 
any terms in these model agreements, comments should be solicited as part 
of the bid, and the comments should be considered in the bid evaluations. 

[7] BidMeetings and Bidder Questions. Questions from bidders can 
arise in almost every bidding program, no matter how carefully the bid pack- 
age is designed. Bid sponsors have the choice of not answering any questions, 
in favor of allowing the bid documents to be the sole information source. They 
also can decide to answer all questions and provide copies of the answers to 
all bidders. 

Another alternative is for the bid sponsors to invite prospective bidders 
to a bid meeting. At the meeting, further information can be presented about 
the proposal, and questions can be answered, giving all bidders an opportunity 
to ask, and hear answers to, the questions. 

Bid meetings have several advantages for a proposed bidding program. 
These include developing bidder interest in the project; creating an opportu- 
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nity for the bid organizers to learn early about potential problems with bid- 
ding on the project; and an efficient, fair way to disseminate information about 
the proposed project. 

[8]  Security. It is often prudent to have bidders submit security with 
the bid response to ensure that the bidders are committed to honoring the 
bid submitted. While various forms of security can be used, performance bonds 
and letters of credit are the most common types of security. If the bidder 
does not honor the bid made, the security can be drawn upon by the govern- 
ment to compensate for the delay and other costs incurred. 

[9]  Promotion of Public Bids by Multilateral Agencies. In 195 1, the 
World Bank introduced International Competitive Bidding as the procurement 
procedure for use in projects financed by it. These procedures, revised in 1995, 
establish nondiscriminatory specifications, selection criteria disclosure and 
public bidding.3 Failure to adhere to this process can result in cancellation of 
the World Bank financing. 

[lo] Bidding in the Project Finance Context. 

Generully. Properly structured and fairly administered, competitive bid- 
ding programs provide project companies with a reasonable level of assur- 
ance of stability. Because the project company has been selected as the best 
provider of the goods or services, based on the unique criteria used in the 
bidding process, there is less likelihood that the project will be criticized on 
price or other levels. Also, the transparency afforded by a properly designed 
bidding process helps reduce political risk that might otherwise exist and 
lead to a later challenge of the project's pricing. 

Special-Purpose Entities. The ownership and proposed structure of the 
company that will develop and own the project should be clearly described in 
the bid response. If not, the government could conclude that a parent corpo- 
ration or other entity with substantial assets will own the project. In those 
situations where financial criterion is part of the bid evaluation process, the 
bid award could be in jeopardy if a special-purpose entity is later substituted 
for a creditworthy, winning bidder. Because almost all project financings are - - .  - 
structured using a special purpose entity as the project owner, this problem is 
particularly significant. Conversely, if special-purpose entities are permitted to 
be used for project ownership, that ability should be clearly authorized in the 
bid documents. 

See The World Bank, Fourth Annual Report of Trade Promotion Coordinating 
Committee (1996). 
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The Problem of Consortium Bids. Large-scale infrastructure projects 
often require development by more than one project sponsor. The financial 
needs and risk exposure may simply be too large for one company. 

In such cases, a group of companies, or consortium, combine to develop 
a single project. It is not uncommon for the membership of the consortium to 
change over time, however. This is because the risks presented in a transnational 
project financing change over time, and the individual risk appetites of con- 
sortium members are not identical. Yet, the selection of the consortium as the 
winner of a bidding program may make it unfair for change to be permitted. 

One approach is to allow substitution of consortium members after the 
winning bid is selected. To be fair to all bidders, however, this right must be 
clearly set forth in the bid rules. Substitution can be limited to only those com- 
panies that possess at least the same level of financial creditworthiness, expe- 
rience and technical capability as the withdrawing consortium member. 

$14.03 LETTER OF INTENT AND MEMORANDUM OF UNDER 
STANDING 

In some projects, the first stage of project development is the negotiation of a 
letter of intent with the host government. It is sometimes also called a mem- 
orandum of understanding. 

A letter of intent is a nonbinding written statement of a few pages in length 
that expresses the intention of the parties signingit to enter into a formal agree- 
ment or transaction at a later date. The transaction, and the role of the par- 
ties in it, are broadly described. This approach is useful in the project finance 
context where the host country may need to agree to certain changes to its laws, 
regulations, and policies, or to certain infrastructure or other investments for 
successful project development. 

It should be made dear that the letter of intent is nonbinding. A sample 
provision is reproduced below. 

Nonbinding Effect. This Letter of Intent is intended to be an expression 
by the parties to this letter of intent of their interest in negotiating in good 
faith the terms and conditions of the agreements the parties determine 
to be necessary in the development and financing of the [Proposed Project]. 
This letter sets forth the current status of negotiations among the parties 
and is not intended to be a contract of any type whatsoever. 

The topics covered in a letter of intent vary based on the project and the 
host country. Generally, these include a description of the proposed project, 
including location and size; performance milestones, representing dates by 
which the project sponsors must satisfy certain levels of development; required 
governmental action; government cooperation in permit issuance; price and 
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terms of any associated contracts with government agencies, such as fuel sup- 
ply or off-take sales; governmental guarantees and other government-provided 
credit support; exclusivity of the project sponsors' rights to develop the proj- 
ect; payment and allocation of responsibility for developmental expenses should 
the project not reach financial closing; acceptable amounts of debt and equity 
of the project company, and acceptable rate of return on the project spon- 
sor's equity; tax concessions; confidentiality; dispute resolution; and assigna- 
bility of development rights to other parties. 

$14.04 CONCESSIONS AND LICENSES 

[I] Generally. The right to develop, own, construct and operate a 
project is sometimes granted by the host government in a concession agree- 
ment.4 The terms concession agreement, license, service contract and devel- 
opment agreement are sometimes used interchangeably. Historically, the 
concession agreement developed in the oil exploration and development indus- 
try? and has expanded to a broader range of development projects. 

[ 2 ]  Concession Agreement. A concession agreement is entered into 
between the host government and the project sponsor (or if already formed, 
the project company).6 The agreement describes the project and provides the 
grant and terms of the governmental license for project ownership, develop- 
ment, construction, operation and exploitation. 

A typical concession agreement contains the following terms: term of 
the concession; description of project company's rights; permissible equity 
structure for the project company; management of the project company; restric- 
tions on foreign ownership and control of the project company; any fixed 
rate of return on equity permissible for the project sponsors; the manner by 

"A concession agreement may be defined as a license granted by a sovereign 
government to a foreign corporation or business For the express purpose of exploit- 
ing a natural resource, developing a geographic area, or pursuing some particular 
venture, for which the government desires the corporation's expertise, assets, technol- 
ogy, or capital." Viktor Soloveytchik, New Perspectives for Concession Agreements: A 
Comparison of Hungarian Law and the Draft Laws of Belarus, Kazakhstan and Russia, 
16 Hous. J .  INT'L L. 261 (1993)(citing KENNETH W. DAM, OIL RESOURCES: WHO G ~ s  WHAT 

HOW 12-18 (1976)). 
5 See Ernest E .  Smith, From Concessions to Service Contracts, 27 TULSA L.J. 493 

(1992); Note, From Concession to Participation: Restructuring the Middle East Oil Industry, 
48  N.Y.U. L. REV. 774 (1973); Kenneth S. Carlston, International Role of Concession 
Agreements, 52 Nw. U.  L. REV. 618 (1957). 

6 See generally, Viktor Soloveytchik, New Perspectives for Concession Agreements: 
A Comparison of Hungarian Law and the Draft Laws of Belarus, Kazakhstan and Russia, 
16 HOWS. J .  INTL L. 261 (1993). 
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which the host government will be compensated for granting the license (for 
example, license fees with tax revenues, or equity interest); terms for impor- 
tation of equipment and supplies into the host country; applicability of tar- 

- - - - 

iffs and price controls to the project and the project sponsors; default provisions, 
bv which the concession could be terminated; termination procedure; and con- 
cession renewal provisions. It has a dual role: it is a contract with business terms, 
yet is governmental in nature since it is a sovereign act.' 

Termsfiom the Host Government's Perspective. The host government 
might require various protections in the concessions agreement. These include: 
service requirements from the project company throughout the concession 
term; price regulation over facility output; a sufficient operation, maintenance 
and repair procedure so that the project transferred to the host government 
at the end of the concessions term (if such a transfer is contemplated) retains 
value; milestone dates that must be achieved, such as construction completion 
dates; and rights of the host government to terminate the concession if cer- 
tain events occur to the project company or to project sponsors. 

Terms from the Project Company's Perspective. Because of the role of 
the government in a successful project financing, project sponsors and proj- 
ect lenders require certain assurances from the government, either in a con- 
cession, license, law or separate agreement. These include: exclusive right to 
undertake and exploit the project; right to dispose of production; assurances 
of raw material supply; work visas for management; acquisition of necessary 
real estate rights; resolution of the risk allocation for the types of political risks 
discussed in chapter 3, including expropriation and repatriation of profits; pro- 
tections against force majeure and change in law, including tax law changes; 
currency protections, such as convertibility and exchange; assurances against 
nationalization of the project; and right to own and dispose of equipment 
and other site improvements. 

Ongoing Consents and Approvals by the Host Government. In addition, 
depending upon the terms of the concession or license, it might be prudent 
to secure the approval of the host government of the underlying project arrange- 
ments negotiated by the project company. For example, the terms of the con- 
cession may limit the equity return of the project sponsors. Equity returns are, 
of course, affected by the project financing arrangements.Approva1 by the host 
government of the financing terms might alleviate later disputes over the achieve- 
ment of the target return. 

Other considerations include approval of development and construction 
plans; whether the project lender is permitted to take a security interest in 

For a discussion of how French, German and newly independent states's legal 
systems view this dual nature as it relates to enforcement and abrogation, see id. at 
264-67. 
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the concession or license; the ability of the project lender to cure defaults by 
the project company under the terms of the concession or license; the lender's 
ability to operate the project after a default; and whether a transfer of the 
concession by the project lender following a foreclosure requires further con- 
sent by the host government. These rights are each important to the project 
lender. 

The host government might not be able to provide complete assurances 
on these concerns, however. Constitutional prohibitions, limitations in laws, 
and political necessities and conveniences limit actions in almost all govern- 
ments of the globe. To that extent, project sponsors and project lenders must 
accept some political risk, such as these. Despite these restrictions, however, 
governments may be able to agree in advance to attend meetings and cooper- 
ate with the project sponsor and project lender in resolving project difficulties. 

[3] Example in a BOT Structure. A concessions agreement is used 
often in a build-own-transfer ("BOT") project finance structure. Under this 
structure, a private entity is awarded the right to build, own and operate a proj- 
ect that would otherwise be developed, owned and operated by the host gov- 
ernment. It is a temporary privatization in the sense that at the end of the 
concession, the project is transferred to the government. 

The BOT structure is typically founded in a concession agreement among 
the host government (or a government entity), the project company and, in 
some cases, the project sponsors. The concession agreement provides the proj- 
ect company with the concession to develop, construct and operate the proj- 
ect. Also, the government might agree to provide certain negotiated support to 
the project, ranging from infrastructure development to central government 
guarantees of its agency's obligation to purchase facility output. 

[4] Disputes. Host governments sometimes challenge concession 
agreements on the basis that they are nonbinding on the government. This is 
sometimes justified under a claim of sovereignty,8 which courts and arbitra- 
tion panels have, generally, rejected.9 Less clear, however, is whether a host gov- 
ernment has the right to modify, amend or terminate a concession agreement 
under international law or the host country's law.lo 

E.g., Texaco Overseas Co. v. Libya, 53 I.L.R. 329,422 (I.C.J. Arb. 1977). 
9 Id. at 468-83 (interpreting stabilization clause). 
lo See generally, Michael E. Didstein, Revitalizing the International Law Governing 

Concession Agreements, 6 INT'L TAX & BUS. LAW. 54.63 (1988); Georges R. Delaume, State 
Contracts and Transnational Arbitration, 75 AM. J. INTL L. 784 (198 1). 
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$14.05 LEGISLATIVE APPROVAL 

In some countries, it may be prudent to seek legislative approval of the proj- 
ect before proceeding too far in the development process. Such approval could 
provide more certainty to the project sponsor on any number of develop- 
ment issues, such as currency convertibility, foreign ownership of local real 
estate, and access to natural resources needed for project success. This is par- 
ticularly true of developing countries that have not yet been able to attract 
investors for a project financing of an infrastructure project. 

At least two approaches are possible to address an inadequate invest- 
ment climate. First, necessary changes to tax and investment laws needed to 
support the project could be enactedby the legislature. Alternatively, an agree- 
ment could be entered into with the executive branch of the government, which - 
would then be approved by the legislative branch, in which the government 
provides the necessary investment climate through agreement, rather than new 
laws. In civil law countries, action by the executive branch may be sufficient. 
In all countries, however, such agreements should be carefully considered with 
local lawyers. 

$14.06 IMPLEMENTATION AGREEMENTS 

[I] Generally. An implementation agreement is a contract between 
a project sponsor and a host government that addresses financial and politi- 
cal elements necessary in a project financing that are absent, or at least unpre- 
dictable, in the host country. While the host government is a party, the 
governmental contracting entity varies by country, but must include the gov- 
ernment agencies that have the authority to provide the guarantees, support 
and assurances necessary for project development, financing and operation. 

Thus, the implementation agreement is an effort to reduce risk and thereby 
encourage development efforts, capital investment and debt in an uncertain 
environment. It is sometimes termed a "stability" or "support" agreement, rec- 
ognizing the underlying stabilizing or supporting effect of the agreement on 
the uncertainties surrounding the proposed project." 

An implementation agreement addresses any or all of the following uncer- 
tainties: (i) sovereign guarantees; (ii) expropriation; (iii) permits and other 
governmental approvals necessary for the project; (iv) currency concerns; 
(v) tax benefits and incentives; (vi) legislative protection; (vii) war, insurrec- 
tion, general strikes and political violence; (viii) authorization to do business 

'l For a sobering indictment of excessive concessions made to foreign compa- 
nies, see E. EDUARDO H. GALEANO, OPEN VEINS OF LATIN AMERICA: FIVE CENTURIES OF THE 
PILLAGE OF A CONTINENT 12 (1973). 
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in the applicable sector, such as authorization of a project company to be a pri- 
vate power generator in an energy project financing; (ix) exclusivity of right to 
develop the project; and (x) general cooperation between the host government 
and its agencies and the project sponsors. Each is discussed separately below. 
However, whether any or all of these are relevant in a particular host country, 
and whether it is necessary to address them in an implementation agreement 
will depend on the host country and the unique features of the project. 

[Z] Sovereign Guarantees. As discussed in chapter 20, certain polit- 
ical, legal, regulatory and financial risks within the host government's control 
must be addressed through a sovereign guarantee or some other form of credit 
enhancement. The sovereign guarantee, typically executed at financial closing, 
protects the project company against the risk that the government or a gov- 
ernment agency fails to perform an obligation undertaken that is necessary for 
the success of the project. 

For example, in an energy infrastructure project, the revenue source that 
will support the underlying project is, in many developing countries, a state- 
owned entity. These entities are often of uncertain, or at least questionable, 
credit standing. The project sponsor will desire that the sovereign guarantee 
the performance obligations of the underlying state-owned utility. This may 
present a problem for the sovereign. It has decided to privatize the infrastruc- 
ture facility for the very purpose of relieving itself of the burden of the asso- 
ciated financial obligations. A complete sovereign guarantee would circumvent 
that goal. Nonetheless, a compromise is often reached, ranging from a less than 
complete guarantee to a nonbinding comfort letter.12 

[3] Expropriation. A fundamental assurance necessary in a project 
financing is that the government will not assert ownership over or otherwise 
take away the project assets from the project developer. The assurance is par- 
ticularly important in infrastructure projects developed in areas where private 
ownership of important resources is a new or developing concept. 

A broad definition of expropriation is given in implementation agree- 
ments. In addition to an actual taking of assets, expropriation is typically defined 
to include less dramatic interference with a project. Also typically included are 
forms of "creeping expropriation," where a change in law has an indirect expro- 
pr ia tor~  effect. 

lZ See generally, Thomas W. Waelde & George Ndi, Stabilizinglnternational 
Investment Commitments: International Law Versus Contractlnterpretation, 31 TEX. INT'L 
L.J. 216,262 n. 196 (1996). In the "Pyramids" case, a state "approval" of a contract signed 
by one of its state enterprises was not determined to be a state guarantee. Pyramids 
Case, 8 ICSID-Rev.-F.I.L.J. 231,264 (1993). 
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The remedy available to the project sponsor for such a taking is not insignif- 
icant for the host country. In many situations, the remedy includes hard cur- 
rency compensation sufficient to compensate the project sponsor for debt 
obligations and a reasonable equity return. 

[4] Permits and Other Governmental Approvals. Responsibility for 
cooperation in the permitting process is also included in the implementa- 
tion agreement. This cooperation is often manifested in an obligation that the 
host government and its agencies use best efforts to issue the permits and 
licenses needed by the project sponsor for construction and operation. This 
assurance also sometimes includes an undertaking in the implementation 
agreement that the host government will not revoke or modify permits and 
licenses without a justifiable reason and an opportunity to receive notice 
and be heard. In some situations, lenders will require that they be given 
prior notice and an opportunity to cure defaults before a significant permit 
or license is revoked. 

[5] Currency Concerns. The implementation agreement will typi- 
cally address a variety of country-specific currency issues. Currency issues that 
must be considered include convertibility of the currency, and whether suffi- 
cient foreign exchange is available to service the foreign currency obligations 
of the project, including debt, equity and fuel payments. 

The nature of the currency transfer risk varies based, in part, on the type 
of project. An infrastructure project in a developing country, for example, is 
unlikely to earn hard currency. The currency concerns for the project involve 
the ability to receive hard currency from customers, conversion of local cur- 
rency receipts into hard currency and transferring the hard currency abroad. 

By contrast, if the project is a mining project in a developing country, 
the currency concerns are different because hard currency will most likely be 
generated from the export operations of the mine. Currency issues include the 
right of the project to retain the hard currency and apply it to debt and equity 
needs, and the right to establish an offshore currency account for deposit of 
the export revenues. 

To the extent these risks cannot be addressed adequately, insurance pro- 
grams offered by the Overseas Private Investment Corp. and the Multilateral 
Investment Guarantee Agency should be considered. 

Exchange controls can apply to almost every aspect of a project, includ- 
ing repayment of project loans from foreign lenders; equity investment by for- 
eign lenders; imported services, supplies, raw materials and fuel; and payment 
of technology license fees to foreign licensors. A case-by-case approach to seek- 
ing host governmental exemptions for this wide variety of transactions is not - - 

prudent. Such an approach is costly, time consuming and is likely to result in 
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project delays. Rather, blanket consents and exemptions for a project should 
be obtained where possible. 

An exchange consent may be available to permit foreign currency to be 
retained in the form received. Host governments may permit foreign cur- 
rency to be retained if it is received as loan proceeds, contributed or lent by 
equity investors or generated from off-take sales, and if it is needed by the proj- 
ect for project-related expenditures, such as payment of debt service, equity 
payments, equipment costs and fees to service providers. 

Currency and exchange risks are discussed extensively in chapter 3. 

[6]  Tax Benefits and Customs Duties Relief. 

Generally. Any necessary reduction in host country taxes, duties and 
levies are also included in the implementation agreement. Often, these items 
are passed through by the project sponsor to the output purchaser through 
inclusion in the price of the good or service. If an increase occurs, the under- 
lying price can increase to offset the tax increase. 

It is particularly important that the entire project contract structure be 
included in the negotiation of this provision, so that tax or duty benefits extend 
to the contractor, operator and fuel supplier. Otherwise, these entities will not 
enjoy the same benefits as the project sponsor, resulting in a pass-through of 
the taxes assessed against these entities to the project in the form of higher prices. 

TaxHoliday. A tax holiday is an exemption from tax liability for a nego- 
tiated period of time. It is designed to provide temporary relief to a project that 
would not be feasible without the relief, or in recognition of other benefits 
the government is receiving because of the project development, such as jobs 
creation or associated infrastructure development paid for by the project that 
also benefits the country, such as roads and drinking water development. 

Tax lawyers or accountants should be consulted in the preparation of a tax 
holiday provision. If not properly structured, the tax holiday in the host coun- 
try could nonetheless result in tax liabilitywhen dividends are paid in the proj- 
ect sponsor's home country. 

[7] Legislative Protection. Another risk that can be covered in an 
implementation agreement is the change of law risk. Protection is sometimes 
needed against a change in law or regulation that would have an adverse 
effect on a project. Assurances of nondiscrimination are essential in some coun- 
tries. For example, Peru provides non-discrimination protection to investors 
in the form of a stability agreement. 

Also, project sponsors sometimes negotiate a "most favored status" pro- 
tection. Such a clause provides the project with the prospective benefits of a 
favorable change in law, that would otherwise not be available to it or that would 
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result in anti-competitive effects favoring the project that enjoys the more favor- 
able treatment. 

[8] War, Insurrection, General Strikes and Political Violence. Some 
form of financial protection is included in the implementation agreement in 
countries where war, insurrection or general strikes, or other uninsurable force 
majeure risks present risk to a proposed project. These provisions must be 
broadly drafted to encompass both international conflicts and internal domes- 
tic disturbances. This protection may take the form of a complete project buy- 
out at an agreed-upon price after a certain period of time, or an agreement 
to pay project debt service and pay fixed operating costs during the force 
majeure event. 

It can also be useful to require affirmative action by the sovereign to take 
any steps necessary to protect the project. This is particularly important in 
pipeline and transportation projects that are geographically large in scope and 
vulnerable to damage from demonstrations or sabotage. 

[9] Authorization to Do Business. The role of the government in 
the industry in which the project operates must be clearly defined. Often, this 
role is addressed completely in the underlying laws and regulations applica- 
ble to the industry. However, in some cases the extent of governmental control - 
over tariffs and equity return must be separately negotiated and documented. 
In any event, the implementation agreement should clearly state that the 
project sponsor has complete legal authority from the host government to pro- 
duce and sell the good or service contemplated. It should result in the assur- - 
ante that the project sponsor is entitled to rely on the benefits of the entire 
policy framework enacted by the government to promote the type of project 
under development. 

[lo] Exclusive Right to Develop Project. The implementation agree- 
ment should provide the project sponsor the exclusive right to develop the proj- 
ect for an agreed-upon period of time. Otherwise, the government could, 
knowingly or unknowingly, undertake simultaneous negotiations with other 
sponsors. After development and during the construction and operation phases, 
the sponsor should obtain from the host government a commitment that the - 
government will not directly discriminate against the project in such a way as 
to support other, competing projects. 

[I  11 General Cooperation for Project Development andNondisakhation. 
A variety of country-specific provisions can also be included in the imple- 
mentation agreement. Cooperation with local lawyers is particularly helpful in 
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ascertaining that these risks are identified. Examples include obligations by the 
host country to issue work permits that authorize the immigration and use of 
an adequate, trained work force; importation of equipment on a duty-free basis; 
development of infrastructure, such as roads and railways; assistance in site 
acquisition and assistance in fuel transportation. 

While the government is in a spirit of cooperation, it is also useful to place 
the project on an equal level with other projects that might follow. A nondis- 
crimination clause, used aggressively in project financings of solid waste 
projects in the U.S., can assist the project in not being legislated out of exis- 
tence. An example follows: 

Nondiscrimination. The [Host Government] covenants with the [Project 
Company] that it shall not enact any law, rule or regulation the effect of 
which is to discriminate against the project in any manner whatsoever, it 
being the stated intention, policy and agreement of the [Host Government] 
that all projects [describe projectpurpose/output] shall be treated no more 
favorably than the [Project], irrespective of location, pricing, participants, 
lenders or any other factor. 

[12] Good Citizenship. Some implementation agreements include 
obligations for the project company that benefit the health and welfare of the 
host government's citizens. These obligations include such things as develop- 
ment of infrastructure (such as water treatment) and environmental compli- 
ance (such as efforts to satisfy environmental performance levels that exceed 
local requirements). 

[13] Enforcement and Dispute Resolution. Implementation agree- 
ments are generally considered as instruments difficult to enforce in a host 
country's own legal system. At a minimum, the host country must agree to a 
waiver of its sovereign immunity and other legal defenses. Enforcement prob- 
lems can be further improved by choosing a governing law that is protective of 
creditor rights (e.g., New York or English law). It is also useful to require that 
disputes under the agreement be resolved in an offshore arbitration. Finally, 
it is helpful if the host government and the country in which arbitration is to 
take place have signed the New York Convention on the Recognition and 
Enforcement of Foreign Arbitral Awards. 

[14] Constitutionality Considerations of Implementation Agreements. 
The constitutionality of implementation agreements must be considered through- 
out the negotiation process. A determination must be made about whether 
another branch of government, such as the legislature, is legally required to 
approve the agreement. Also, the specific provisions of the agreement must 



Prelimanary Host Country Agreements 

be considered carefully to ascertain whether the provisions are broader than 
that permitted by the constitution or other governing law. New or improved 
legislation may be necessary. 

The problem of constitutionality is particularly acute in implementation 
agreements that include guarantees, change in law protection or tax conces- 
sions. In these situations, the freedom of the legislative body to create new laws 
and to raise and spend governmental funds are affected in a way that may require 
legislative authorization. 

[15] Damages. Assurances and guarantees undertaken by the host gov- 
ernment are often included to compensate the project if a political risk mate- 
rializes or the government otherwise defaults on its obligations. These include 
such remedies as a buyout of the project at an amount necessary so that the 
project sponsors can achieve a reasonable, minimal rate of return, and pay- 
ment by the government of a supplemental amount or  tariff designed to 
compensate the project company for the increased costs that result from gov- 
ernmental action. 

[16] Contrast: Country Support Agreements. Two types of support 
agreements are used in transnational project financing: country and project. 
A country support agreement is negotiated and executed by a financing author- 
ity, such as an export financing agency or a bilateral risk insurer, and the 
government. It is intended to address financing risks on a general, mult iple  
purpose level. 

Alternatively, a project support agreement (implementation agreement) 
is negotiated and executed by the government and the sponsor of a specificproj- 
ect. It is necessary because of inherent inadequacies in the broad scope of the 
country support agreement, and to tailor risk allocation to the needs of a 
specific project. 

In addition, country support agreements are negotiated to protect the financ- 
ing agencies. Project support agreements, on the other hand, are negotiated to 
address risks to both the financing agencies, to the extent the risks are not com- 
pletely covered in the country support agreement, and the project sponsor. 

[17] Stabilization Clauses. Stabilization clauses, also called stabiliza- 
tion guarantees, have been used in contracts with host governments for many 
years, primarily in the exploitation of natural resources by foreign companies.13 

l 3  See generally, Thomas W. Waelde & George Ndi, Stabilizing International 
Investment Commitments: International LAW Versus Contractlnterpretation, 31  TEX. INT'L 
L.J. 216,260-266 (1996); Esa Paasivirta, Internationalization and Stabilization of Contracts 
Versus State Sovereignty, 60 BRIT. Y.B. INT'L L. 315 (1989); S.K. Chatterjee, The Stabilization 
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The purpose of the clause is to manage political risk; that is, to restrain a gov- 
ernment, and increasingly a state enterprise, from abrogating or using its 
state powers to intervene in a contract entered into with a foreign company. 
This restraint applies to applicable law, the underlying fiscal regime and the 
other investment conditions considered essential to the foreign entity's invest- 
ment decision. Often considered extinct after the late 70's as an unnecessary 
restraint on sovereign powers, the clause has reemerged to encourage and 
stabilize foreign investment for long-term infrastructure projects. 

The stabilization clause strengthens the contract between the host coun- 
try, or one of its enterprises, and the foreign company. Without it, investors 
fear that the foreign company is subject to the whims of the host govern- 
ment, particularly subsequent governments, and must rely on the terms of 
the contract, its enforcement and arbitration to ensure contract performance. 

Why would a government ever change its mind about the agreement 
reached with a foreign company? Nationalistic and socialistic concerns could 
reemerge, of course, to upset the concessions made or the privatization achieved. 
Also, eventually, the relative bargaining powers of emerging market countries 
can improve as political, currency, exchange and other risks diminish, and 
cause a concomitant increase in what they will be able to extract from the proj- 
ect and the foreign sponsors of it. In addition, the government could conclude 
that a change is necessary for any of the following reasons: the project becomes 
much more profitable than anticipated when the contracts were negotiated 
(particularly possible since project sponsors tend to make conservative pro- 
jections about project profit potential); development of environmental con- 
cerns that did not exist at contract negotiation, but could be addressed later 
by requiring that the project use new technologies or pay a special environ- 
mental tax; and unforeseen implications of the project, whether political, eco- 
nomic, or social. Of course, similar concerns could cause the foreign company 
to ask for changes to the deal; renegotiation is not only a governmental option. 

In a project financing, the function of the stabilization clause is to freeze 
in place each of the significant investment assumptions made by the project 
company, over which the government has control. It is designed to mitigate 
political risk. This is particularly important in projects where the operating life 
extends over two or three decades, the duration of which increases the expo- 
sure to political risks. 

If the underlying clause is breached, the available remedies are typically 
of two types. First, the foreign investor can be compensated through a rene- 
gotiation of the contract, in which the parties are placed back into their orig- 
inal positions after the effect of the new law or regulation is factored into the 
agreement. Second, the foreign investor, through cost recovery or cost account- 

Clause Myth in Investment Agreements, 5 J .  Int'l Arb. 97 (1988); Rainer Geiger, The 
Unilateral Change of EconomicDevelopmentAgreements. 23 INTL& COMP. L.Q. 73 (1974). 
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ing, is compensated by the state or state enterprise for the disrupted investment 
climate. Of course, should the state simply abrogate the contract through 
governmental fiat, then other remedies, such as creeping expropriation, can be 
pursued by the foreign investor. 

[IS] Sovereign Guarantees from the Government's Perspective. 
Whether the host government benefits from a project depends upon the allo- 
cation of risks between itself and the other project participants. As the dis- 
cussion in chapter 3 illustrates, the risks associated with infrastructure projects 
in a developing country often necessitate some form of host government sup- 
port, through a governmental guarantee or some other type of credit enhance- 
ment.14 Yet, governmental guarantees can undermine the benefits of private 
sector involvement (privatization). These guarantees can impose significant 
costs on the host country's taxpayers, and further erode the country's finan- 
cial health. 

Also, if the host government undertakes responsibility for the wrong risks, 
the project sponsors may lack sufficient incentives for efficient project opera- 
tion. For example, a host government guarantee of demand for a project's use 
or output can remove an important market incentive: the project sponsor's 
incentive to develop only those projects that are strong financially. Also, the 
risk structure of a project can allocate too much risk to the host country, 
leaving the project company with insufficient financial responsibility for tak- 
ing excessive risks. 

The host country can, of course, endeavor to decrease the amount of credit 
support it must provide a project by undertaking a program of risk reduction. 
For example, if a host government is successful in maintainine stable macro- - " 
economic policies, it is less likely that project sponsors will require exchange 
rate guarantees or assurances of currency convertibility or transferability. 
Similarly, a predictable regulatory framework, coupled with regulatory agen- 
cies that are reasonably independent from the political process, and an inde- 
pendent judicial system for dispute resolution, can combine to reduce the need 
for governmental guarantees. Finally, host governments that allow dispute res- 
olution in international arbitration can ally fears of discrimination by the local 
courts, and reduce the need for government-provided credit enhancement. 

Developed countries do not typically need to provide governmental guar- 
antees for projects, because the economic and political risks are satisfactory 
to project sponsors and lenders. This is not a benefit reserved only for devel- 
oped countries however. Some developing countries, such as Argentina, in its 
power industry, and Chile, in its telecommunications, power and gas indus- 

l4 For a discussion on contracts between a state and a foreign company, see Fan- 
Flavien Lalive, Contracts Between a State or State Agency and a Foreign Company, 13 
INT'LL COMP. L.Q. 503 (1962). 
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tries, have achieved an economic and political climate that permits infrastructure 
development and privatization without the need for governmental guaran- 
tees of project debt or performance. 

Importantly, project financiers sometimes lose sight of the nature of a gov- 
ernment; that is, a government must answer to a wide spectrum of often 
competing interests. As such, it is very difficult for a government to promise 
not to change the laws and regulations that affect a project, or if it does so, to 
compensate the project for the economic implications of such changes. For 
example, changes to environmental laws and regulations may be necessary to 
appease citizens, or to sat is^ requirements imposed under treaties or by mul- 
tilateral institutions. Similarly, new taxes may be needed to respond to chang- 
ing economic conditions. 

It is also sometimes difficult for a host government to control state-owned 
entities. For example, in an energy project the purchaser of the project out- 
put is sometimes a public entity, controlled by a local or state government. The 
central government may not have sufficient control over such a public entity 
to provide a guarantee, however. The solution that may be preferable is for 
the government to undertake a privatization program, which removes the pur- 
chasing entity from many of the risks inherent in public ownership. 

A host government is sometimes asked to bear project commercial risks, 
such as construction cost overruns and output demand risks. Yet, host gov- 
ernments often consider the project company as the entity better able to 
manage these risks; placing them on the host government can remove impor- 
tant incentives from the private sector for selecting sound projects for devel- 
opment and managing costs. The project company can be rewarded, in part, 
for taking these risks by such solutions as lengthening the term of the conces- 
sion awarded to it when demand is lower than projected, or when the project 
fails to generate, on a present value basis, a negotiated revenue target. 

Similarly, a host government may be unwilling to provide protection against 
exchange and interest rate risks. From the project company's perspective, this 
is necessary because the government controls these risks and it encourages 
the government to maintain stable economic policies. Also, because project 
companies typically borrow adjustable rate debt in foreign-currency-denom- 
inated loans, project profits are sensitive to fluctuations in the interest rates 
and currency convertibility levels assumed in project feasibility studies. Yet, 
from the government's perspective, a government guarantee can encourage a 
project sponsor to borrow excessive debt in foreign currencies. Also, such guar- 
antees can discourage governments from taking needed action to cure eco- 
nomic problems, such as a needed devaluation. Finally, a currency depreciation 
is often coupled with a decline in income and the associated tax base, result- 
ing in a decrease in funds available to a host government at precisely the time 
the project company enforces the guarantee. 
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How can a host government make an informed decision about whether 
a guarantee is needed? It must measure the expected economic effects of a guar- 
antee in its accounting system. and include these effects in its budget. The 
expected effects are difficult to project without a record of historical experi- 
ence. However, economic models can be used to provide meaningful estimates. 
Also, a financial analysis of a guarantee can assist the host government in deter- 
mining whether to provide a guarantee, or, for example, a subsidy.15 

914.07 OTHER CONSIDERATIONS FOR PRELIMINARY 
AGREEMENTS 

In exchange for providing cooperation for a project, or financial support through 
infrastructure investment or guarantees, the host government may require some 
additional agreements from h e  project sponsor; These can be included in the 
implementation agreement, or be embodied in separate documentation. 

[I] Infrastructure Development. Often, the host government agrees 
to provide or enhance the infrastructure in the area of the project to promote the 
project's success. This is the case in both industrialized and in developing countries. 

Before the country begins to invest the resources to provide this infra- 
structure, however, it will desire a commitment by the project company to pro- 
ceed with the project. This can be included in an implementation agreement, 
or can be part of a separate agreement. 

Land and Air Transportation. Availability and access, cost and regula- 
tion are the three major components of land and air transportation for proj- 
ect feasibility. Availability and access addresses the existence of transportation 
facilities, including air, road and rail, and their proximity to the project. Cost 
addresses the cost payable by the project for their construction, maintenance 
or use. Regulation relates to the presence of cabotage. 

Availability. The availability of transportation to and from the project site 
are significant feasibility considerations. A site visit can help determine the 
physical access to the project site. Less apparent is the available access to the 

- - 

transportation network beyond the project site. To the extent any necessary 
transportation component is lacking, governmental infrastructure investment 
may be needed. 

15 Seegenerally, Christopher M. Lewis &Ashoka Mody, "Contingent Liabilities for 
Infrastructure Projects-Implementing a Risk Management Framework for Governments:' 
in PUBLIC POLICY FORTHE PRIVATE SECTOR, WORLD BANK NOTE NO. 148 (Aug. 1998); 
Christopher M. Lewis & Ashoka Mody, "Risk Management Systems for Contingent 
Infrastructure Liabilities-Applications to Improve Contract Design and Monitoring:' 
in PUBLIC POLICY FOR THE PRIVATE SECTOR, WORLD BANK NOTE NO. 149 ( A u ~ .  1998). 
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Cost. Short distance access roads or railways are common project devel- 
opment costs. Longer access to a project, whether by road or railway, is often 
considered an infrastructure cost more properly borne by the host government. 

Cabotage. Cabotage is the regulation by a government of its transporta- 
tion systems. The most common cabotage regulation is one that requires use 
of transportation vessels chartered in the country for movement of goods in 
the country. Similarly, bilateral treaties may require that transportation between 
two countries be allocated among vessels chartered in the two countries. In the 
absence of competition, of course, these internal and bilateral transportation 
costs may be excessive. Consequently, the project may desire to negotiate some 
waiver relief from these regulations and treaties allowing the project unfettered 
access to competitive rates. 

Water Ports and Harbors. Some projects rely on water transportation 
of construction materials, fuels, raw materials and other supplies. This is par- 
ticularly true in geographic regions that offer no other efficient transportation 
alternative. 

In many countries, ports and harbors are notoriously overcrowded and 
congested. To avoid delays and unanticipated operating costs, project sponsors 
sometimes prefer to build their own piers at existing ports and harbors, or to 
construct new facilities. Either action typically requires governmental approvals 
and cooperation, both of which should be included as topics of initial discus- 
sions with the host government. 

Power. Electric power can be generated both internally in a country 
and imported into the country from external generating sources. As global- 
ization of resources continues, it is likely that electric power will become more 
of an international commodity. Despite this emerging trend, however, it is 
important for the project sponsor to determine whether sufficient power 
exists in the host country for delivery to the proposed project site. If not, new 
generation capacity will need to  be built. Also, if there is insufficient trans- 
mission capability to the project site, new transmission lines will need to be 
constructed. 

A power purchase agreement between the utility and the project, for sale 
of electricity generated or distributed by the utility to the project company, will 
limit power price risk to the project. Unless governmentally approved and reg- 
ulated power tariffs are in place, the project is subject to unregulated price 
increases by the utility, which may result in project operating costs that make 
the project infeasible. 

The project company and the host government may find it more practi- 
cal for the project company to construct its own electrical generation facility. 
This may be required irrespective of local generation and transmission capa- 
bilities and availability, however, if the project needs to purchase and use steam 
or heat in its manufacturing processes. 
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Whatever method is selected, sufficient power must be available over the 
life of the project, particularly over the term of the project debt. 

Water. Process water (water used in connection with project produc- 
tion) and cooling water (water used to cool equipment) is important to many 
projects. Water quality, chemistry, accessibility and availability are all consid- 
erations for the project company in siting a project and in estimating costs, 
whether the water is supplied by a utility or piped by the project from a nearby 
source. 

The host government may be involved in supplying water to a project either 
because the water utility is owned by a governmental agency, or the govern- 
ment must approve the taking of water from navigable waterways. Other host 
government considerations include the effect of the proposed project on water 
availability for future needs, including drinking water, and discharge of water 
into public water sources. 

Waste Disposal. By-products of the project must be disposed of in ade- 
quately designed and maintained waste disposal facilities. To the extent these 
are unavailable near the project site, the project can either build its own facil- 
ities, or ask the government to construct them. 

Communications. In many developing countries, cellular and digital 
communications systems are the most widely available infrastructure service. 
Yet, government cooperation may be needed to ensure that telephone service 
is available at the site. 

[2 ]  Product or Service. The host government may place restric- 
tions on the types of goods or services produced at the project. For example, it 
may be significant to the host government whether the project's goods or  
services will replace goods or services currently imported. If the product will 
replace an imported product, the government may need to use this information 
to plan its foreign exchange and impose any necessary production restrictions. 

[3] Milestones. It is not unusual for a host government to place com- 
pletion deadlines on project sponsors. This helps assure that projects are com- 
pleted within a reasonable time. These are often used in infrastructure projects. 
If a project is not proceeding on an appropriate schedule, the host government 
may want to impose penalties or cancel contracts with the project sponsor and 
select another developer. 

Milestone dates are generally of three types: calendar, counting and sun- 
set. Calendar milestone dates are dates selected by the host government and 
project sponsor as the actual calendar dates by which certain events in proj- 
ect development must occur, such as financing and completion. With so-called 
counting dates, a number of days are assigned to each significant development 
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activity and the project sponsor must complete the task within that number of 
days. A sunset date approach uses only one date, the completion date. If the 
project is not completed by that date, penalties or contract termination will 
result. 

Whatever approach is used, time extensions are permitted for force majeure 
events, host government fault, and other negotiated excuses. However, if a force 
majeure event occurs that continues for a long period, typically two to three 
years, then no further extensions may be permitted and the underlying con- 
tracts with the host government would terminate. 

[4] Expansion Rights or Requirements. It is often prudent for the 
host government, project sponsor, or both, to negotiate project expansion rights 
at the time the initial project is negotiated. Economic efficiencies may exist for 
both the host government and the project sponsors for project expansion at 
any existing operating project site. 

[5] Social Program Support. The host government may couple its 
approval of a project to a commitment by the project sponsors to participate 
in social programs in the country. This is particularly the case in projects that 
do not have any local ownership, and where the host government has a need 
to show that the project will benefit the local citizens. Examples include 
scholarship programs and expansion of water treatment facilities. 

Training of local citizens is sometimes solicited by the host government. 
The project company will want to specify, however, that it alone is responsi- 
ble for training and employment decisions. 

[6 ]  Option to Acquire Raw Materials in the Host Country. In some 
developing countries, offshore raw material supply is more predictable than 
in-country supply. Consequently, the project lenders may insist that raw 
material supply agreements be entered into with suppliers from other coun- 
tries. If this adds costs to the project, it is possible to eliminate them when 
the in-country supply becomes more reliable. The framework for any later 
purchases of raw materials from the host country should be negotiated at 
the early stages of project development, when other host country agreements 
are negotiated. 

[7] Importation of Construction Equipment. A ready supply of, and 
access to, construction equipment is often taken for granted in the industrial- 
ized nations. In developing countries, however, specialized construction equip- 
ment must be brought into the country by the contractor, adding to ~ 0 n S t ~ d i o n  
costs. Also, in some situations, an equipment supplier in a host country may 
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enjoy the exclusive right to import and supply specialized equipment to con- 
struction projects, further increasing the cost. Further costs arise from customs 
duties and sales or use taxes. Thus, in preliminary project agreement negotia- 
tions with the host country, the use and cost of construction equipment should 
be included. 

It may be possible in such countries to receive a special construction equip- 
ment importation approval, which allows the contractor to import the con- 
struction equipment needed, free of importation duties, and sales and use taws. 
This approval could be made subject to a requirement that the equipment be 
removed from the country after construction is complete, or if sold in the host 
country, that such sale be conditioned on payment of taxes based on the 
value of the equipment at the time of the sale. 

[8] Price Regulation. The prices that can be charged for the output 
of the project are of fundamental importance to the project's feasibility. In many 
developing countries, however, price regulation and subsidization are time- 
honored traditions. For example, in many developing countries, residential 
electric customers have enjoyed unrealistically low electric rates which have 
been subsidized by the central government. 

A project company will prefer to, and in most cases to ensure project 
viability must, charge market rates for its output, irrespective of central gov- 
ernment social or political policies. A commitment by the government to allow 
market-based pricing, without imposing price ceilings or other controls, may 
be important. 

A similar concern is present in projects that will export some or all of its 
output. With an export-oriented project, the host government has an interest 
in the project maximizing revenue. This results in higher tax revenues and for- 
eign exchange receipts. In this type of project, a compromise may be to estab- 
lish a price floor, below which the project company cannot price its output. 
Such a floor needs to be carefully structured so that the output price remains 
competitive with similarly-situated suppliers. One solution available is to estab- 
lish a floor calculated as a percentage of a regional or international benchmark 
price or index. 

[9] Government-Owned Natural Resources. In projects where the 
host country owns some or all of the sources of raw materials for the project, 
such as fuel or mining interests, it is important for the project company and 
the host government to agree on pricing terms at an early stage in project devel- 
opment. Otherwise, it will be uncertain whether the project is feasible. Even 
where the natural resources are in private hands, the government could still 
impose an extraction tax or fee on purchasers. 
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[ lo]  Local Restrictions on Sale. Restrictions may exist that limit the 
project's ability to sell the goods or services produced. These may be imposed 
by law or regulation, in the form of a monopoly granted to a governmentally- 
owned entity, or by the physical constraints of existing distribution systems, - 
such as inadequate power distribution systems that require governmental 
approval for expansion. These shortcomings must be addressed to ensure proj- 
ect feasibility. 

[ I l l  Export Restrictions. Exports are commonly regulated by gov- 
ernments. If the project will export its output for sale, it is important to under- 
stand, with assistance from local lawyers, the effect of export laws on the project. 
Export laws may require licensing of the project, restrict the countries to which 
a project can sell its products, and impose export duties. 

[I21 Import Restrictions. Similarly, imports are the subject of gov- 
ernmental regulation. If the import restrictions are burdensome and import 
duties high, the project will be forced to rely on local supplies of needed proj- 
ect inputs. Of course, these inputs may not even be available in the host coun- 
try. Consequently, an early investigation of the potential local sources, and 
the costs and availability of importing supplies, must be included in prelimi- 
nary governmental discussions. 

[13] Employees. Ninety-nine percent of the credit for controlling risk 
in some project financings should go to the site employees of the contractor, 
operator and project company, and the remaining 1% to the project lawyers. 
While this may be an exaggeration of the worth of lawyers, it is not an exag- 
geration of the contribution of employees. Consequently, the entry into a coun- 
try of experienced, knowledgeable employees is significant to project success, 
and their entry and re-entry into a country should be assured. 

In addition to entry and re-entry of these expatriates, provision should be 
made for the same treatment of their families. Also, they should be permitted to 
freely transfer salaries and wages out of the country, and be free of income taxes 
that are higher than the rate applied in the employee's home country. If not, proj- 
ect costs will increase for the project company as it or its contractor must pay 
employees for additional airfare costs for family visits, compensation for restric- 
tions on income transfer and a gross-up in salary as compensation for higher 
income tax rates than would be applied by the employee's home country. 

[14] Withholding Taxes on Loan Interest. It is important to deter- 
mine the extent of tax withholding on the payment of interest by the project 
company to its lenders. In some situations, tax treaties can form the basis of 
eliminating or minimizing liability, through use of a bank's branches located 
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in other countries. 
Generally, interest paid to governments or  agencies of governments, 

such as export-import banks, are exempt from withholding liability. But, the 
withholding is applicable to commercial lenders, which require that the bor- 
rower reimburse them for the effects of any withholding. The financial feasi- 
bility of the project could deteriorate if a significant percentage of interest 
payments are withheld. 

514.08 HOST COUNTRY APPROVAL OF POLITICAL RISK 
INSURANCE 

Before political risk insurance is provided to a project by an organization 
such as the Multilateral Insurance Guarantee Agency, approval must be obtained 
from the host country. Typically, the issuing agency obtains the necessary 
approval itself. Yet it is helpful if this approval process is included in prelimi- 
nary discussions with the host government. This is particularly true because 
insurance application must be made before an investment is made or irrevo- 
cably committed. 

Approval of involvement in a country by a political risk insurer increases 
the likelihood of project success. It is generally believed that such an approval 
reduces claims exposure and loan default. 

514.09 THE PROBLEM OF BINDING FUTURE GOVERNMENTS TO 
ACTIONS OF PREDECESSOR GOVERNMENTS 

[I ]  Introduction. In some countries, there is a risk that a new gov- 
ernment achieving power, whether central, state or local, will seek to undo some 
portion or all of the predecessor government's work in connection with sup- 
port of a project. For project finance transactions, particularly infrastructure 
projects important to the host government's economy, there are possible warn- 
ing signs that might suggest this risk is more likely. These include a lack of sup- 
port for privatization programs; failure of the governing party to maintain a 
consensus on bidding and contracting programs; corruption; no competitive 
bidding program; perceived openness of government in awarding contracts; 
contracting that does not appear to reflect terms received in similarly-situ- 
ated countries; press criticism of projects in operation or development; degree 
of nationalist sentiment; historical experience in governing party transfer of 
political power; and stability of power where family members of a ruler receive 
preferential economic treatment. Each of these are early-warning signs of poten- 
tial problems should a successor government take power.I6 

'6 An example of action by a successor government to change a contract entered 
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It is improbable that a project developer will be much more effective at 
guessing election results than political professionals. Perhaps the most sound 
way to avoid major project problems from succession risk is to avoid exclu- 
sive close ties to one politician or party; diversity in support should be gar- 
nered. Also, one-sided implementation agreements, real or perceived, should 
be avoided by negotiating competitive, market-based terms, with attractive 
social and economic benefits for the host country. 

Indeed, changes to contracts negotiated by a previous government in a 
developing country cannot be completely avoided in most circumstances. In 
some countries, where legal systems are only now developing, this is particu- 
larly true. 

[2] The Effectiveness of Contracts with Host Governments as Risk 
Mitigation. The choice of a contract to address political risk mitigation is an 
admission that the underlying political process is too unpredictable to achieve 
the mitigation results hoped for. A contract, it is thought, is more useful in 
binding a sovereign government. In essence, it is hoped that the contract is an 
election, and a new law, neither of which can be changed, and both of which 
will be enforced. Yet, that hope may be less than certain. 

Among the considerations that must be taken into account in determin- 
ing whether the contract will be honored and enforced is whether the gov- 
ernment has the legal authority to enter into it. Even if it does, there are often 
procedural requirements in the host country that must be carefully followed 
for the contractual obligation to be valid.17 

[3] Contractual Damages and Assurances. As protection against this 
risk, termination provisions and termination payments could be an important 
protection for the project company. These damage payments would be due if 
the government breached a provision in a contract with the project company. 
In addition, it might prove beneficial to add a so-called "statement of binding 
effect" to an implementation or other agreement with the host country. An 
example of such a statement follows: 

Statement of Binding Effect. The [Host Government] states that it is the 
intention, policy and purpose of the [Identifi Government] that this agree- 
ment shall not be amended, annulled, modified, renounced, revoked, sup- 
plemented or terminated, nor its performance delayed or hindered, by any 

into by a predecessor government in the Dabhol project in India. That project is dis- 
cussed in chapter 18. 

1' See generally, Thomas W. Waelde & George Ndi, Stabilizing International 
Investment Commitments: International Law G n u s  Conhactlnterpretation, 31 TEX. INT'L 
L.J. 216 ,234-238 (1996). 
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direct or indirect action or inaction by the [Identify Government] in any 
manner whatsoever or howsoever, whether by legislation (general or 
special), regulation, or administrative action. This statement shall bind all 
present and future executives, legislatures and administrative bodies, how- 
ever termed, of the [Identifi Government]. 

Whether any official o r  branch of the host government has the authority to  
enter into such a commitment must be examined with local lawyers. Nonetheless, 
should problems develop, it provides the project sponsors with useful argu- 
ments that compensation should be awarded for breach of contract, or  that the 
equivalent of a nationalization of project rights has occurred. 

[4] Sanctity of Contract Versus State Sovereignty. The legal status 
of contracts with governments in a project financing is not as settled as one 
would hope.18 On the one hand, sovereign governments are considered to  be 
free to enact new laws and regulations, change governments, and otherwise 
govern their people.l9 On the other hand, sovereign governments are consid- 
ered to be free to enter into contracts stabilizing that inherent fluidity, and sub- 
mit to international law, thereby encouraging foreign investment.20 

014.1 0 WAIVER OF SOVEREIGN IMMUNITY 

[I]  Generally. In agreements with the host country government and 
with entities controlled by the government, a waiver of sovereign immunity 
is required.21 Sovereign immunity precludes an allegedly wronged party from 
bringing a cause of action, valid as it may be, against a government unless the 
government consents. The doctrine began with the personal prerogatives of the 
Sovereign of England; n o  court was above the sovereign. Thereafter, it was 

I n  See generally, Thomas W. Waelde & George Ndi, Stabilizing International 
Investment Commitments: International Lnw Venus Contract Interpretation, 31 TEX. INT'L 
L.J. 216,243-246 (1996). 

l9 E.g. Texaco Overseas Oil Petroleum Co.lCalifornia Asiatic Oil Co. v. Libyan 
Arab Republic, 21 I.L.M. 726,735-36 (1982)("The result is that a State cannot invoke 
its sovereignty to disregard commitments freely undertaken through the exercise of this 
same sovereignty, and cannot through measures belonging to its internal order make 
null and void the rights of the contracting party which has performed its various 
obligations under the contract."); Saudi Arabia v. Arabian Am. Oil Co. (Aramco), 27 
I.L.R. 117, 168 (1963); Mobil Oil Iran Inc. v. Islamic Republic of Iran, 16 Iran-U.S. C1. 
Trib. Rep. 3,64-65 (1987). 

20 E.g. American Indep. Oil Co. (Aminoil) v. Libyan Arab Republic, 21 I.L.M. 
976,1043 (1982). 

See generally, MATERIALS ON JURISDICTIONAL IMMUNITIES OF STATES AND THEIR PROP- 
ERTY, U.N. Doc. ST/LEG/SER.B./20 (1982). 
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extended to the state through some metaphysical somersaults best left to the 
law reviews.22 

Project financings and other international transactions are left to deal with 
the doctrine today. It is generally agreed that any agreement with a government 
should contain a waiver of the doctrine of sovereign immunity. Such a clause 
permits the non-governmental party to commence litigation before an inde- 
pendent body, and if wronged, to receive a judgment against a government.23 

[2] Foreign Sovereign Immunities Act of 1976 (U.S.). 

Generally. Many countries have some form of sovereign immunity. In 
the United States, the Foreign Sovereign Immunities Act allocates to  the courts 
the determination of sovereign immunity. In general, the statute provides 
that a foreign sovereign, or  its agency o r  instrumentality, is immune from 
suit in  the U.S. unless the Act otherwise permits the The Act is subject 
to overriding treaties and agreements. 

A corporation whose majority of shares are owned by a foreign state or 
political subdivision may also be considered a foreign state for the purposes 
of this Act.z5 

Exceptions to Immunity. The act provides, in Section 1605, exceptions 
to this immunity.26 These include: (i) waiver; (ii) certain commercial activities; 
(iii) action where the taking is in violation of international law; (iv) action 
taken to confirm or  enforce an arbitration agreement; (v) enforcement of mar- 
itime liens; and (vi) foreclosure of a preferred mortgage.27 

Waiver. First, the government can waive the immunity.28 A waiver can be 
implicit or  explicit. In Morgan Guaranty  Trust Co. v. Republic of pa la^,^^ the 

22 See generally, Georges R. Delaume, The Foreign Sovereign Immunities Act and 
Public Debt Litigation: Some 15 Years Later, 78 AM. J. INTL L. 257 (1994). 

23 See, e.g., Texaco Overseas Co. v. Libya, 53 I.L.R. 389, 422 (I.C.J. Arb. 1977). 
24 Foreign Sovereign Immunities Act of 1976, Pub. L. No. 94-583, 1602, 90 

Stat. 2891,2892 (codified in 28 U.S.C. 951602-161 1 (1994)). See generally, Georges R. 
Delaume, The Foreign Sovereign Immunities Act and Public Debt Litigation: Some 15 
Years Later, 78 AM. J. INTL L. 257 (1994). 

25 Fore-most-McKesson v. Islamic Republic of Iran, 905 F2d 438 (D.C. Cir. 
1990)(there must be a showing that the foreign state dominated the operations of the 
agency such that "a principal-agent relationship is created."). 

26 28 U.S.C.A. 1605. 
27 There are other exceptions, not typically encountered in a project finance 

transaction: where rights in property in the United States acquired by succession or gift 
or rights in immovable property in the United States are in issue; money damages sought 
against a foreign state for personal injury or death, or damage to or loss of property, 
occurring in the United States and caused by a tortuous act of a foreign state. 

2B 28 U.S.C.A. 1605(a)(l). 
29 702 F. Supp. 60 (S.D.N.Y. 1988). 
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President of the Republic of Palau waived the Republic's sovereign immunity 
when he entered into loan agreements with United States companies regard- 
ing the construction of a power plant. The company sued the Republic to recover 
money paid under a guarantee when the Republic defaulted on loans. The court 
held that the Republic was required to reimburse the guarantors. By signing 
the agreement and backing the financing with the "full faith and credit of the 
Republic" the President waived immunity.30 

Certain Commercial Activity. The second exception arises from certain 
commercial activity: (i) commercial activity carried on in the United States 
by a foreign state, (ii) an act performed in the United States in connection with 
commercial activity of a foreign state elsewhere, or (iii) commercial activity 
of a foreign state outside the United States which causes a direct effect in the 
United States.3l Economic injury to a United States company as a result of a 
foreign state's commercial activity may satisfy the "direct effects" clause if the 
company is a primarily direct, rather than indirect, victim of conduct and if 
injurious and significant financial consequences to that company were fore- 
seeable, rather than a fortuitous result of conduct.32 Some courts have deter- 
mined that the connection between the cause of action and the commercial 
activity must be material.33 

Property Taken in Violation of International Law. A third exception to 
immunity arises where rights in property are taken in violation of interna- 
tional law and the property is: (i) present in the United States in connection 
with foreign state and commercial activity, or (ii) owned or operated by an 
agency of a foreign state and the agency is engaged in commercial activity in 
the United States. 

Confirmation or Enforcement of Arbitration Agreement. Another excep- 
tion is confirmation or enforcement of an arbitration agreement.34 To qual- 

Morgan Guar. Trust Co. v. Republic of Palau, 702 F. Supp. 60 (S.D.N.Y. 1988). 
31 28 U.S.C.A. 1605(a)(2). See generally, Republic of Argentina v. Weltover, 

Inc., 504 U.S. 607, 614 (1992)(an activity is commercial "when a foreign government 
acts not as a regulator of a market, but in the manner of a private player within it."); 
MCI Telecommunications Corp. v. Alahdhood, 82 F.3d 658,663 (5th Cir.)(quoting 
Callejo v. Bancomer, S.A., 764 E.2d 1101, 1108 n.6 (5th Cir. 1985)), petition forcertfled, 
No. 96-434,65 U.S.L.W. 3205 (Sep. 17, 1996)(commercial activity "is of a type that a 
private person would customarily engage in for profit."). See also MICHAEL GORDON, 
FOREIGN STATE IMMUNITY IN COMMERCIAL TRANSACTIONS 5$3.01-4.03 (1991). 

Foreign courts have applied similar exceptions. F. A. Mann, The State Immunity 
Act 1978, 50 BRIT. Y.B. INT'L L. 43 (1979)(Great Britain). 

2 Gould, Inc. v. Pechiney Ugine Kuhlmann, 853 F.2d 445 (6th Cir. 1988). 
33 See Stena Rederi AB v. Comision de Contratos del Comite Ejectivo, 923 F2d 

380 (5th Cir. 1991). 
34 See Libyan Am. Oil Co., v. Socialist People's Libyan Arab Jamahirya, 482 E 

Supp. 1175 (1980). 
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ify, (i) the arbitration must have taken place or be intended to take place in the 
United States, or (ii) the agreement or award must be governed by a treaty or 
international agreement in force for the United States calling for recognition 
and enforcement of arbitral awards, or (iii) the underlying claim, except for 
the arbitration agreement, could have been brought in the United States under 
this section of the act (i.e. commercial activity). 

Maritime. Another exception is a suit in admiralty brought to enforce a 
maritime lien against a vessel or cargo of the foreign state. 

Preferred Mortgage. Also providing an exception is any action brought 
to foreclose a preferred mortgage. 

Counterclaims. Similar exceptions extend to counterclaims. With respect 
to counterclaims, in any action brought by a foreign state or in which a foreign 
state intervenes in the United States, a foreign state is not entitled to immunity 
with respect to any counterclaim: (i) for which the foreign state would not be 
entitled to immunity under Section 1605 had the claim been brought against 
the foreign state, or (ii) arising out of the transaction or occurrence that is 
the subject matter of the claim of the foreign state, or (iii) to the extent that 
the counterclaim does not seek relief exceeding in amount, or differing in kind 
from, that sought by the foreign state. 

Extent of Sovereign Liability. Under the Act, if a foreign state is not enti- 
tled to immunity, the foreign state is liable in the same manner and to the same 
extent as a private individual under similar circumstances.35 A foreign state 
(except an agency or instrumentality) is not liable for punitive damages. 

Attachment of Sovereign's Property. The property of a foreign state is 
immune from attachment. However, property of a foreign state located in the 
United States and used for a commercial activity is not immune from attach- 
ment in aid of execution or from execution of an award if used for a commercial 
activity in the United States, and iE (i) the foreign state waived immunity from 
attachment; (ii) the property is used for commercial activity upon which the 
claim is based; (iii) the execution relates to a judgment establishing rights in 
property taken in violation of international law; (iv) the execution relates to 
a judgment establishing rights in property acquired by gift or succession, or 
immovable property in the United States except that which is used for purposes 
of maintaining a diplomatic mission; or (v) the judgment is based on an 
order confirming an arbitral award rendered against the foreign state. 

Property used for commercial activity in the United States is not immune 
from attachment prior to an entry of judgment iE (i) the foreign state has explic- 
itly waived immunity from attachment prior to judgment and (ii) the purpose 
of attachment is to secure satisfaction of a judgment that has been or may be 
entered against the foreign state and not to obtain jurisdiction. 

35 28 U.S.C. $1606. 

242 
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Certain types of property are always immune from attachment. These are: 
(i) property of organizations designated by the President of the United States 
as being entitled to enjoy privileges and immunities provided by the International 
Organizations Immunities Act; (ii) property of a foreign central bank or mon- 
etary authority, unless waived from attachment; and (iii) property which is 
or is intended to be used in connection with a military activity and is of a 
military character, or is under control of military authority. 

The Act only deals with subject matter jurisdiction. Therefore, even if it 
is determined that a foreign state is not immune, personal jurisdiction must 
still be established. This can be done rather easily by demonstrating that the 
foreign state has "minimum contacts" with the United States. Minimum con- 
tactshave included continuous and systematic activities in the United States, 
corporate agents regularly doing business in the United States, or evidence 
showing that the defendants have exercised privileges or benefitted from pro- 
tections of conducting business in the United States.S6 

Case Study: Waiver of Sovereign Immunity in a Project Finance 
Transaction. A short example of the application of the FSIA is helpful in 
understanding its application to project finance." A typical project finance 
contract between a foreign government and a U.S. corporation is a power sales 
agreement. Under that agreement, the U.S. corporation develops, constructs 
and operates a power generation facility, and the foreign government (or an 
agency thereof) agrees to purchase and pay for the power produced. 

In such a transaction, a sovereign's immunity could be waived under 
certain circumstances. If a sovereign expressly waived immunity in the power 
sales agreement, implementation agreement or another document, sovereign 
immunity is directly waived. 

Alternatively, sovereign immunity could be waived indirectly. If the claim 
brought against a sovereign is based upon its commercial activity, contract- 
ing for power supply may constitute a commercial activity, and sovereign immu- 
nity may be waived. That commercial activity must have a direct effect in the 
United States. 

The Act gives little guidance on what constitutes a commercial activity and 
what is a direct effect. Furthermore, the case law surrounding this area is 
often inconsistent. However, the general rule is that a commercial activity is 
that which a private party could engage in.38 Stated in the obverse, commercial 

36 SeeTexas Trading &Milling Corp. v. Federal Republic of Nigeria, 647 F.2d 300 
(2nd Cir. 198l)(litigation not unduly inconvenient where Nigeria agreed to International 
Chamber of Commerce arbitration that could take place anywhere); Gemini Shipping, 
Inc. v. Foreign Trade Organization for Chemicals & Foodstuffs (S.D.N.Y. 1980). 

s7 See Danielle Mazzini, Stable International Contracts in Emerging Markets: An 
Endangered Species?, 15 B.U. Int'l L.J. 343,363-369 (1997). 

Courts that have considered whether business activity is commercial activity 
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activity is activity that is not peculiarly sovereign. Under that rule, contract- 
ing for power supply may constitute a commercial activity, particularly since 
private sector entities contract for and purchase power. Further, noncom- 
mercial activities are usually only those which are sovereign in  nature such as 
levying taxes o r  organizing the military.39 

The "direct effect" standard is extremely fact specific.4Wowever, in  cer- 
tain instances, injury to  a United States corporation could be considered hav- 
ing a direct effect on  the United States as a whole. Mere economic loss may be 
in~ufficient.~l 

Once it is determined that a waiver of sovereign immunity, direct or  indi- 
rect, exists, the next step is to  find property to  attach. A sovereign's property 
used in a commercial activity in the United States could be attached under cer- 
tain circumstances: attachment in aid of execution of judgment is waived if 
implicitly o r  explicitly waived, or  the property is used for a commercial activ- 
ity upon which the claim is based, o r  the property is used for a commercial 
activity and the judgment to be enforced is based on  an order confirming an 
arbitral award. 

Attachment prior to  judgment is waived if the state has explicitly waived 
attachment, and the purpose is t o  secure satisfaction of a judgment, not to  
obtain jurisdiction. 

If the United States is called upon to  enforce an arbitration agreement, 
sovereign immunity is waived only if the arbitration took place or  was intended 
to  take place in the United States, o r  the underlying claim of the arbitration 
could have originally been brought in the United States. 

Thus, the ability of a U.S. entity to  litigate a claim against a sovereign gov- 
ernment, and attach property of the sovereign government located in  the U.S., 

include the following: Janini v. Kuwait Univ., 43 E3d 1534 (D.C. Cir. 1995)(university 
teacher employment contract); Practical Concepts, Inc. v. Republic of Bolivia, 81 1 F.2d 
1543 (D.C. Cir. 1987)(rural development); Segni v. Commercial Office of Spain, 835 
F.2d 160 (7th Cir. 1987)(wine marketing contract); Callejo v. Bancomer S.A., 764 F.2d 
1101 (5th Cir. 1985) (selling CDs and the breach of the sales contract were commercial 
acts); Texas Trading &Milling Corp. v. Federal Republic of Nigeria, 647 F.2d 300 (2nd 
Cir. 198l)(contract for sale of cement; letters of credit); Gemini Shipping, Inc. v. Foreign 
Trade Org. for Chemicals and Foodstuffs, 647 F.2d 317 (2d Cir. 198l)(grain shipping 
to government-owned company). 

39 See lanini v. Kuwait Univ., 43 F.3d 1534,1537 (D.C. Cir. 1995)(universityteacher 
employment contract). 

'O Republic of Argentina v. Weltover, Inc., 504 U.S. 607,617 (1992)(direct effect 
found in the U.S. where Argentina bonds payments were to be made in New York); 
bu t  cf: United World Trade, Inc. v. Mangyshlakneft Oil Production Ass'n, 33 E3d 1232 
(10th Cir. 1994). " United World Trade, Inc. v. Mangyshlakneft Oil Production Ass'n, 33 F.3d 1232 
(10th Cir. 1994)(contract required payment outside of U.S., with eventual transfer of 
funds to the U.S., held not a direct effect). 
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is extremely sensitive to the facts of the specific situati0n.4~ Full waivers, 
however, make such action much easier. 

[3] State Immunity Act of 1978 (U.K.) 

Generally. The State Immunity Act of 197843 in the United Kingdom is 
similar to  the U.S. Act discussed ahove.4' In general, the U.K. Act provides 
that a state is immune from the jurisdiction of the courts of the United Kingdom, 
and then establishes exceptions to that rule, as set forth in the A ~ t . 4 ~  

Exceptions to Immunity. Like the U.S. Act, numerous exceptions to sov- 
ereign immunity are included in the Act." These include exceptions generally 
similar to  those provided under the U.S. Act. 

Application. The Act provides that the immunity applies to any foreign 
or commonwealth state.47 References to a state include the sovereign o r  other 
head of that state in his public capacity; the government of that State; and 
any department of that government, but not any entity which is distinct from 
the executive function of the government of the state, and capable of suing and 
being sued.48 

$14.1 1 ACT OF STATE DOCTRINE (U.S.) 

The act of state doctrine provides that U.S. courts will not consider whether 
the official acts of a foreign government, carried out in its own territory, are 
a ~ t i o n a b l e . ~ ~  It is a separate legal doctrine from sovereign imm~nity.~O 

The act of state doctrine represents a general distaste for judicial review 
of foreign government actions. Although the U.S. Supreme Court has never 

42 The burden of proof is on the party alleging that the immunity is waived. 
Walter Fuller Aircraft Sales, Inc. v. Republic of the Philippines, 965 F.2d 1375,1383 (5th 
Cir. 1992). 

43 State Immunity Act, 1978, ch. 33. " See generally, S. Bird, The State Immunity Act of 1978, 13 INT'L LAWYER 619 
(1979); Georges R. Delaume, The State Immunity Actof the United Kingdom, 73 A.J.I.L. 
185 (1979); F.A. Mann, The State Immunity Act 1978,50 BRIT. Y.B. INT'L L. 43 (1979); 
Robin C.A. White, The State Immunity Act 1978,42 MODERN L. REV. 72 (1979), D. W. 
Bowett, The State Immunity Act 1978, 37 CAMBRIDGE L.J. 193 (1978). 

45 State Immunity Act, 1978, ch. 33. $1.(1). 
46 Id. $1.(2)-(11). 

Id. $14.(1). 
48  Id. $14.(l)(a)-(c). 
49 Seeunderhill v. Hernandez, 168 U.S. 250,252 (1897). 
50 Antonio Dolar, Comment, Act of State and Sovereign Immunities Doctrines: 

The Need to Establish Congruiry, 17 U.S.F. L. REV. 110-16 (1982). 
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considered the question, lower U.S. courts have addressed the applicability of 
the doctrine to contractual disputes.51 Perhaps the best generalization that can 
be made from these cases is that the lower courts will determine the applica- 
bility of the doctrine on a case-by case basis. At least one commentator, in an 
excellent analysis of the subject, contends that the doctrine may be applicable 
in considering whether an investment contract with a sovereign government, 
typical in international project finance in developing countries, is enforce- 
able in U.S. courts.52 

$14.12 COOPERATIVE RISK MANAGEMENT 

There is a danger for host governments and foreign investors in project finance 
political risk management that should be carefully avoided. This danger is that 
in the zeal of lawyers and investors to manage and allocate political risks, the 
host government or its citizens perceive that the government has been bullied 
to accept risk mitigation alternatives that are not in the interests of the host 
government. This, in itself, can create a new project risk. 

Host governments are often completely understanding about the concerns 
of foreign investors. At the highest levels of developing country governments, 
officials are well aware of foreign investors's preference for timely debt repay- 
ment, rapid return of investments, tax concessions, exchange guarantees and 
the like. Yet, these preferences may be unavailable to domestic firms. This cre- 
ates an atmosphere in the host country of preferential, discriminatory treat- 
ment of foreign investors at the expense of local firms. At a minimum, political - 
criticism of the host government will arise. This may lead to allegations of cor- 
ruption by the negotiators or in the entire negotiation process. Coupled with 
fears of excessive capitulation to foreign demands, these impressions can cre- 
ate an unhealthy climate for a project. 

Although seemingly appropriate on paper, the implications of one-sided 
political risk mitigation may be unhealthy for the long-term success of the proj- 

51 E.g., Ampac Group Inc. v. Republic of Honduras, 797 F. Supp. 973,978 (S.D. 
Fla 1992)(enforcing cement company privatization contract against the government of 
Honduras); French v. Banco Nacional de Cuba, 242 N.E.2d 704,709 (N.Y. 1968)(doc- 
trine bars breach of contract claim against agency of Cuban government). See gener- 
ally Michael Ramsey, Acts of State and Foreign Sovereign Obligations, 39 HARV. INT'L L.J. 
1,3 (1998). 

52 See generally Michael Ramsey, Acts of State and Foreign Sovereign Obligations, 
39 HARV. INT'L L.J. 1,22--45 (1998)(examining the doctrine in the context of power plant 
project finance and concluding that exceptions to or limitations on the doctrine do not 
completely remove enforcement of foreign sovereign contracts from its scope). See also, 
Michael Gruson, The Act of State Doctrine in Contract Cases as a Conflict-of-Laws 
Rule, 1998 U .  ILL. L. REV. 519 (foreign government interference in the context of con- 
tracts between two private parties). 
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ect. Once a project closes and construction begins, massive amounts of foreign 
capital have already been committed to the project. As the project proves suc- 
cessful, the bargaining position of the host government and the project changes, 
with the host government gaining in power. If a successor government, in an 
anti-foreign investment campaign, has second thoughts about the appropri- 
ateness of concessions made by the prior government, renegotiations can be a 
real threat. 

Even apart from these concerns, the success of the project could be so in 
excess of the projections made at closing that allegations of unfairness arise. 
Similarly, host government assumptions made at closing about the actual 
cost of infrastructure and related host government obligations to the project 
could be wildly unrealistic, also fueling the fires of unfairness. 

Rather than view the host government as an adversary, one author has 
suggested that it is in the best interests of the foreign investors to consider a 
cooperative approach to political risk management which recognizes that both 
the host government and the foreign investors can achieve benefits in politi- 
cal risk mitigation.53 Indeed, foreign investors should be very wary of proj- 
ects that have secured one-sided forms of political risk protection. They will 
likely not last. 

53 Thomas W. Waelde & George Ndi, Stabilizing International Investment 
Commitments: International Law Versus Contract Interpretation, 31 TEX. INT'L L.J. 216, 
237 (1996). 
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515.01 GENERALLY 

The construction contract in an international project financing serves to give 
the project company a fully completed and equipped facility. In addition, it 
provides for delivery by the contractor of a facility that satisfies specified 
performance criteria, for a fixed or predictable price, and completed on a 
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specified date. To do so, the contract typically requires the contractor to pro- 
vide all engineering and construction work, procurement of equipment and 
supplies, and start-up and testing. 

The tension between the project company and contractor in a project 
financing is based on the turnkey nature of the construction contract: the con- 
tractor must deliver the project at a fxed or predictable price, on a date cer- 
tain, warranted to perform at agreed levels. The contractor is, of course, concerned 
with the difficulty of predicting events that could delay project completion, 
increase the price, or reduce guaranteed performance. Thus, unless the con- 
tract price is extremely attractive (that is,the risk premium sufficiently high), 
significant obiectives of the contractor in contract neaotiation are to limit risks - - 
of any increase in the cost of the project, to ensure there are sufficient con- 
tractual excuses for late delivery, and to provide sufficient time to satisfy per- 
formance guarantees. 

A customary reward to the contractor, in return for assuming these price, 
delay and performance risks, is through a bonus payment. The project com- 
pany pays a bonus payment to the contractor if the project is completed 
ahead of the scheduled completion date. In a project financing, the bonus con- 
cept must conform with the rights and obligations of the project company 
under the other project contracts. 

As discussed below, the risk that construction costs will exceed the funds 
available to complete the project, from the construction loan, other debt sources 
and equity, is a significant risk in a project financing. Increased construction 
costs may result in increased debt service costs during construction, unavail- 
ability of sufficient funds to complete construction, and even if funded by debt, 
in the inability of the project company to pay increased interest and principal 
during project operation. Because of the nature of the cost overrun risk, the 
project finance lender and its lawyers pay particular attention to the allocation 
of risks in the construction contract. 

Project finance construction contracts typically contain each of the fol- 
lowing provisions: a detailed, all-inclusive scope of work; a fwed price for all 
of the work necessary to complete the project; performance guarantees and 
warranties; liquidated damages for failure to satisfy performance guarantees 
and for late completion; performance tests to confirm completion within the 
performance guarantees; and assurances of financial creditworthiness of the 
contractor. Each of these is discussed later in this chapter. 

$1 5.02 IMPORTANT CONSTRUCTION RISKS 

The allocation of construction risks between the project company and the con- 
tractor is an important element of a financeable project. In general, the most 
significant construction risks in a project financing must be allocated to a cred- 
itworthy contractor. 
252 
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[I] Increase in Construction Costs. The risk that construction of 
the project will cost more than the funds available from the construction loan, 
other debt sources and equity is perhaps the most important risk for the par- 
ticipants in a project financing. Construction costs exceed estimates for vari- - .  - 
ous reasons, including inaccurate engineering and plans, inflation and problems 
with project start-up.' This cost overrun risk may result in increased debt serv- 
ice costs during construction, unavailability of sufficient funds to complete 
construction, and even if funded by debt, in the inability of the project com- 
pany to pay increased debt service during operation. 

Improvement of the cost overrun risk is possible even where the con- 
tractor has not assumed that risk in a fixed-price turnkey contract. For exam- 
ple, in case of a cost overrun, contractual undertakings can provide the infusion 
of additional equity by the project sponsor, other equity participants, or standby 
equity participants. Similarly, standby funding agreements for additional 
financing, either from the construction lender or subordinated debt lent by 
project participants or third parties, can be used. Another alternative is the 
establishment of an escrow fund or contingency account under which the proj- 
ect company establishes a fund that is available to complete the project in case 
of a cost overrun. 

[2] Delay in Completion. Likewise, a delay in project completion 
may result in an increase in project construction costs and a concomitant 
increase in debt service costs. The delay may also affect the scheduled flow of 
project revenues necessary to cover debt service and operations and mainte- 
nance expenses. In addition, a delay in project completion may result in dam- 
age payments payable under, or termination of, project contracts, such as fuel 
supply and output contracts. 

To limit this risk, developing a project construction schedule is important, 
which will specify important milestones of the construction process. This sched- 
ule should be included in the construction contract and should be updated reg- 
ularly. Such a schedule can give the project company advance warning of a 
seriously delayed construction schedule. Further, the parties can tie some con- 
struction payments to this schedule, giving the contractor additional incentive 
to achieve timely construction progress. 

[3] Performance Guarantees. Even if a project does not operate after 
completion at guaranteed levels, the project company will need to pay debt 
service and other contractual obligations. A common solution to this risk is a 

Larry Wynant, Essential Elements ofProjectFinancing, HAW. BUS. REV., May-June 
1980, at 167 (site modification requirements caused an increase in construction costs 
of US$200 million in a copper mining project financing). 
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liquidated damage payment. A liquidated damage payment is an estimate by 
the contractor and project company of the consequences of deficient per- 
formance by the contractor on the project. 

Performance (also called buy-down) liquidated damages compensate 
the project company for increased operating costs associated with the failure 
of the contractor to meet the agreed-upon performance criteria. These are often 
used to prepay the project company's debt to offset the expected decline in proj- 
ect output (and the associated revenue flow) due to failure to satisfv those stan- . . 
dards. Typically, the parties design the amount of the buy-down to prepay an 
amount of debt sufficient to maintain the debt service coverage ratio that the 
project company would have otherwise achieved. 

Because of the potential magnitude of liquidated damage payments, the 
total financial exposure of the contractor is usually limited. The market for 
construction services and lender requirements together determine the limita- 
tion, taking into account the technologica1 challenges of the project. A damage 
cap of between ten and 30 percent of the total construction contract price is 
not atypical. 

The creditworthiness of the contractor determines the strength of the con- 
tractual undertakings as a risk mitigation instrument. If the contractor is not 
financially strong, it is less likely that it will pay the liquidated damages when 
due. Consequently, project lenders sometimes require that these financial under- 
takings be supported by a payment guarantee from a creditworthy entity, a let- 
ter of credit, or a performance bond or other surety instrument. 

[4] Force Majeure in  International Construction Contracts. 
International projects are structured with, and negotiated among, many diverse 
parties, often from different countries. Sometimes, separate teams of business 
people and lawyers negotiate the underlying project contracts, resulting in unco- 
ordinated force majeure provisions. This could result in a situation, for exam- 
ple, where the contractor is excused under a force majeure provision from its 
obligation to complete the project by a date certain, while the off-take sales 
agreement does not give the project company similar relief. The result could 
be a terminated off-take sales agreement. Even where the inconsistencies are 
not of such disastrous proportions, the effect on the project's schedule or 
economics may be significant. 

Inconsistent force majeure provisions can be cured with a so-called "res- 
urrection" clause, in which the contractor agrees with the project company that 
where force majeure inconsistencies exist between contracts, the contractor will 
not receive relief greater than the relief available to the project company under 
other relevant contracts. In the earlier examole, the contractor could not be . - 
excused from performance to the extent such excuse would result in a project 
delay of such a length that the utility would end the power contract. However, 
a less extensive delay would be permissible. 

254 
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In negotiating a force majeure provision for a construction contract, under- 
standing the local circumstances of contract performance is important. In short, 
the parties must understand what is uncontrollable in that location. For exam- 
ple, the nature of the construction trade in the United States generally allows 
contractors in a United States project to agree that a strike at the construc- 
tion site by the contractor's employees or subcontractors is not a force majeure. 
However, a contractor may be less likely to accept this risk when it performs 
the contract in a foreign jurisdiction. 

A similar problem arises with the foreseeability of other risks. The phrase 
"unforeseeable weather conditions:' for example, may have a different defini- 
tion in different countries. Adverse weather conditions may be sufficiently pre- 
dictable and regular to result in the word unforeseeable being meaningless in 
some areas of the world, such as the Philippines. 

Different legal systems can create havoc on well-planned, matched force 
majeure provisions. As discussed in chapter 12, the choice of applicable law and 
the jurisdiction of disputes is a critical element in ensuring that the force majeure 
structure is respected and enforced. 

Despite this careful planning, complete elimination of the risk of incon- 
sistencies in force majeure provisions may not be possible. Rather than rely 
on contract provisions, a project company may need to seek alternate solutions, 
such as standby credit, dedication of reserve funds, employment of addi- 
tional labor, and the like. 

[ 5 ]  Experience, Reputation and Resources of Contractor. The expe- 
rience and reputation of the contractor, subcontractors and suppliers for a proj- 
ect can help ensure the timely completion of the project at the stated price. 
Similarly, the contractor, subcontractors and suppliers should possess the finan- 
cial resources necessary to support contractual provisions relating to liquidated 
damage payments, workmanship guarantees, indemnities, and self-insurance 
obligations. 

The contractor should possess sufficient human and technical resources 
necessary to satisfy contractual requirements. The risk is that the contractor or 
a major subcontractor or equipment supplier will be unable to perform a con- 
tractual obligation because of a low commitment to the industry, insufficient 
resources, or lack of knowledge or experience. 

In an international project, the contractor should be particularly adept 
at working with the local labor force. Local construction site managers, with 
local experience, are particularly beneficial in reducing the risk of local labor 
problems. 

The reputation of a contractor for high reliability will result in fewer 
requirements from project lenders for construction-related credit enhance- 
ment. In determining whether the requisite level of reputation exists for a lender 
to forgo credit enhancement protection, it considers such things as experi- 
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ence in similar projects; financial strength, either in the capitalization of the 
contracting entity or at the parent level through a guarantee; the size of the 
contractor, both as to employees and technical resources; abilities in prob- 
lem-solving, particularly because a fully operating project is infinitely more 
valuable to a project lender than contract damages; and participation in the 
industry of the project, through ownership or operation of similar facilities. 

[6] Building Materials. A project finance risk sometimes overlooked 
in industrialized countries is the risk of unavailability of building materials 
necessary for project construction. Although theoretically any material is avail- 
able at the right price, the price and time necessary to manufacture or trans- 
port the material can affect project economics in a manner similar to cost 
overruns and delays. Of particular concern is the impact of import and export 
laws when the project is either located abroad or where the parties contemplate 
use of imported materials for construction. 

[7] Construction of Related Facilities. International projects, par- 
ticularly in developing countries, often require the simultaneous construc- 
tion of facilities related to the project. Also potentially required are large gas 
pipelines, docks, railways, manufacturing facilities and electrical intercon- 
nection and transportation facilities. Each of the related facilities will affect the 
success of the underlying project and each must therefore be examined to detect 
the risks involved. Construction synchronization is perhaps the most impor- 
tant initial concern to the promoters of the underlying project. 

Of equal concern is compatibility of systems. For example, rail beds, roads 
and docks must conform with the requirements of the project. Even an exam- 
ination of the existing infrastructure is required to learn whether the existing 
facilities can satisfy project requirements. 

Although an engineering firm or project company personnel can ini- 
tially certify that existing and planned facility design will satisfy the require- 
ments for the project, changes may occur. The project company may want to 
contract with the developers of the related facility, or the government, that 
existing and planned facilities will not be modified to a less desirable standard. 

[8] Raw Material Supply and Utilities. Similar to dependability of 
building material supply in production of revenue, the project must be assured 
of a supply of raw materials and utilities at a cost within the acceptable ranges 
of financial projections. The formality of the commitments for the supply 
depends, in part, on the availability of the materials in the project area. For 
example, a supply of necessary wood chips as fuel for a waste wood burning 
energy project in the U.S. Pacific Northwest may be sufficiently assured that no 
need exists to contract for a 100% supply. Yet, under various scenarios, such 
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as the limitation of forest processing because of economic conditions in the 
lumber industry, the project may need alternate sources. In addition, costs of 
import or export fees, transportation charges, storage costs, stability of prod- 
uct, monopolies, and finance costs, all are risks in determining whether an ade- 
quate supply exists. 

In many projects, the project company develops long-term requirements 
contracts to provide the necessary raw material supply at a predictable price to 
reduce this risk. Less frequent are supply-or-pay contracts, in which a sup- 
plier is dependent on some aspect of the project and agrees to provide either 
the needed raw material or pay a fee to the project. With both contracts, how- 
ever, the credit of the supplier must be sufficient to ensure performance of 
the contract. 

[9] Excuses for Contractor Nonperformanc+The Owner Did It. It is 
not unusual for a contractor facing liquidated damage liabilities in a project 
finance transaction to blame the project company for the problems. Construction 
delays and an inability to satisfy performance obligations may indeed be the 
fault of the project company. Potential problems caused by the project com- 
pany include failure to provide needed information on a timely basis, failure 
to satisfy obligations clearly allocated to the project company in the con- 
struction contract, failure to obtain permits, and supply of inappropriate fuel 
for testing. 

To increase the likelihood that such allegations by the contractor will 
not excuse performance responsibility, several contract provisions can be 
included in the construction contract. First, the contract should clearly and 
precisely identify the responsibilities of both the project company and the con- 
tractor. The responsibilities of the project company should be kept to an absolute 
minimum. 

Second, to the extent that the contractor will be excused from liability 
for late completion or cost-overruns, the project company should condition 
the excuse on receipt of written notice from the contractor, with an accept- 
able period to remedy the failure. If no one gives the notice, the right of the 
contractor to use the alleged failure as an excuse to liability would be waived. 
A provision similar to the notice procedure given for a force majeure is a pre- 
ferred approach. 

[ lo]  Coordination. Two or more contractors construct some projects, 
each fulfilling a different construction role for the project, without single-point - .  - - 
responsibility. Hydroelectric projects are an example of this type of practice. 
Risks relating to construction coordination arise in this structure. however. - 
Without coordination, risks of construction delays and cost overruns increase. 
Also, without coordination, each contractor can place blame on the other for 



International Project Finance 

delays and cost overruns. Consequently, the project company, acting as con- 
struction manager, must carefully monitor project construction under this 
approach. Also, at a minimum, it is very useful if each construction contract 
includes an acknowledgment by the contractor that it has reviewed the terms, 
including construction schedules, of the other construction contracts. This 
acknowledgment should be coupled with a representation that the contractor 
has not identified any scheduling or other deficiencies between the contracts. 

515.03 CREDITWORTHINESS 

Risk allocation in a project finance construction contract is only effective to 
the extent the contractor is creditworthy. It must have sufficient financial 
resources, both at the time of contract execution and during performance, to 
undertake the obligations in the contract. These include payment of liquidated 
damages payable if the contractor delays the facility and if the contractor has 
not constructed the facility to perform according to the performance guaran- 
tees. Also, the contractor must be able to absorb any losses it might incur if the 
actual construction costs exceed the amount guaranteed to the project com- 
pany as the fixed construction price. To the extent the financial resources do 
not exist, and no adequate credit enhancement is available at a reasonable 
cost to improve this credit risk, such as parent guarantees, letters of credit 
and payment and performance bonds, the contract will not be financeable and 
another contractor must be found. 

515.04 TYPES OF CONSTRUCTION-RELATED CONTRACTS 

Engineering, procurement and construction, together with testing and start- 
up, are the four broad, general phases of project construction. It is not sur- 
prising therefore that the types of construction-related contracts are generally 
structured to cover these phases. There are three general types of construction- 
related contracts used in a typical project financing: engineering, procurement, 
and construction. A fourth, called commonly an "EPC:' is one contract that 
covers all three phases--engineering, procurement and construction. The lat- 
ter type is often called a "fast track" construction contract. 

[I] Engineering Contrad The engineering contract provides a proj- 
ect company with professional assistance in project design, bidding and review 
and administration of the work. Specifically, it provides for the preparation 
of preliminary and general project designs; preparation of specifications; prepa- 
ration of initial cost estimates; preparation, solicitation and analysis of bids for 
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work and supplies; preparation of detailed drawings for bidding purposes; 
review of detailed drawings produced by suppliers; scheduling of work; inspec- 
tion and testing; and duringthe construction phase, administration of the con- 
struction contract for the project company. 

It is not used often in a project financing. This is primarily because all - .  - 
project construction work, including engineering work, is included in a broad, 
turnkey construction contract in which the contractor is a single point of respon- 
sibility for all construction phases. Also, from a practical perspective, funds are 
typically not available for construction work until a financial dosing occurs. 
At that point, because interest on the debt is accruing without revenue to pay 
it, construction work must proceed quickly. 

[2] Procurement Contract. The procurement contract provides 
for the orderly procurement of work and supplies for a project. The contract 
includes provisions that require the architectlengineer to establish bidding pro- 
cedures for machinery, equipment, material and supplies; to perform an eco- 
nomic analysis of the bids; to coordinate export licenses and other governmental 
authorizations necessary for the export or import of materials, supplies, machin- 
ery and equipment to the project site; schedule and monitor delivery dates; 
make transportation arrangements for delivery of materials, supplies, machin- 
ery and equipment to the project site; and coordinate financial matters, such 
as scheduling cash needs, reviewing invoices and administration of account- 
ing records. 

A separate procurement contract is not used often in a project financ- 
ing, for the same reasons that a separate engineering contract is not used. That 
is, all procurement work is included under the scope of the turnkey construc- 
tion contract, and funds are typically not available for procurement work until 
a financial closing occurs.. 

[3] Construction Contract. The construction contract is the con- 
tract that governs the complete construction of the project. As such, the con- 
tractor agrees in the construction contract to provide all construction-related 
services, including construction supervision, labor and management, con- 
struction facilities, tools and supplies, site investigation, and field engineering. 

[4] EPC Contract. The EPC (engineering, procurement and con- 
struction) contract combines the three stages of construction under one con- 
tract. It is sometimes called a "fast track" contract, in that it enables progress 
on a project to proceed on an overlapping basis, at a faster pace than if the three 
stages followed in series. 
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515.05 FIXED PRICE CONTRACT 

A fxed price construction contract requires the contractor to construct a proj- 
ect, or part of a project, for a fixed sum. Sometimes, the frxed sum is subject 
to adjustment based upon an agreed-upon index. This is particularly helpful 
to the contractor in countries that experience rapid inflation, although the proj- 
ect lender may insist on a cap on such adjustments. 

As discussed elsewhere in this chapter, the tension between the project 
company and contractor in negotiating a f ~ e d  price construction contract is 
based on the nature of the construction contract: the contractor must deliver 
the project at a frxed price. The contractor is, of course, concerned with the 
difficulty of predicting events that could result in delivery of a project at a cost 
to the contractor that is higher than expected. Typically, the contractor will 
include a contingency in the fixed construction price to ensure that ade- 
quate cushion exists for uncertainties in the cost calculation process. Generalizing 
in this area is difficult, but a risk contingency of between twelve and 20% is 
common. 

Even in a fixed-price contract, however, the fixed price is subject to adjust- 
ment for certain negotiated contingencies, such as force majeure events, delays 
caused by the project company, changes requested by the project company, 
and other excluded events or conditions, such as unexpected site conditions. 
The extent of the adjustment varies. Sometimes, such as where a force majeure 
event has a delaying effect but no monetary implication, no price increase is 
permitted. Instead, an extension of the time for construction completion is 
granted to the contractor. In other situations, such as where the project com- 
pany delays the construction, an equitable price adjustment is generally agreed 
to. Finally, for changes requested by the project company, the parties negoti- 
ate any price increase. 

515.06 COST PLUS FEE CONTRACT 

Another approach to a construction contract is the cost plus fee contract. As 
the name implies, the project company pays the contractor the costs of con- 
struction, plus a fee. The contractor is assured of earning a fee and enjoying 
the income attributes of the fee, while the project company is more likely to 
receive the lowest construction cost. In contrast to the frxed price construction 
contract, the project company avoids payment of the contingency risk pre- 
mium, but assumes the risk of an increase in construction costs beyond the 
amount assumed in the project construction budget. 
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$15.07 COST PLUS FEE CONTRACT WITH MAXIMUM PRICE AND 
INCENTIVE FEE 

The cost plus fee contract is modified by adding a maximum price and an incen- 
tive fee payable to the contractor based on cost performance. Provisions are 
included that provide the contractor an incentive to keep costs low, such as 
penalties charged and bonuses earned based on budget performance. If costs 
exceed the maximum price guarantee, the contractor typically absorbs these 
costs, up to the amount of its construction fee. To the extent there is a savings 
as compared with the maximum price guarantee, the contractor and the proj- 
ect company typically split the savings on a shared basis. 

$15.08 PROJECT FINANCE TURNKEY CONTRACT 

A project finance transaction is based on predictability, including the pre- 
dictability of the construction price, construction schedule and project per- 
formance. From this need for predictability, a hybrid construction contract has 
developed which requires the contractor to provide the complete scope of con- 
struction work for a project, for a fixed price, for completion and delivery by 
a date certain, which performs at agreed-upon levels. All the project company 
has to do is pay the construction price and "turn the key." 

In return for this predictability, the contractor will charge a risk premium. 
The risk premium is charged because the contractor is concerned with the dif- 
ficulty of predicting events that could result in delivery of a delayed project, 
at an increased price, that does not perform as expected. Besides the risk pre- 
mium, the contractor seeks in contract negotiation to limit risks of any change 
in the cost of the project, to ensure there is sufficient contractual excuse for late 
delivery, and to provide sufficient time to satisfy performance guarantees. 

A customary reward for the contractor in return for assuming the risk of 
completion on a date certain for a fixed price is through a bonus payment, 
which the project company pays to the contractor if the project is completed 
before the scheduled completion date. In a project financing, the bonus con- 
cept must relate to the other project contracts. For example, this is necessary 
so that if the facility is completed earlier than the scheduled date, the other 
contracts permit or contemplate an earlier commencement of operation. The 
obligation of the project company to pay a bonus to the contractor could 
otherwise result in an obligation to pay money not matched with an ability to 
earn revenue, or to obtain needed project inputs. If the project does not con- 
template early operation, then funds necessary to pay a construction bonus will 
need to come from additional equity contributions or subordinated debt, or 
be included as part of the construction budget and reserved in a contingency 
account. 
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As discussed earlier in this chapter, the risk that construction costs will 
exceed the funds available from the construction loan, other debt sources and 
equity is a significant risk in a project financing. Increased construction costs 
may result in increased debt service costs during construction, unavailability 
of sufficient funds to complete construction, and even if funded, in the inabil- 
ity of the project company to pay increased interest and principal that results 
from the additional debt required to complete construction. 

515.09 TYPICAL PROVISIONS IN PROJECT FINANCE TURNKEY 
CONSTRUCTION CONTRACTS 

Construction contracts generally contain the following key provisions: tech- 
nical scope and specifications, commonly called the "scope of work;" a detailed 
listing of each of the contractor's and the project company's responsibilities; 
compensation and payment terms; subcontracts; acceptance and performance 
testing; changes in the work; rejection of work; warranties; title to work- , reme- 
dies for breach; performance and warranty bonds; insurance; dispute resolu- 
tion; indemnification; assignment; suspension of work and termination; and 
force majeure. These typical construction contract clauses are discussed below. 

515.10 SCOPE OF WORK 

[l] Introduction. The scope of work is in many respects the most 
important provision in a project finance construction contract. This section, 
with references to accompanying schedules, describes in detail the design and 
engineering criteria and technical specifications for the project. In addition, 
this section of the contract identifies major pieces of equipment. It is an impor- 
tant part of the construction contract because it describes the scope of the con- 
tractor's obligations, which determines the type of facility that will be constructed 
for the agreed-upon price. Unless this section describes all the work and equip- 
ment necessary to construct the facility, the fuced price set forth in the contract 
will be illusory. Additional work not specified in the scope of work will result 
in contract amendments called change orders, and can cause price increases. 

[2] Draft Provision. 

Scope of Work. Contractor shall perform the work hereunder in accordance 
with the Contract Documents. 

Contract Documents means this Construction Contract and all exhibits 
hereto, including the Scope of Work attached hereto as E x h i b i t ,  it 
being the intent of the parties hereto that such scope shall include (i) all 
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design, procurement, construction, installation, equipping, start-up and 
performance testing of the facility; (ii) the provision of all equipment and 
supplies required by the Contract Documents; (iii) the provision of nec- 
essary construction forces, including, all supervisory field engineering, 
quality assurance, support service personnel and field labor; and (iv) prepa- 
ration and delivery to the [Project Company] of operation and mainte- 
nance manuals. 

515.1 1 CONTRACTOR'S RESPONSIBILITIES 

[ I ]  Introduct ion.  Among the terms included in  the contractor's 
responsibility section are the types of services that will be provided, such as 
design, engineering, procurement, construction and supply. Other typical 
responsibilities include staffing, training, security, personnel conduct, coor- 
dination of training and turnover to  the project company and operator, and 
permit application and prosecution responsibilities. 

[2] Draft Provision. 

Independent Contractor. Contractor is an independent contractor and shall 
maintain control over its employees and all Subcontractors. Contractor 
shall perform all Work in an orderly and workmanlike manner. 

ProjectManager. (a) Before starting the Work, Contractor shall designate 
a Project Manager as its representative to represent Contractor and shall 
noti@ [Project Company] of the name, address and telephone number (day 
and night) of such representative, and of any change in such designation. 

(b) The Project Manager shall be present or be duly represented at the Site 
at all times when the Work is actually in progress and, during periods when 
the Work is suspended, arrangements mutually acceptable to the Parties 
shall be made for any emergency Work that may be required. All require- 
ments, instructions and other communications given to the Project Manager 
by [Project Company] shall be as binding as if given to Contractor. 

Supervision. Contractor shall supervise and direct the Work. Contractor 
shall be solely responsible for all construction means, methods, techniques, 
sequences and procedures, for coordinating all portions of the Work under 
the Contract. 

Access. Upon reasonable prior notice, Contractor shall provide [Project 
Company],  Lender and [Project Companyl's Representative with rea- 
sonable access to the Work; provided, however, that Contractor may 
require such representative to be accompanied by an escort and to fol- 
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low any of the procedures which Contractor, in its sole discretion, deems 
necessary or advisable. Contractor shall provide the representatives of 
any governing or regulatory agency having jurisdiction over the Work 
with similar access. 

Emergencies. In the event of any emergencyendangering life or property 
on or about the Work or the Site, Contractor may take such immediate 
action as may be reasonable and necessary to prevent, avoid or mitigate 
damage, injury or loss, and shall report to [Project Company], as soon 
as reasonably possible, any such incidence including Contractor's response 
thereto. 

Compliance with Laws. Contractor shall meet and shall see that the Project 
shall meet all applicable requirements of federal, national, central, 
commonwealth, state, province, municipal, city, borough, village, county, 
district, department, territory, commission, board, bureau, agency or  
instrumentality, or  other governmental authority, domestic or foreign, 
laws, codes and regulations governing construction of the Project in exis- 
tence as of the date of this Contract. The effect of changes in such laws, 
codes and regulations after the date hereof shall be determined pursuant 
to Article . 

Contractor Permits. Contractor shall secure, pay for and maintain the 
Contractor Permits. 

Notices. Contractor shall give all notices and comply with all material laws, 
ordinances, rules, regulations and lawful final orders of any Governmental 
Agency bearing on the performance of the Work. If Contractor obsemes 
that any of the Contract Documents are at variance therewith in any mate- 
rial respect, it shall notiFy [Project Company] in writing, and any necessary 
Changes shall be made by appropriate Change Order. 

Security. Contractor, at its expense, shall provide the following security for 
the Project: [describe any planned fencing, watchmen and/or procedures]. 

Records. Contractor shall maintain at the Site for [Project Company] one 
record copy, and, at [Project Companyl's expense, shall furnish additional 
copies thereof to [Project Company], if requested, of all Contract Documents, 
drawings, plans, specifications, copies, addenda, test reports, Change Orders 
and modifications, in good order and marked to record all changes made 
during performance of the Work; these shall be delivered to [Project 
Company] as a condition of final payment. 

Cleaning Up. Upon completion of the Work and before final payment is 
made, Contractor shall, or shall cause subcontractors to, remove rubbish 
and unused Product from the Site and leave the Site in an orderly condition. 
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515.12 PROJECT COMPANY'S RESPONSIBILITIES 

[I] Introduction. Conversely, the project company's responsibility 
section describes the responsibilities of the project company. These include 
required conditions for the project site, access to the site, permits, fuel for test- 
ing and start-up, utilities and waste disposal. 

Failure of the project company to perform these obligations might delay 
or  otherwise impair the contractor's ability to perform the contract at the fixed 
price and by the scheduled completion date. Consequently, the project com- 
pany and the project lender will desire that the responsibilities be kept to a min- 
imum and include only those areas with minimal risk of nonperformance by 
the project company. 

21 Draft Provision. 

Project Company Responsibilities. 

(a) The [Project Company] shall investigate, determine, secure, pay for and 
maintain any and all Permits required for [Project Companyl's ownership 
and commercial operation of the [Project] and for the performance of 
the Work (the "[Project Company] Permits"), including: federal, national, 
central, commonwealth, state, province, municipal, city, borough, vil- 
lage, county, district, department, territory, commission, board, bureau, 
agency or instrumentality, or other governmental authority, domestic or 
foreign, environmental, water, sewer and land use Permits, including those 
[Permits] described in E x h i b i t .  [Project Company] shall further be 
responsible for obtaining and maintaining all easements or other real prop- 
erty rights necessary for performance of the [ Work]. Contractor shall coop- 
erate with [Project Company] (or with such other effected party as [Project 
Company] may designate, for and on behalf of [Project Company]) to pro- 
vide such pertinent data and information as [Project Company] or effected 
party may request to permit [Project Company] to obtain the [Project 
Company] Permits. 

(b) In addition to other requirements contemplated by this Contract, 
[Project Company] shall furnish within [Project Companyl's property 
limits as and when reasonably necessary for the purposes of this Contract, 
upon the request of Contractor, access to: (i) the areas on the [Site] required 
for new construction, lay down areas, construction offices, temporary roads 
and utilities; (ii) designated Contractor parking areas; (iii) designated areas 
of existing buildings as reasonably required in conjunction with the [Work]; 
and (iv) areas at the property boundaries for junction or other workrelat- 
ing to electrical power, natural gas and oil lines, water, sewer, telephone 
and other utility connections. 
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(c) [Project Company] will provide at the Site and pay for k W  power 
for use by Contractor in its performance of the [Work]. 

(d) [Project Company] shall provide at the [Site] and pay for: (i) Fuel and 
consumables, such as lube oils, lubricants, filters, chemicals, and other 
related costs as specified by Contractor for start up, debugging, Performance 
Testing, environmental testing and Commercial Operation otherwise in 
performance of the Work; (ii) connections at the points specified in Exhibit 
- for water, sewer, electricity, telephones and other public works; 
(iv) any water required for use by Contractor in its performance of the 
Work; (v) any special or supplementary operating equipment required for 
operating and maintaining the Project, such as fuel analyzing and tem- 
perature, performance and supply output monitoring equipment with 
operating supplies, all as further specified on Exhibit - attached hereto; 
(vi) all rolling stock and Residue removal and disposal of all effluents from 
the Project during testing, Provisional Acceptance and Commercial 
Operation; (vii) mobile equipment, if any, required by the Project and not 
specifically described in the Scope of Work; and (viii) operation and main- 
tenance of the Project. 

( f )  Contractor shall obtain the Permits described in Exhibit - 
("contractor Permits"). [Project Company] shaU promptly sign any as- 
cation for such Contractor Permits which require [Project Companyl's sig- 
nature. In no event shall Contractor have any liability or responsibility for 
the failure of any Governmental Agency to grant or act upon any appli- 
cation for a permit, license, exemption or approval, or for the cost of, or 
the terms or conditions made applicable to, any permit, license, exemp- 
tion or approval to be obtained by [Project Company]. 

515.13 THE NOTICE TO PROCEED AND COMMENCEMENT OF 
CONSTRUCTION 

[I] Introduction. It is not unusual for the construction contract to 
be negotiated and executed several months before the fmancial closing occurs. 
Because the project company has only minimal assets, unless the project spon- 
sor contributes capital to  the project company to fund construction, there 
will not be sufficient funds for the contractor to be paid for construction at  the 
time. Consequently, the prudent contractor will want to delay its obligations 
to commence construction until the financial closing occurs. Otherwise, because 
the project company has no assets, it assumes the risk of nonpayment. 

The notice t o  proceed is a written notice from the project company to 
the contractor authorizing the contractor to commence work. The contractor 
will typically include conditions on its obligation to accept the notice to pro- 
ceed and begin work. These include evidence of financial closing, receipt of 
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necessary construction permits and other governmental approvals, environ- 
mental auditing and completion of any necessary remediation, and immedi- 
ate availability of funds to  the project company under the financing documents 
in an amount necessary to  complete construction. In addition, the contractor 
is interested in provisions assuring that the financing documents require the 
lender t o  make payments directly to  the contractor, limit the conditions to  
advancing funds under the financing documents to  a default by the project 
company (except for disputes under the construction contract), and require 
notification of the contractor by the lender if an event of default exists under 
the loan documents. The contractor is not  always successful in obtaining all 
of these protections. 

[2] Draft  Provision 

Notice to Proceed. Contractor shall achieve Commercial Operation of the 
Project no later than 2 months after receipt of an effective 
written notice in the form attached in Exhibit - (the "Notice to Proceed") 
from [Project Company] to commence the Work (theaCompletion Date"); 
provided, however, that [Project Company] may not deliver the Notice to 
Proceed unless at least five (5) business days prior to such delivery it has 
provided Contractor with (i) certified copies of the permits described in 
Exhibit - in final, non-appealable form, (ii) evidence reasonably 
satisfactory to Contractor that [Project Company] has entered into a loan 
agreement with a lender or lenders which individually or collectively have 
assets in excess of U.S. $2 billion and shareholder's equity in excess 0fU.S. 
$100 million (the "Lender") and that such loan agreement (theUConstruction 
Loan Agreement") provides that (a) the total amount available for bor- 
rowing by [Project Company] (the "Construction Loan") includes at least 
[Contract Price] which can be used for no other purpose by [Project 
Company] other than to fulfill its obligations under this Contract; (b) all 
payments to be made by [Project Company] to Contractor pursuant to 
Article - shall be made directly by the Lender by wire transfer, so as 
to be beyond the reach of [Project Company]% creditors other than Contractor 
and the Lender; (c) the Construction Loan Agreement shall obligate the 
Lender to make or cause to be made all payments to Contractor to which 
it is entitled in the event of any termination of this Contract; (d) the 
Construction Loan Agreement may not be amended or  terminated except 
upon terms which assure that Contractor shall receive all payments to 
which it is entitled under this Contract; (e) the Lenderwill accept payment 
and/or performance by Contractor, in lieu of [Project Company], to cure 
any default by [Project Company] under the Construction Loan Agreement, 
but without the obligation on the part of Contractor to make any such 
payment or provide such performance; and (f) the Lender will provide 
Contractor with written notice of any default by [Project Company] and 
the same period of time in which to cure such default as [Project Company] 
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is entitled to; and (iii) [Project Company] has closed the Construction Loan 
and the funds to be borrowed thereunder are available for use in accor- 
dance with the provisions of the Construction Loan Agreement. 
Notwithstanding the curing by Contractor of any default by [Project 
Company] under the Construction Loan Agreement, Contractor shall retain 
any rights and remedies it may have against [Project Company] by reason 
of any such default by [Project Company] and shall be subrogated to any 
rights and remedies the Lender may have against [Project Company] pur- 
suant to the Construction Loan Agreement. 

915.14 PRICE 

[I] Introduction. The construction contract will contain a fixed, all- 
inclusive price for the costs, charges and expenses necessary for construction 
of the facility. This requires the contractor to be diligent in the preparation of 
the price, while the project company must be diligent in the review of the scope 
of work, which sets forth the type of project that the contractor will build 
and deliver. 

Examples of costs, charges and expenses that generally would be included 
in the construction price in a project finance construction contract include the 
following: labor; compensation and governmental employment-related taxes; 
materials, supplies, and equipment to be made part of the facility, and trans- 
portation to the project site; materials, supplies, and equipment to be used in 
construction, but  not made part of the facility, and transportation to the 
project site; subcontract charges; equipment rental and mobilization; credit 
enhancement costs, such as insurance premiums, and performance and pay- 
ment bond premiums; taxes, fees and duties; license fees and royalties; site 
clean-up and debris removal. 

In some industries, the cost-plus construction contract is used rather than 
the fixed-price structure used in nonrecourse and limited recourse project 
financings. Cost-plus contracts provide the project company the opportunity 
to save construction costs because the contractor does not need to increase 
its price to include a risk premium to cover the risk of cost overruns that might 
be incurred. However, cost-plus contracts are seldom used in a project financ- 
ing. To the extent they are, completion guarantees from the project sponsors 
are required by the project lenders to cover the risk that the construction 
price exceeds the budget. 

[2] Draft Provision. 

Firm Price. [Project Company] shall yay to Contractor in respect of the 
[Work], the amount of ( $ ) ,  subject to price adjustment only in accor- 
dance with this Contract (the "Contract Price"). 
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515.15 PAYMENT AND RETAINAGE 

[I ]  Introduction. If a cost-plus contract is used, payment is made 
periodically over the construction period. The amount is equal to the amount 
of costs reasonably incurred, plus agreed upon amounts for indirect costs 
and a construction fee. 

In the more typical fuced price contract, the construction price is paid over 
time to the contractor based on progress made toward project completion, cal- 
culated on the value of work installed or delivered, accomplishment of mile- 
stones, or in compliance with an agreed construction payment schedule. 
Restrictions are typically placed on the ability of the contractor to receive 
payments earlier than expected by the project company, even if the workis per- 
formed. This helps assure the project company will not incur cost overruns 
by higher capitalized interest than provided for in the construction budget. If 
milestone payments are used, payments to the contractor are customarily with- 
held in an amount equal to the value of work not yet completed. 

Some construction contracts permit that the contractor receive payments 
in advance. This contract structure provides the contractor with funds to 
purchase materials, equipment and supplies. 

If so, the risk exists that the funds might not be returned. To protect against 
this risk, an advance payment guarantee is used. This is a guarantee, in which 
a contractor is the guarantor and the project company is the guarantee, wherein 
the contractor agrees to return advance payments made under the construc- 
tion contract if not earned within a specified time or the construction contract 
is not otherwise performed by the contractor. 

It is typical for the project lender to retain an independent engineer, or 
use the services of its own engineering staff, to monitor construction progress 
and the right of the contractor to receive the payment requested. To do this, 
the independent engineer will review the work completed and approve the pay- 
ment requisition. This requires that the construction contract payment pro- 
visions be consistent with loan disbursement procedures under the project 
company's loan agreements. 

Withheld from each payment is a percentage amount of the construc- 
tion price, called retainage. Retainage is withheld by the project company to 
provide the contractor a financial incentive to complete the work; retainage is 
paid only upon final completion. Otherwise, the financial and lost opportu- 
nity cost to the contractor of completing minor elements of the work may out- 
weigh the receipt of the final, often minimal, payment. Retainage typically is 
5 to 10 percent of each payment. Alternatives to retainage include letters of 
credit and retention money guarantees. 

[2] Retention Money Guarantee. In many construction contracts, 
the project company is entitled to withhold a percentage of payments other- 
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wise due the contractor, called retainage. Retainage, typically in a range of 5 
to 10 percent, provides motivation to the contractor to finish the work, because 
it is usually not payable until completion of the project. 

If the contractor desires the full payment when each progress payment is 
made under the construction contract, the project company can require that 
the contractor provide a so-called retention money guarantee, or retainage 
guarantee. This guarantee, provided in lieu of retention, gives the project com- 
pany the right to receive payments equal to the amount that would otherwise 
have been retained, if the project is not completed or defects are discovered 
within an agreed upon period. 

[3] Liens. Suppliers, vendors and subcontractors to the contractor 
generally have the right to place a lien on the project if they are not paid for 
the work performed or equipment supplied. In many situations, the project 
company could find itself paying the same amount twice: once to the contractor, 
and again to the contractor's supplier, vendor or subcontractor. 

A labor and material payment bond can be required of the contractor to 
guard against the risk. This bond requires a surety to pay the unpaid supplier, 
vendor or  subcontractor amounts due it from the contractor that are unpaid. 

[4] Draft Provision. 

Retainage. [Project Company] shall withhold from each payment of the 
[Contract Price] due Contractor hereunder an amount equal to - 
( % )  percent as retainage, to be paid to Contractor only upon achieve- 
ment by it of [Final Completion]. 

515.1 6 COMPLETION DATE GUARANTEES, PERFORMANCE 
GUARANTEES AND LIQUIDATED DAMAGES 

[ I ]  Introduction. There are typically three dates for performance 
that the contractor must achieve in a project financing: mechanical comple- 
tion, substantial completion and final completion. In addition, to limit the risk 
of delay, it is important to develop a project construction schedule, which 
will specify important milestones of the construction process. This schedule 
should be included in the construction contract and updated regularly. 

[2] Mechanical Completion. Mechanical completion is achieved when 
all mechanical components of the facility have been delivered, constructed and 
installed to such an extent that, apart from minor work that does not affect safe 
operation, the facility is ready for start-up and testing. Minor items include 
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painting, landscaping, grading and similar work. If the contractor does not 
achieve this date, damages are typically due. 

[3] Substantial Completion. Substantial completion is reached when 
the contractor is able to satisfy certain agreed-upon performance guarantees. 
These vary with the type of project. Irrespective of the type of project, in 
general the contractor is required to demonstrate that the facility is capable 
of producing a level of output that is necessary to produce revenue to service 
the project debt and to satisfy the agreements the project company has reached 
with the output purchaser. 

In an energy project, the contractor is typically required to demonstrate 
achievement of performance guarantees and availability guarantees. Performance 
(or capacity) guarantees are designed to demonstrate that the facility is capa- 
ble of operating at negotiated levels of power output (an output guarantee of 
a minimum net electrical output), fuel use (an efficiency guarantee or a guar- 
antee of limits on fuel consumption), limits on consumption of other feed 
materials or utilities, such as auxiliary electric consumption or limestone (an 
input guarantee), and within environmental emission limits, other environ- 
mental restrictions and other requirements of applicable law (environmental 
guarantee). Availability guarantees, also called reliability guarantees, cover 
the ability of the facility to operate on and sustain a reliable level of operations 
over a test period of a negotiated length. 

Failure to achieve these guarantees generally results in the obligation of 
the contractor to pay so-called "buy-down" liquidated damages, the sole rem- 
edy available to the project company against the contractor. These damages are 
calculated to "buy down," or prepay, a portion of the project debt which pre- 
serves an agreed-upon debt service coverage ratio for project debt. This is nec- 
essary because the project is not able to operate at the levels of production, or 
using the level of fuel or other inputs, necessary to service the outstanding debt. 

The total exposure of the contractor to these types of liquidated dam- 
ages is generally limited to a percentage of the construction contract price. For 
example, capped liability of between 25 and 40% is not unusual in construc- 
tion contracts for energy projects. Typically, the contractor has the option of 
taking corrective action and retesting the facility for a negotiated period of time 
before it has the obligation to pay the liquidated damages. 

Payment of liquidated damages is generally an insufficient remedy for the 
environmental guarantee. At a minimum, the permit authorities will likely 
block further operation of the project if environmental permits are violated. 
Consequently, the contractor is typically required to undertake corrective action 
necessary to satisfy the environmental guarantee. - 

Similarly, if the project does not achieve the availability guarantee, liqui- 
dated damages are often an insufficient remedy, since the off-take sales agree- 

271 



International Project Finance 

ment will likely be breached. As with the environmental guarantee, the con- 
tractor is typically required to undertake corrective action necessary to make 
the facility more reliable in operation. 

At substantial completion, the contractor turns the facility over to the proj- 
ect company. The project company begins to operate the project at this point, 
and the warranty period begins. 

[4] Final Completion. Final completion occurs after substantial com- 
pletion, and is achieved by the contractor when all the standards for facility 
completion are reached, or to the extent not, then all liquidated damages 
have been paid. The facility is transferred to the project company for operation 
at this point and the final construction payment, including retainage is paid. 

[5] Correction. In many construction contracts, the contractor 
will include the ability to attempt to correct the facility so that it is capable of 
achieving the performance guarantees. During this period, the facility will likely 
need to be operated either to satisfy the obligations under debt documents or 
other project contracts, or as a way to mitigate the total damages that the 
contractor must pay. The contractor will need to pay the project company dam- 
ages resulting from the extended construction period, including an amount 
equal to the shortfall in facility revenues necessary to pay debt service, oper- 
ating and maintenance costs at the budgeted levels, and to pay performance 
damages under other contracts. Also, the contractor must complete its cor- 
rection efforts in a way that does not unreasonably interfere with facility oper- 
ation. To the extent the contractor is successful in its correction efforts, the 
contractor might be able to reduce its damages, or if liquidated damages have 
been paid, to recover some portion of the damage. 

The correction period will only be available to the contractor to the extent 
the major project contracts, such as revenue-producing off-take contracts, per- 
mit this flexibility. It is not unusual, however, for off-take contracts to require 
the completion and performance guarantees be reached by a definite date. If 
so, the extended construction period will not be available to the contractor 
for any meaningful purpose other than in an effort to correct the facility so 
that operating costs to the project company are reduced. 

[6] Delay Liquidated Damages. To the extent the contractor does 
not achieve the mechanical completion, substantial completion or final com- 
pletion dates, delay liquidated damages must be paid to the project com- 
pany. Delay liquidated damages are designed to compensate the project company 
for the costs it incurs, on a daily basis, for the delays. The costs include addi- 
tional debt service costs arising from the extended construction period, dam- 
ages under off-take contracts, fuel contracts and other project contracts that 
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assess a daily delay for the failure of facility operation by an agreed date, and 
any additional operating and working capital costs incurred because of the 
delay, such as payment for demobilization costs of the operator. Delay liqui- 
dated damages, together with performance guarantee liquidated damages, are 
usually subject to an aggregate, maximum amount, ranging from 25 to 45% 
of the contract amount. 

[7] Testing. Because of the importance of the various dates and guar- 
antees described above, the test criteria and procedures must be agreed upon. 
In addition to the technical features of the tests, agreement must be reached 
on such things as who bears the costs of testing; and who is responsible for 
labor and needed inputs, such as fuel. 

[8] Bonuses for Early Completion. Early completion of the project 
provides the project company with the opportunity to earn revenue earlier than 
expected and reduce debt service costs. It also provides a basis for the contractor 
to benefit from expedient work. The calculation and amount of the bonuses 
vary, ranging from a lump sum payment per day of early completion, calcu- 
lated on the debt service savings, to a share in the profits generated during 
the early operation period. Care must be taken to ensure that all project con- 
tracts, such as fuel contracts, output contracts, and operating agreements, per- 
mit early operation. 

Payment of bonuses must be provided for in the construction budget. 
These can be paid from contingency fund savings, capitalized interest savings 
and from additional revenue generated by early project operation. In some 
cases, bonuses are paid only out of project revenues, after payment of operat- 
ing costs and debt service. 

[9] Environmental Guarantees. As discussed above, the contractor 
will need to show that the project is capable of operating within the emis- 
sions and other environmental standards required by permits, laws and regu- 
lations, and in some cases, standards imposed by the financing agencies, such 
as the World Bank. These requirements sometimes change over time, and in 
some cases change during the construction of a project. The allocation of which 
party will bear the risk for changes in environmental standards during the 
course of construction is an important one. 

Unless the change is proposed by the responsible agency at the time of 
negotiations and is reasonably expected to be imposed on the project, the con- 
tractor typically views the change in law risk as an equity risk. On the other 
hand, if the contractor is using the best available technology for environmen- 
tal controls, it may be able to accept this risk. However, the construction 
price might increase to the point that the project is no longer competitive with 
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other projects that do not employ the best available environmental control 
technologies. 

[ lo]  Exceptions to  Guarantees. Contracting parties do not like to pro- 
vide guarantees without some opportunity to escape them, and a contractor 
is no different. This is particularly true in the context of a project finance con- 
struction contract where the potential liability for liquidated damages is large. 

Guarantees are subject to the following types of exceptions: changes in 
law; interference by the project company; breach of the project company's obli- 
gations; changes in the design or construction of the facility requested by the 
project company that are not approved by the contractor; and force majeure, 
including political risks, war and civil disobedience. Responsibility for strikes 
and labor disturbances are commonly not excuses to performance of guaran- 
tees, because the contractor is thought to be in the best position to control these 
acts. Unexpected subsurface conditions are the subject of negotiation and are 
sometimes accepted as risks by the contractor. 

[I 11 Alternatives to Guarantees. As discussed above, the consequences 
of the failure of the contractor to satisfy guarantees have cost implications for 
the project. A portion of these risks can sometimes be addressed through other 
types of protections, including performance or completion bonds, builder's 
risk insurance, and systems or efficacy insurance. Performance or completion 
bonds must be carefully reviewed to determine the exact construction risks 
covered. Builder's risk insurance, provided by a casualty insurer, covers certain 
casualty risks, and compensates the project company for debt service that results 
from a delay caused by a covered casualty. Systems or efficacy insurance, of lim- 
ited availability and costly, may be available to cover delay risks and perform- 
ance shortfalls that arise from events not covered by builder's risk policies. 

Another alternative is to allocate some of the costs of delay or under- 
performance to other project participants in return for price concessions. For 
example, an off-take purchaser may decide to bear some of these risks in return 
for a lower price for output produced by the project. 

[I21 Draft Provision. Drafting of liquidated damage provisions is 
highly dependent upon the unique facts and circumstances of the particular 
transaction involved. The following is one example of a delay damage and 
buy down provision. 

Delay Damages; Buy Down. If the [Facility] has not achieved [Commercial 
Operation], including satisfaction of the performance guarantees, by the 
[Completion Date], the [Completion Date] may be extended for an addi- 
tional period of time not to exceed - if Contractor continues to pay 
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delay liquidated damages equal to - for each day such date is so 
extended. In the event that [Facility] still has not achieved [Commercial 
Operation] at the end of any extension of the [Commercial Operation Date], 
Contractor shall yay to [Project Company] on demand liquidated damages 
calculated in accordance with Exhibit - [typically, a formula based 
on the estimated damages to the Project Company of the delay and of the fail- 
ure of the Facility to perform at levels guaranteed in the Performance 
Guarantees]. 

$1 5.17 WARRANTIES 

[I]  Introduction. Whereas a guarantee addresses the ability of the 
project when new, a warranty is designed to provide protection against defects 
in design, workmanship and components over a negotiated period of time. The 
contractor typically provides several warranties to the project company. 

First is that the engineering, materials and workmanship used in the design 
and construction of the project satisfy an agreed-upon standard, and to the 
extent they do not, the contractor agrees to repair or replace any portion of the 
work found defective within a negotiated period. Typical standards are that the 
design and construction of the facility is free from defects, or that the con- 
tractor has complied with generally accepted design and construction prac- 
tices. The contractor will usually make the same warranty on behalf of its 
suppliers and subcontractors to the project company. 

Next is a statement that all materials and supplies are new. To the extent 
any used or refurbished equipment or supplies are used, these should be specif- 
ically mentioned in the contract. 

A third is that the contractor has free and unencumbered title to sup- 
plies and materials. Also, the contractor warrants that to the extent there are 
any processes or equipment that are protected by patents or intellectual prop- 
erty rights, the contractor has the right to use the processes or equipment 
and that those rights will be transferred to the project company. 

The contractor will also warrant compliance with negotiated standards of 
care. A typical warranty is that the contractor has used good and workman- 
like care in the construction process. 

A warranty is included that the contractor is in compliance with the speci- 
fications incorporated into the contract. Typically, this is made with reference to 
the scope of work in the construction contract, as modified by any change orders. 

The contractor will warrant that the facility is constructed in accordance 
with all applicable laws, regulations, codes, requirements of agencies that issue 
permits, and industry codes and standards. Because legal requirements some- 
times change over time, and in some cases change during the construction of 
a project, the parties must determine who will bear the risk for changes in laws 
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during construction. Some changes are proposed at the time the construction 
contract is signed and are well known. Others, even if proposed, are unknown 
to the parties. Because of this uncertainty, the contractor typically views the 
change in  law risk as an  equity risk. 

121 Draft Provision. 

Warranty. For a period of one year, Contractor warrants to [Project Company] 
that the [Work] will be free from defects in material and workmanship (the 
"Warrantyn). However, the Warranty is subject to the following terms and 
conditions: 

(1) The term "defectsn shall not include damage arising from [Project 
Company] S or any other Person's misuse or reckless disregard, force majeure 
events, normal wear and tear, failure to comply with generally approved 
industry practices, or failure to follow written storage, maintenance or 
operating instructions. 

(2) The Warranty does not apply to defects caused by conditions more 
severe or  adverse than those ordinarily or customarily experienced by 
like facilities or  structures or to defects in design, material or workman- 
ship furnished by [Project Company], its separate contractors, licensors, 
vendors of material, fabricators or suppliers. 

(3) All duties under the Warranty shall be discharged by repair or replace- 
ment of the defect at Contractor's option. 

( 4 )  [Project Companyl's failure to allow Contractor to make such tests 
or perform such remedial services as Contractor may deem appropri- 
ate shall relieve Contractor of its Warranty obligations with respect 
to the subject of such test or service. Contractor shall make such tests 
or perform such remedial services at such times as are reasonably mutu- 
ally convenient. 

Subcontractor and Vendor Warranties. With regard to any product or por- 
tion of the [Work] performed by or acquired from subcontractors, sup- 
pliers or  vendors, in the event Contractor obtains for the benefit of 
[Project Company] a warranty from such subcontractor, supplier or ven- 
dor of at least equal or comparable coverage and duration to the Warranty, 
then the Warranty shall not apply to such product or portion of the 
[Work] and Contractor shall have no liability whatsoever for design 
and/or material and workmanship defects therein. Nothing in this Section 
shall be construed to obligate Contractor to attempt to obtain any 
such warranties. 
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515.18 CHANGES 

The change in work section sets out the procedure for changes in the terms of 
the contract. Even though all project participants attempt to develop an all- 
inclusive scope of work, changes are likely as construction proceeds. Examples 
of the types of changes contemplated by this section are work agreed to in the 
technical scope and specifications, changes in price and changes in the time for 
performance. 

515.19 TITLETOWORK 

[l] Introduction. It is typical for title to each component of the proj- 
ect that is installed or delivered to the project site to pass to the project com- 
pany upon payment. 

[Z] Draft Provision. 

Title to the Work. Title to each item of equipment or work in yrogresslcon- 
struction services will pass to [Project Company] upon receipt by Contractor 
of payment therefor. 

515.20 REMEDIES FOR BREACH 

[I] Introduction. If the Contractor fails to perform one of its obli- 
gations under the construction contract, the remedies available to the project 
company vary based on the harm incurred. As discussed above, performance 
shortfalls or completion delays generally are compensated to the project com- 
pany through liquidated damages. Other breaches can be addressed through 
various remedies ranging from the right of the project company to stop work 
and replace the contractor to money damages for non-liquidated damage claims. 

In project financings with contractual obligations requiring project oper- 
ation by a definite date, the remedy section is particularly important. The proj- 
ect company should have the ability to replace the contractor, or finish the work 
itself, should the contractor not perform on schedule. 

[Z] Draft Provision. 

Events of Default. Either Party may terminate this Contract for default by 
the other Party as provided below. A Party shall be considered in default 
of its obligations under this Contract upon the occurrence of an event 
described below: 
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Insolvency. The dissolution or liquidation of a Party; or the failure of 
a Party within ( ) days to lift any execution or attachment of 
such consequence as may materially impair its ability to perform the [Work]; 
or a Party is generally not paying its debts as such debts become due; or a 
Party makes an assignment for the benefit of creditors, commences (as the 
debtor) a voluntary case in bankruptcy under the [describe relevant bank- 
ruptcy statute] (as now or hereafter in effect) or commences (as the debtor) 
any proceeding under any other insolvency law; or a case in bankruptcy 
or any proceeding under any other law is commenced against a Party (as 
the debtor) and a court having jurisdiction enters a decree or order for 
relief against the Party as the debtor in such case or proceeding, or such 
case or proceeding is consented to by the Party or remains undismissed 
for a period of ( ) days, or the Party consents to or admits the 
material allegations against it in any such case or proceeding; or a trustee, 
receiver, custodian, liquidator or agent (however named) is appointed 
for the purpose of generally administering all or part of the property of a 
Party of such property for the benefit of creditors; 

Failure to Perform. The failure by a Party to observe or perform any 
material covenant, condition, agreement or undertaking hereunder on 
its part to be observed or performed for a period of thirty (30) days after 
notice specifying such failure and requesting that it be remedied is given 
to such Party, unless the other Party shall agree, in writing, to an exten- 
sion of sucb time prior to its expiration; 

Misrepresentation. Any representation or warranty of a Party herein 
is false or misleading or becomes false or misleading in any respect that 
would materially impair the representing or warranting Party's ability to 
perform its obligations under the Contract Documents. 

Remedies on Default; Termination. Upon the occurrence of any of the 
foregoing, the non-defaulting Party shall notify the defaulting Party in 
writing of the nature of the default and of the non-defaulting Party's inten- 
tion to terminate this Contract for default (a "Notice of Default"). If the 
defaulting Party does not cure such default immediately, in a default relat- 
ing to payment of money due, or commence and diligently pursue cure 
of sucb default, in the case of any other default, within thirty (30) days 
from receipt of such notification (or sooner reasonable period if safety 
to persons is involved), or if the defaulting Party fails to provide reason- 
able evidence that such default does not in fact exist, or will be corrected, 
the non-defaulting Party may, upon five (5) days written notice, in the case 
of a default in the payment of money, or seven (7) days written notice, in 
the case of any other default, to the defaulting Party and, in the case of the 
Contractor, its sureties, if any, terminate the non-defaulting Party's right 
to proceed with the Work (a "Notice of Termination"). 

Notice to Lender and Right to Cure. No Notice of Default or Notice 
of Termination sent by Contractor to [Project Company] pursuant to this 
Contract shall be deemed effective against the [Project Lender] until a copy 
of such notice shall have been received by the [Project Lender]. The [Project 
Lender] shall have the same rights as [Project Company] to cure any default 
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of [Project Company]. Cure by the [Project Lender] shall indude, but not 
be limited to, (a) causing [Project Company] to cure, (b) curing itself, or 
(c) finding a suitable replacement for [Project Company] and permitting 
such replacement to cure within the time provided herein. 

Right to Possession of Site and Contract Documents. Upon termination 
of the contract by the [Project Company] due to a default by the Contractor, 
Contractor shall provide immediate possession of the [Site] to the [Project 
Company] and deliver to the [Project Company] all [Contract Documents], 
plans and specifications, drawings, equipment, materials and tools at the 
[Project Site] related to the [Work]. 

515.21 SUSPENSION OF WORK AND TERMINATION 

[l] Introduction. The construction of the project must be care- 
fully structured and monitored. Delays might result in damages under or  ter- 
mination of other project contracts, and in increased debt service costs. 
Consequently, the project company must be able to react swiftly to any con- 
struction problem. One available remedy should be the ability to suspend work 
or terminate the contract. The project company must preserve the ability to 
assume project construction and complete the work. 

[2] Drafl Provision. 

Right to Complete Work. In the event the Contractor's right to complete 
the Work under the terms of this contract is terminated, [Project Company] 
may complete the Work or have it completed by others. Provided [Project 
Company] continues the [Work], Contractor shall not be entitled to fur- 
ther payment until the Work has been completed. If the unpaid balance of 
the Contract Price exceeds the cost of completing the [Work],  Contractor 
shall be entitled to such excess. If the cost of completing the [Work] exceeds 
the unpaid balance, Contractor shall be obligated to pay the difference to 
the [Project Company] on demand. 

$15.22 PAYMENT AND PERFORMANCE BONDS 

[I] Introduction. 

Performance Bond. A performance bond, used as credit enhancement 
to support a contractor's obligations in a construction contract, is issued by a 
surety to a project company, and is usually assigned to the project lender as 
part of the project collateral. It is callable if the contractor fails to perform 
the terms of the construction contract. If it does not, the surety will cause the 
performance of the contract so that the project is completed. 
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Payment Bond. A payment bond is issued by a surety to a project com- 
pany, and is similarly assigned to the project lender as part of the project col- 
lateral. It is callable if the contractor fails to pay some amount that is due under 
the terms of the construction contract, such as liquidated damages for late per- 
formance. If it does not, the surety will make the payment. 

Warranty Bond. Another form of performance bond is a warranty bond. 
Also called maintenance bonds, warranty bonds are provided by the contrac- 
tor to the project company as a safeguard against the risk that the contractor 
will not make repairs or replacements during the project warranty period under 
the construction contract for defective work. It is also typically assigned to 
the project lender as collateral. In some situations, this protection is provided 
within the scope of the performance and payment bonds. 

Money Retention Bonds. As discussed above in this chapter, construc- 
tion contracts routinely provide that a portion of the periodic payments to the 
contractor under a construction contract are withheld-retained-pending 
completion. Rather than forego the use of this money, contractors sometimes 
provide retention money bonds to the project company as security for proj- 
ect completion. It can then receive the money that would otherwise be retained. 
If construction is not completed, the project company can receive the contin- 
gency amount covered by the bond for project completion. 

[2] Draft Provision. 

Bond. Contractor will provide to [Project Company] a [performance/pay- 
ment/warranty] bond in a form acceptable to the [Project Company]. Such 
bond shall liit [Project Company] and [Project Lender] as binekciaries 
thereof as their interests may appear, and be issued by a surety accept- 
able to [Project Company]. 

515.23 INSURANCE 

[l] Introduction. During the construction phase, project finance 
contractors are typically required to obtain property damage insurance such 
as "all risk" builder's risk insurance to pay for direct loss or damage occurring 
to the work during construction, however caused, whether at the manufac- 
turer's premises, during transit or on site. It generally terminates on accept- 
ance of the project. The builder's risk policy applies to all perils which are not 
specifically excluded, including the damage consequences of a defective design, 
material and workmanship and protection during start-up and testing. It does 
not extend to coverage of losses that result from contractual indemnity or 
liquidated damage payments for late delivery or completion. 
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121 Draft Provision. 

Property Damage Insurance. Contractor shall provide and maintain All Risk 
Builder's Risk insurance covering usual risks of physical loss or damage to 
the [Work] to the full replacement value of the [Project], from the start of 
activity at the [Site] until the [Final Completion Date/CommerciaI Operation 
Date]. [Project Company] and the [Project Lender] shall be named as addi- 
tional insureds and such policy shall be endorsed to waive subrogation 
against [Project Company] and the [Project Lender]. The [Project Lender] 
shall be named as loss payee as its interests may appear. 

Contractor shall procure a "delayed opening" endorsement to the above 
All Risk Builder's Risk insurance policy with limits of $ ,  subject to 
a deductible of - days delay. This coverage shall provide for pay- 
ment of construction loan interest expense up to $ per day, attrib- 
utable to delay caused by damage to project property. It is agreed and 
understood that any proceeds from this "delayed opening" insurance shall 
first be applied to mitigate Contractor's obligation to pay liquidated dam- 
ages under Section - [delay liquidated damages section]. 

Certificates of Insurance; Policy Endorsements; Etc. Contractor shall furnish 
to [Project Company] certificates of insurance that evidence the insur- 
ance required hereunder is being provided by insurance carriers author- 
ized to do business in [insert name of jurisdiction]. Each certificate shall 
provide that at least 30 days' prior written notice shall be given to [Project 
Company] and the [Project Lender] in the event of cancellation or mate- 
rial change in the policy to which it relates. 

115.24 FORCE MAJEURE 

[I] Introduction. As discussed elsewhere in this chapter, it is impor- 
tant that force majeure provisions in the construction contract be coordinated 
with force majeure provisions in other project contracts. Otherwise, the situ- 
ation could arise where, for example, the contractor is excused from its obli- 
gation to complete the project by a date certain, while the off-take sales agreement 
does not provide the project company with similar relief. Inconsistent force 
majeure provisions can be cured with a so-called "resurrection" clause, in which 
the contractor agrees with the project company that where force majeure incon- 
sistencies exist between contracts, the contractor will not receive relief meater - 
than the relief available to the project company under other relevant contracts. 

[Z] Draft Provision. 

Adjustmentfor Delay. If the performance of all or any portion of the [Work] 
is suspended, delayed or interrupted by a [Force Majeure Event] or by an 

281 
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act of [Project Company] or by its failure to act as required by the [Contract 
Documents] within the time specified therein (or if no time is specified, 
within a reasonable time), an equitable adjustment will be made by [Project 
Company] to the [Contract Documents], including without limitation the 
[Contract Price] and the [Completion Date] for any increase in the cost or 
time of the performance of the [Work] attributable to the period of such 
suspension, delay or interruption. Contractor shall give [Project Company] 
written notice of Contractor's claim as a result thereof specifying the amount 
of the daim and a breakdown of how the amount wascomputed. ~n~ con- 
troversy concerning whether the delay or suspension was unreasonable or 
any other question of fact arising under this paragraph will be determined 
pursuant to arbitration, and such determination and decision, in case 
any question shall arise, will be a condition precedent to the right of 
Contractor to receive any payment or credit hereunder. Notwithstanding 
the foregoing, Contractor will in no event be permitted an extension of 
the [Completion Date] beyond that date required under the [ Off-Take Sales 
Agreement]. 

515.25 COORDINATION CONCERNS 

[I ]  Introduction. In construction projects where other contractors 
are performing work at  the facility site, coordination provisions are included 
in the construction contract. Construction work by these other contractors 
must not interfere unreasonably with the progress of the work. If it does, the 
contractor might seek a delay in the scheduled completion date or insist upon 
an increase in the construction price. 

Similar concerns arise in so-called "inside the fence" projects. In these proj- 
ects, constructed on the site of an operating industrial company or  other entity 
with ongoing operations, construction coordination is particularly important, 
and the risk of contractor interference is particularly acute. 

[2] Draft Provision. 

Interface and Coordination. During the progress of the [Work] other con- 
tractors may work in or about the [Project], i n c l u d i n g .  [Project 
Company] is responsible for overall interface and coordination between 
or among the contractors at the [Site] and only [Project Company] shall 
have the authority to effect such coordination among contractors at the 
[Site]. No such authority shall be exercised by [Project Company] which 
will require Contractor to incur any additional expense or cost in con- 
nection with performance of the [ Work]. [Project Company] shall so arrange 
and schedule the work of such other contractors so that Contractor is able 
to complete the [Work] without interruption or delay. 
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515.26 TRAINING 

[l] Introduction. The contractor is in the best position to train oper- 
ating personnel about the project. Consequently, it is important that it under- 
take to train personnel to operate, and to prepare and supply operation and 
maintenance manuals for long-term use at the project. 

[2] Draft Provision. 

Training. Contractor shall train the operating staff of [Project Company/ 
Operator] with respect to the operation and maintenance of the [Project]. 
In the course of such training, Contractor shall prepare and submit to 
[Project Company] operation and maintenance manuals for the [Project]. 

515.27 SUBCONTRACTORS 

[I] Introduction. After performing due diligence on the contractor, 
thereby assuring itself that the contractor has the ability and resources to 
perform, the project company does not want to find itself dealing with sub- 
contractors. Rather, the contractor must agree to be responsible for its own 
subcontractors, and stand behind their performance obligations. Further, 
cost increases, delays or performance shortfalls caused by the subcontractors 
do not excuse the contractor from its obligations to the project company. 

Even so, it is not unusual for the project company to require that the 
contractor seek its approval of all major subcontractors and vendors. Even 
though the contractor is responsible, the project company still has an interest 
in the quality of the subcontractor or vendor's work. 

Further, if the contractor defaults under the construction contract, the 
project company may decide to assume the contractor's obligations to its 
subcontractors so that the work can proceed. It is often advisable for the 
project company to require that all subcontracts contain a provision permit- 
ting the subcontract to be assigned to the project company in the case of a con- 
struction contract default. 

[2] Draft Provision. 

Subcontractors, Suppliers and Vendors. (a) Nothing contained in the Contract 
Documents shall create any contractual relationship between [Project 
Company] and any subcontractor, supplier or vendor. The Contractor shall 
be solely responsible for the acts and omissions of all subcontractors, ven- 
dors and suppliers retained by, through or under the Contractor in con- 
nection with the [Work] .  
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(b) Provided Contractor has been paid for the applicable portion of the 
[Work], Contractor shall promptly pay each subcontractor, vendor or sup- 
plier the amount to which the subcontractor, vendor or supplier is enti- 
tled. [Project Company] shall have no obligation to pay or to see to the 
payment of any monies to any subcontractor, vendor or supplier. 

(c) Without in any way limiting Contractor's liability and responsibility 
under paragraph (a), all major subcontractors,vendors and suppliers pro- 
posed to be retained by, through or under the Contractor in connection 
with the [Work] shall be subject to the prior written approval of the [Projecf 
Company]. 

515.28 LIABILITY LIMITATIONS 

[I] Introduction. There is typically a limit applied to the contrac- 
tor's maximum liability under a construction contract. In most cases, this is 
limited to a percentage of the construction price. Because the implications of 
a late performance by the contractor will likely be greater than a percentage 
of the construction price, the project company will want other rights, such as 
the ability to  terminate the contract and replace the contractor, so that it can 
protect the viability of the project in a delay scenario. 

The limit of liability does not apply to all obligations of the contractor, 
however. Exclusions are the contractor's obligation to  reach mechanical com- 
pletion for the f ~ e d  fee, liability covered by insurance, and liability resulting 
from wilful misconduct. 

It is typical for both the contractor and the project company t o  reject 
liability for special, punitive and consequential damages. 

[2] Draft Provision. 

Limitation of Liability. 

(a) Contractor's aggregate liability on all claims of any kind, whether based 
on contract, warranty, tort (including negligence of Contractor or any 
subcontractor or supplier), strict liability or otherwise, for all losses or dam- 
ages arising out of, connected with, or resulting h m  this Contract, or for 
the performance or breach thereof, or for services or equipment or mate- 
rials covered by or furnished pursuant to this Contract (including reme- 
dial warranty or performance achievement efforts) shall in no case exceed 
the [Contract Price]. [Projert Company] shall not assert any claims against 
Contractor unless the injury, loss or damage giving rise to the claim is sus- 
tained during the Contractor's warranty period, and no suit or action thereon 
shall be instituted or maintained unless it is filed in a court of competent 
jurisdiction within three (3) months after the cause of action accrues. 
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(b) Except for the damages specifically provided in this Contract, in no 
event (except if and to the extent the liquidated damages provided for it 
may cover such damages, whether as a result of breach of contract, war- 
ranty, indemnity, tort (including negligence), strict liability or otherwise), 
shall Contractor or its subcontractors or suppliers be liable for direct, indi- 
rect, special, incidental, consequential or exemplary damages including, 
but not limited to, loss of profits or revenue: loss of use of the eauip- 

A 

mentor any associated equipment; cost of capital; cost of substitute equip- 
ment, facilities or services; down time costs; cost of purchased or replacement 
steam or electric power, or claims of customers of [Project ~ o * ~ a n ~ ]  for 
such damages. 

015.29 SITE CONDITIONS 

[I]  Introduction. The condition of the site is a potential cause of 
construction cost overruns and delays. Consequently, the contractor must be 
familiar with the site and the site conditions, so that these do not excuse its per- 
formance obligations under the contract. 

[2] Draft Provision. 

Site Familiarity Contractor represents and warrants to [Project Company] 
that it has examined the [Site] and is familiar with the condition, topog- 
raphy, weather conditions and access to and from the [Site]; and that it has 
undertaken such studies of surface and subsurface conditions as it has 
deemed necessary and is satisfied with the results of such studies. 

$15.30 THE SPECIAL PROBLEM OF COMPLIANCE BY THE 
CONTRACTOR WITH THE OTHER PROJECT CONTRACTS 

[I] Introduction. Because of the interrelatedness of all project con- 
tracts, the contractor should receive copies of, and be familiar with, the mate- 
rial project contracts. This will help ensure that the contractor is aware of the 
possible effects of its performance or  non-performance on other contracts and 
the project generally. 

[2] Draft Provision. 

Project Contracts. Contractor represents and warrants to [Project Company] 
that it has received copies of and reviewed each of the [Project Contracts] 
in the form in effect on the date hereof, and agrees that it shall construct 
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the [Project] in such a manner as is required by the [Project Contracts], and 
further agrees not to cause any cost increase, breach, violation or default 
thereunder. 

$15.31 UNRAVELING THE PROJECT FINANCE DEAL: 
TERMINATION FOR CONVENIENCE 

The construction contract is often signed before the financing is arranged for 
the project. This approach allows the project company to obtain a firm con- 
struction price for use in project budgeting. If the financing cannot be obtained, 
however, the project sponsors will want to terminate the construction contract 
without liability, or  with limited liability. 

One approach to this problem, a notice to proceed, is discussed above. 
Another technique is to include a provision allowing the project company to 
terminate the agreement at any time for its convenience. The contractor is often 
paid the costs and expenses incurred for work requested by the project com- 
pany that is performed before the termination date. 

515.32 COMPLIANCE WITH CONCESSION TERMS AND 
CONDITIONS 

[ I ]  Introduction. It is important that the contractor agree to sat- 
isfy the requirements of any concession agreement that applies to the project. 
Often, concession agreements include the requirement that the project spon- 
sor satisfy dates of performance for such milestones as commencement of con- 
struction, completion and start-up. Concession agreements are discussed in 
chapter 14. 

[2] Draft Provision. 

Compliance with Concession Terms and Conditions. Contractor represents 
and warrants that it has received a true, correct and complete copy of the 
Concession and that it shall satisfy each of the terms and conditions therein 
relating to project construction, completion and start-up, as follows: 
[describe]. 
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[ I ]  Introduction 
[2] Uncontrollable Events 
[3] Change of Law 
[4] Draft Provision 

516.16 Default 
[I]  Termination Events Generally 
[ 2 ]  Termination by Supplier 
[3] Termination by Project Company 
[4] Draft Provision 

$16.17 Remedies for Breach 
[I] Introduction 
[2] Termination Payments 
[3] Specific Performance 
[4] Alternative Inputs 
[5] Draft Provision 

516.18 Reserves and Mining or Production Plans 

516.01 INTRODUCTION 

Because the ability of the project company to produce revenue from project 
operation is the foundation of a project financing, the contracts constitute 
the framework for project viability and control the allocation of risks. Contracts 
that represent the cost of fuel and other inputs to the project company are of 
particular importance because these contracts affect cash flow. 
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Inputs needed for a project vary with the type of project. As such, the terms 
of input contacts vary widely. Nonetheless, some generalizations, discussed in 
this chapter, can be made. 

Input contracts must not interfere with the expectation of debt repayment 
from project revenues. If risks are allocated in an unacceptable way from the 
project lender's perspective, credit enhancement from a creditworthy third 
party is needed, such as letters of credit, capital contribution commitments, 
guarantees and insurance. 

To the extent expense predictability is unavailable or the risks of depend- 
ability are allocated unacceptably, credit enhancement is necessary to protect 
the lender from external uncertainties, such as supply, transportation, product 
market instability and changes in law. Sometimes, however, the project exists 
in an uncertain environment which subjects the project lender to some unal- 
located risks. The tolerance of the capital and debt markets for this type of 
residual uncertainty varies over time with changing market conditions. 

Project financings generally require a long-term, supply-or-pay contract 
for essential inputs, such as fuel. As discussed below, in some projects the long- 
term contract is not necessary because supply and transportation is widely 
available. 

Where needed, a supply-or-pay contract is often the contract structure 
used. In a supply-or-pay contract, the supplier agrees to provide goods, such 
as fuel, or services, such as fuel transportation, over a period of time for 
negotiated compensation. If the supplier is unable to fulfil that obligation, it 
must generally provide either the goods or services from an alternate source at 
its expense or pay damages to the project company for expenses incurred by 
the project company in securing the goods or services itself. The supplier's obli- 
gations are subject to negotiated excuses, such as force majeure events and 
breaches by the project company. 

Supply contracts, whether necessary to operate the facility (as with indus- 
trial projects) or to convert to the output of the facility (as with energy pro- 
duction projects) have three main concerns in a project financing: supply 
reliability, transportation reliability and cost. Each of these concerns must be 
addressed in a way that provides the requisite predictability required by a proj- 
ect financing. 

516.02 WHEN INPUT CONTRACTS ARE NOT NEEDED 

In some projects the supply and transportation of fuel, or other goods and serv- 
ices necessary for the project, are not concerns. Wide availability, little price 
risk and no transportation problems combine to make spot purchases more 
beneficial to the project than long-term contracting. In such cases, the respon- 
sibility for obtaining adequate supplies is imposed on the project operator. 
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These are rare projects indeed. Contracts for assured supplies of critical proj- 
ect inputs, such as fuel, at costs consistent with financial projections are usu- 
ally essential to project financings. 

If contracts are thought not needed for a project, several risks need to be 
considered before rejecting their importance completely. These include an 
examination of the sources and availability of the fuel or other input, by a mar- 
ket analysis projection of current and future availability and price; if the fuel 
or other input is imported, a consideration of the import and export political 
risks, including changes in import and export duties; and availability and 
cost of transportation, including whether any transportation service is the only 
available mode of transportation. 

516.03 IMPORTANT INPUT RISKS 

[I] Increase in Input Costs. Project inputs, such as fuel costs, are 
historically very volatile. Consequently, a fixed price fuel contract, adjusted 
periodically based on a negotiated index, is the typical way to address the price 
increase risk. To the extent this arrangement is not available, other risk avoid- - 
ante structures can be used. For example, the project company could require 
that part of the fuel cost be subordinated to debt service payments. Alternatively, 
payment of costs above a ceiling price could be deferred, through a tracking 
account mechanism, until all debt is repaid. Finally, the project company could 
purchase the fuel reserves in advance, thereby fixing the cost of fuel supply. 

[Z] Delay in  Completion of Transportation Facilities. In a captive 
fuel project, fuel is available at the project site. For example, a project could 
be built at the mouth of a coal mine, which would not require huge expendi- 
tures to build transportation facilities. At the most, a conveyor system or 
areas for truck loading and unloading would be the basic transportation needs. 

In other projects, however, the fuel or other input must be transported 
over a mix of pipelines, railways and roads, and from seaports and river docks. 
Sometimes facilities for these types of transportation must be newly constructed. 
In others, major upgrades are needed to satisfy a project's needs. Construction 
or upgrade programs must be carefully scheduled so that they are completed 
and available for use to transport a project's input requirements at the time 
needed for start-up and testing, and eventually commercial operations. 

[3] Availability of Supply. The input supply available for a project 
must be sufficiently determinable so that the supply available can be confirmed. 
If the input is abundant over the long term, then supply is assured, although 
a price risk remains. There are several ways to address the risk of insufficient 
supplies of needed inputs. The most conservative approach is for the supplier 
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to dedicate a proven field or mine as the source for the project's supply. Less 
conservative is a guarantee of supply from a creditworthy supplier. Other alter- 
natives include acquisition of supply sources by the project company, and enter- 
ing into multiple, partially redundant supply agreements with multiple suppliers. 

[4] Disruption to Transportation. Often the fuel needed for the proj- 
ect must be transported to the project site. Although some projects, such as elec- 
tricity generation projects at a mine mouth, are not dependent on transportation 
risks, most projects are located in areas where fuel must be transported. 

There are several ways to address the fuel transportation risk. The most con- 
servative approach is for the project company to own all infrastructure needed 
to transport fuel to the project site. As an example, the project company could 
own railways and rail equipment needed to transport coal to a project. 

Less expensive is a guarantee of transportation from a creditworthy trans- 
porter. Other alternatives include entering into multiple, partially redundant 
transportation agreements with multiple transporters. 

[5] Force Majeure in  International Input Contracts. The force 
majeure risk in a fuel contract is significant to the risk allocation structure of 
the financing and the price of project output. In short, the focus of negotia- 
tion of a force majeure provision is which party will bear the risk that an unex- 
pected and uncontrollable occurrence will disrupt the input supply or input 
transportation to the project. Like many risks in a project financing, the risk 
can be allocated to the supplier or transporter, the project company or the 
off-take purchaser. Force majeure provisions are discussed in greater detail 
below. 

[6]  Experience and Resources of Input Supplier and Transporter. 
The fuel supplier and transporter must have sufficient experience and resources 
to perform the obligations under the fuel contracts. Minimum requirements 
include adequate financial resources; labor and technical qualifications; and 
management experience in managing production and deliveries. 

[7] Fuel Management and the Fuel Manager. Where the fuel pro- 
gram selected for the project is complicated in any area, such as scheduling 
deliveries, mixing fuels, price control or similar decisions, it is important that 
the project company prepare a fuel management program for implementation 
by the operator, or to employ or contract with a fuel manager to control these 
decisions. 

[8] Quality. Variations in fuel quality, particularly Btu value, mois- 
ture content, and other factors, can affect the electricity generated and there- 

297 



International Project Finance 

fore the revenue earned by the project. This risk can be assigned to both the 
fuel supplier, to the extent the quality concern is based in the fuel supply, and 
to the fuel transporter, to the extent the transportation affects fuel quality. 

Typical remedies include a decrease in the price paid by the project com- 
pany for the fuel supply or transportation service; contract damage pay- 
ments, to the extent the project incurs damage liability to the off-take purchaser 
for lower deliveries caused by input quality problems; pass-through of higher 
operating costs, to the extent costs increase; and termination of the contract. 

[9] Linking Project Inputs to Outputs. The danger inherent in a 
long-term input contract is that the contract price paid by the project com- 
pany under the contract will be more than the future market price. In a com- 
petitive marketplace for the project output, this could result in a reduction in 
project revenues, because project competitors, experiencing the same lower 
commodity costs, can charge less. In common terms, there is the absence of a 
linkage between project inputs and outputs. Long-term commodity projects 
should generally include provisions that permit the commodity price to be 
renegotiated, within certain limitations, to maintain the pricing margins nec- 
essary for a successful project. Alternatively, the price of the output can be tied 
(or linked) to the price of the underlying inputs, thereby reducing materially 
the sensitivity of the project to fluctuations in input cost increases. 

$16.04 TYPES OF INPUT CONTRACTS 

[I] Fixed Amount. Input contracts can be for supply or transporta- 
tion of a fixed amount. Under this type of contract, the supplier or transporter 
agrees to supply or transport a specific amount of the needed input to the proj- 
ect, and the project company agrees to purchase a specific amount. This gives 
both parties certainty, but leaves no room for changes to the amount avail- 
able or required. 

[2] Requirements. A requirements contract enables the project com- 
pany to purchase only those supply and transportation services it requires. It 
generally has no duty to have any requirements, which places the supplier at a 
disadvantage. The project company maintains flexibility with this type of con- 
tract, since if the facility is not capable of operation, or if the project company 
chooses not to operate the project, no damages are due to the supplier or trans- 
porter. The supplier or transporter takes the risk that its supplies or transportation 
capacity are sufficient to meet the needs of the project's requirements. 

To make a requirements contract more useful in a project financing, changes 
are needed. A common change is to require that the supplier meet the require- 
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ments of the user, but the requirements cannot exceed a specified maximum 
amount. Also, there is a requirement that the project company purchase a min- 
imum amount of the input. To allow for planning and flexibility, a detailed 
notice provision is added for the project company to give the supplier advance 
notice of changes in its requirements. 

[3] Output. An output contract requires the supplier to supply and 
sell to the project all of its production or output, or all of its production or out- 
put from a specified source. In effect, the specified source becomes captive of 
the project. However, there is no assurance for the project company that the 
output will be sufficient to provide the requirements for the facility. 

[4] Spot. Under a spot contract, the project company agrees to pur- 
chase supply or transportation services on the terms available in the market 
at the time of purchase. It generally does not provide the predictability neces- 
sary in a project financing. However, it can be successfully used in projects 
where supply is abundant and price is not volatile. 

[ 5 ]  Dedicated Reserves. In some situations, where the project fea- 
sibility is particularly sensitive to input costs, supply or transportation avail- 
ability, the supplier is required to set aside input reserves for use only by the 
project. Examples include coal and gas reserves. In some situations, the reserves 
must be purchased in advance. 

[6 ]  Firm vs. Interruptible. Firm and interruptible input contracts 
are exactly as the words imply. A firm contract requires that an input, such as 
fuel, be supplied and transported to the project without interruptions in 
favi :r of other customers. An interruptible contract permits the fuel company 
to favor the needs of firm contract holders. 

The type of contract required for a project depends upon the project's 
needs. If the project can stop operations temporarily without damage liabil- 
ity to the off-take purchaser, it can probably save money by entering into an 
interruptible contract. Similarly, an interruptible contract may be permissi- 
ble if the project can shift to a different source during interruption periods. 

[7] Subordination of Project Costs to  Debt Service. A technique 
used to address project input price risk is the subordination of certain proj- 
ect input costs to the project debt. For example, a supplier of a project input, 
such as fuel, may be asked to forgo the receipt of a portion of its payment 
in certain negotiated scenarios. These subordinated costs would be paid, 
if at all, in the future when debt service payments and funding of reserve 
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accounts are no longer in jeopardy. The terms of the subordination are care- 
fully negotiated. 

[8]  The Commodity Supplier as Projed Partner. The project owned 
by a commodity supplier, or the project in which such a supplier is a partner, can 
greatly reduce input price risk. The commodity supplied can be priced at or near 
production cost, with profits generated at the output level of the project. 

$16.05 EXCUSES TO PERFORMANCE 

Generally, courts in the United States hold parties to their contractual agree- 
ments. This is equally true in the fuel supply context. For example, in Iowa 
Electric Light & Power Co. v. Atlas Corp.,' the court required a supplier of ura- 
nium to perform the contract it had entered with a utility, though the price 
of uranium to the supplier had increased substantially. 

Of course, contractual provisions can be added to the contract to excuse 
performance upon the occurrence of negotiated events, such as price increa~es.~ 
This, however, may introduce a degree of operating cost uncertainty that might 
be unacceptable in a project finance transaction. If so, the contract should be 
clearly drafted so that price adjustments are not allowed for changes in mar- 
ket conditions, including fluctuations in availability and price. 

516.06 CREDITWORTHINESS 

Because of the long-term nature of the supply contract, the reliability and cred- 
itworthiness of the supplier or transporter are extremely important to the proj- 
ect company. Each must have sufficient financial resources, both at the time 
of contract execution and during performance, to undertake the obligations in 
the contract. These include payment of liquidated damages due if the sup- 
plier delays the supply or transportation of the input, or if the input quality 
does not conform to contract requirements. To the extent the financial resources 
do not exist, and no adequate credit enhancement is available at a reasonable 
cost to improve this credit risk, such as parent guarantees, letters of credit 
and payment and performance bonds, the contract will not be financeable and 
another supplier or transporter must be substituted. 

1 467 F. Supp. 129 (N.D. Iowa 1978), rev'd on othergrounds, 603 F.2d 1301 (8th 
Cir. 1979), cert. denied, 445 U.S. 91 1 (1980). 

2 See Eastern Air Lines, Inc. v. McDonnell Douglas Cory., 532 F.2d 975 (5th C'u. 
1976)(force rnajeure doctrine is inapplicable where a future event was specifically 
provided for in the contract). 
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416.07 TYPICAL PROVISIONS IN PROJECT FINANCE INPUT 
CONTRACTS 

Input supply and transportation contracts generally contain the following pro- 
visions: quantities and commencement of deliveries; price; payment; sched- 
uling, metering and weighing; quality and rejection; title and risk of loss; term; 
force majeure; default; and remedies for breach. 

416.08 QUANTITIES AND COMMENCEMENT OF DELIVERIES 

[I] Introduction. Predictability of input supply is an important ele- 
ment in a project finance transaction. The project must be assured of the 
supply quantity that will be provided. This should be set forth in a clear con- 
tract provision, obligating the supplier to deliver a specified quantity, or to 
deliver within a range of specified quantities. 

The contract must also set forth a definitive date on which the delivery 
obligation begins. In many projects, inputs must be delivered to the project site 
ahead of commercial operation. Such supplies are used for facility testing or to 
establish an input stockpile at the project site. 

[2] Draft Provision. 

Quantity; Commencement ofDeliveries. Supplier shall deliver the [Product] 
to the [Project Site] in the following quantities: [setforth quantities required] 
per [hour/day/week/month/year]. Such deliveries shall begin on the date 
specified by [Project Company] in a notice to Supplier, which date shall 
be no earlier than the date [number] days after receipt of such notice by 
Supplier. 

516.09 PRICE 

[l] Introduction. Predictability of price over the life of the project 
is critical to the feasibility and success of a project financing. The agreement 
should contain a clear articulation of price, allocate responsibility for taxes, 
duties and governmental charges and the basis, if any, for price adjustments. 

[2] Draft Provision. 

Price. The price of each [unit/pound/ton] of the input delivered to the 
[Project Site] shall be [describe price or provide formula for calculation]. 
Such price shall include all taxes, duties, fees, royalties, production pay- 
ments, and other governmental (whether central, state or local) charges. 
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Adjustments. The price of any delivery of [input] hereunder shall be adjusted 
based on the quality of [input] delivered by Supplier as follows: [list adjust- 
ments necessary to offset the additional costs for processing the lower-quality 
input].  

$16.10 PAYMENT 

[ l ]  Introduction. Also, the agreement should specify when payments 
are due, whether on receipt of the seller's invoice, or after testing is successhlly 
completed. Also, the mechanics for payment should be specified. 

[2 ]  Draft Provision. 

Payment. [Project Company] shall pay [Supplier] for all input delivered in 
conformity with the terms hereof on the last day of each month during 
the term hereof, commencing on the [Initial Delivery Date].  The amount 
due shall be that amount set forth in an invoice prepared by the Supplier 
and delivered to the [Project Company] no later than t h e d a y  of the 
immediately preceding month. 

$16.1 1 SCHEDULING; METERING AND WEIGHING 

[I] Introduction. It is important that the input agreement ordering, 
delivery and scheduling provisions conform to the purchase schedules of the 
off-take sales agreement. For example, ordering requirements under the input 
contract must be delivered on a schedule consistent with production and deliv- 
ery schedules under the off-take agreement. 

Also, the agreement should include a clear and detailed description of how 
and where the input will be metered, measured or weighed. If the necessary meters 
or scales are not already constructed or in service, the agreement should specify 
the party responsible for the purchase, installation, maintenance and repair of 
them. Also, the agreement should include provisions for reviewing the measure- 
ment data, observing calibration tests and otherwise monitoring the process, and 
provisions for resolving disputes about the measurement process. 

[2] Draft Provision. 

Scheduling. Supplier and [Project Company] shall cooperate to schedule 
deliveries of the [input] on a schedule consistent with the [Off-take Contract]. 
Annually the [Project Company] shall provide to Supplier a schedule of 
deliveries, which Supplier shall follow, consistent with the terms hereof. 
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Metering and Weighing. Each delivery hereunder shall be weighed on the 
scales maintained by the [Project Company] at the [Project Site]. Upon 
request, not to be unreasonably made, Supplier shall have the right to 
have the calibration of such scales tested by [entity].Any error in the cal- 
ibration shall be resolved by the parties pursuant to the arbitration 
provisions herein. 

516.12 QUALITY AND REJECTION 

[I]  Introduction. Input quality is an important element of risk in 
a project financing. For example, low fuel quality could increase operating costs 
or prevent a facility from meeting permit requirements. Also, if the fuel does 
not meet or exceed the specifications under which the facility was designed, it 
may not operate at the performance levels needed for a successful project. 
Consequently, the agreement must set forth a detailed specification of the 
fuel quality and characteristics requirements. 

Similarly, where the fuel is used in an energy production facility, the Btu 
value of the fuel should be specified. Some variations in Btu value can be 
handled by adjusting the fuel price paid to the supplier. Yet, a t  some point, 
the project company will want to reject deliveries and either seek damages or 
replace the supplier. 

Besides a clear statement of the fuel quality and characteristics, a proce- 
dure is needed for testing the fuel delivered to the facility. This may be accom- 
plished through an independent laboratory or by operating personnel at the 
delivery site. A determination should be made of which party is to bear the cost 
of testing, the frequency of the tests and which party is responsible for the test- 
ing. Finally, a dispute resolution procedure is helpful in resolving disputes relat- 
ing to compliance with these specifications. 

[2] Draft Provision. 

Quality. The [input] delivered by Supplier hereunder shall be of the qual- 
ity and shall have the characteristics and specifications set out in Exhibit 
h e r e t o .  [Project Company] shall have the right to reject any deliv- 
ery not in conformity with such characteristics and specifications. 

516.13 TITLE AND RISK OF LOSS 

[ I ]  Introduction. The title to the fuel, and the party who will bear 
the risk of loss must he set forth in the contracts. In general, the title to and 
risk of loss of fuel passes from the seller to the project company at a delivery 
point determined by the mode of transportation. 
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[2] Draft Provision. 

Title; Risk ofloss. Title and risk of loss to dl [input] shall pass to the [Project 
Company] upon delivery to the [Project Site]. 

516.14 TERM 

[ I ]  Introduction. The term of the input supply agreement typi- 
cally has a length at least equal to the term of most of the underlying debt. This 
helps ensure that the input costs are sufficiently predictable for a project financ- 
ing. 

The commencement of the term should be delayed to the extent a force 
majeure or other event beyond the control of the project company delays the 
commencement of facility operations. Also, for maximum flexibility, it is often 
helpful for the supplier to grant the project company the ability to delay 
commencement of deliveries if the project company pays a delay fee. 

Renewal terms should also be considered. Renewal or extension of the ini- 
tial term may be required, or advisable, depending upon the length of the ini- 
tial term and the expected life of the project. 

[2] Draft Provision. 

Term. The term of this agreement shall commence on the date hereof 
and terminate on the date of the twentieth anniversary of the [Commercial 
Operation Date]. 

516.15 FORCE MAJEURE 

[I] Introduction. Force majeure is an event outside the reasonable 
control of the effected party to a contract, which it could not have prevented 
by good industry practices or by the exercise of reasonable skill and judgment, 
which typically excuses certain negotiated portions of contract performance 
during its pendency. The effected party is obligated to take all reasonable actions 
necessary to restore performance as soon as possible. 

Narrowing the application of force majeure events in the input contract 
is important. Force majeure relief typically applies only to specific, well-defined 
events listed in the contract, is available only if contract performance is sub- 
stantially and adversely affected, applies only to extraordinary events, not nor- 
mal business risks or insurable events, and the relief is limited to the effects 
of the force majeure. 

[2] Uncontrollable Events. In general, performance is excused by a 
party upon the occurrence and during the continuance of a force majeure, out- 
side a party's reasonable control, that makes performance impossible. These 
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include acts of war, unusual or catastrophic weather events, and the like. 

[3] Change of Law. The effects of a change of law should also be con- 
sidered. In developing countries, both the underlying economy and the coun- 
try's laws, are both emerging. Consequently, it is probable that over the twenty 
or so year course of a project, new laws will be applied, such as environmental 
laws, that are more costly to comply with than existing laws. The economic impli- 
cations of a change of law need to be allocated to one of the two parties. 

[4] Draft Provision. 

Force Majeure. If the performance of all or any portion of the delivery obli- 
gations of Supplier hereunder, or of [Project Company] to accept deliver- 
ies hereunder, is suspended, delayed or interrupted by a [Force Majeure 
Event], such party's obligations shall be suspended hereunder during such 
event. The party experiencing the [Force Majeure Event] shall give [Project 
Company] written notice of the event and the consequences as a result 
thereof. Any controversy concerning whether the delay or suspension 
was unreasonable or any other question of fact arising under this para- 
graph will be determined pursuant to arbitration. Notwithstanding the 
foregoing, no party will be permitted to have its obligations suspended 
hereunder for a period in excess of [specify]. 

516.16 DEFAULT 

[I] Termination Events Generally. Because the supply and price of 
the needed input are important to project feasibility and success, it should 
not be easily terminable by the supplier. Termination events must be pre- 
cisely drafted, with sufficient advance notice that project lenders and other 
interested parties can cure the related default events. 

[2] Termination by Supplier. From the perspective of the supplier, 
the input agreement is typically subject to termination for the following events: 
nonpayment of amounts owed by the project company to the supplier; bank- 
ruptcy, acceleration or liquidation of the project company; abandonment of the 
project (unless due to the supplier's fault); termination or material amendment 
of certain agreed-upon project contracts (other than for good cause or default 
by the other party); sale of project assets; failure to achieve milestones, includ- 
ing commercial operations, by a definite date; contract repudiation or other 
action that implies the project company does not intend to perform the con- 
tract; and other breaches of material provisions of the agreement. 
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[3] Termination by Project Company. From the perspective of the 
project company, the input agreement is typically subject to termination for 
the following events: nonpayment of amounts owed by the supplier t o  the 
project company; bankruptcy, acceleration or  liquidation of the supplier; con- 
tract repudiation or other action that implies the supplier does not intend to per- 
form the contract; the project company is unable to  complete construction or  
operate the project due to  a force majeure or  supplier fault; and other breaches 
of material provisions of the agreement. If the supplier is a government entity, 
whose obligations are guaranteed by the host government, the agreement will be 
terminable if the government, as guarantor, defaults under the guarantee. 

[4] Draft Provision. 

Events ofDefault. Either Party may terminate this Contract for default by 
the other Party as provided below. A Party shall be considered in default 
of its obligations under this Agreement upon the occurrence of an event 
described below: 

Insolvency. The dissolution or liquidation of a Party; or the failure of 
a Party within sixty (60) days to lift any execution, garnishment or attach- 
ment of such consequence as may materially impair its ability to per- 
form the Agreement; or a Party is generally not paying its debts as such 
debts become due; or a Party makes an assignment for the benefit of cred- 
itors, commences (as the debtor) a voluntary case in bankruptcy under the 
[describe applicable bankruptcy statute] (as now or hereafter in effect) or 
commences (as the debtor) any proceeding under any other insolvency 
law; or a case in bankruptcy or any proceeding under any other insolvency 
law is commenced against a Party (as the debtor) and a court having juris- 
diction enters a decree or order for relief against the Party as the debtor in 
such case or  proceeding, or such case or proceeding is consented to by 
the Party or remains undismissed for a period of one hundred twenty (120) 
days, or the Party consents to or admits the material allegations against it 
in any such case or proceeding; or a trustee, receiver, custodian, liquida- 
tor or agent (however named) is appointed for the purpose of generally 
administering all or part of the property of a Party of such property for 
the benefit of creditors; 

Failure to Perform. The failure by a Party to observe or perform any 
material covenant, condition, agreement or undertaking hereunder on 
its part to be observed or performed for a period of thirty (30) days after 
notice specifying such failure and requesting that it be remedied is given 
to such Party, unless the other Party shall agree, in writing, to an exten- 
sion of such time prior to its expiration; 

Misrepresentation. Any representation or warranty of a Party herein 
is false or misleading or becomes false or misleading in any respect that 
would materially impair the representing or warranting Party's ability to 
perform its obligations under the Agreement. 
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$16.17 REMEDIES FOR BREACH 

[ I ]  Introduction. Generally, the above list of termination events does 
not automatically result in contract termination. Rather, the party in default is 
typically given time to cure its breach. If it fails to  do so, termination may 
then result. If termination is not selected or available as a remedy, a damage 
payment may be due, or  the defaulting party might be forced specifically to 
perform the contract. Remedies vary based on negotiations and the unique set- 
ting of each project. 

[2] Termination Payments. The amount of a payment due on ter- 
mination of the contract will vary based on the cause of termination. If the 
input contract is terminated for convenience, or due to a default, the party ter- 
minating for convenience or  in default should generally pay a high termina- 
tion payment. 

If the supplier terminates the agreement for convenience or the contract 
is terminated due to a supplier default, the project company will need to con- 
sider how project debt will be paid, and how it will recover some investment 
return for the lost opportunity associated with contract nonperformance. 

[3] Specific Performance. If the supplier provides one of the only 
sources of input supply or transportation for a project, with other alterna- 
tives too costly to form serious alternatives, or where the price is crucial to proj- 
ect success, the only remedy that may be acceptable to the project company is 
that of specific performance. Specific performance would require the party in 
default to perform the contract as agreed. Local counsel should be consulted 
to learn whether this is an available remedy. 

[4] Alternative Inputs. Another remedy is to require that the sup- 
plier supply and transport the needed input to the project from other sources 
if it is unable to perform the contract. 

[S] Draft Provision. 

Remedies on Default; Termination. Upon the occurrence of any of the fore- 
going, the non-defaulting Party shall notify the defaulting Party in writ- 
ing of the nature of the default and of the non-defaulting Party's intention 
to terminate this Contract for default (a"Notice of Default"). If the default- 
ing Party does not cure such default immediately, in a default relating to 
payment of money due, or commence and diligently pursue a cure of such 
default, in the case of any other default, within thirty (30) days from receipt 
of such notification (or sooner reasonable period if safety to persons is 
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involved), or if the defaulting Party fails to provide reasonable evidence 
that such default does not in fact exist, or will be corrected, the non-default- 
ing Party may, upon five (5) days written notice, in the case of a default 
in the payment of money, or seven (7) days written notice, in the case of 
any other default, to the defaulting Party, terminate the Agreement (a 
"Notice of Termination"). 

Notice to Lender and Right to Cure. No Notice of Default or Notice of 
Termination sent by Supplier to [Project Company] pursuant to this Contract 
shall be deemed effective against the [Project Lender] until a copy of such 
notice shall have been received by the [Project Lender]. The [Project Lender] 
shall have the same rights as [Project Company] to cure any default of 
[Project Company]. Cure by the [Project Lender] shall indude, but not be 
limited to, (a) causing [Project Company] to cure, (b) curing itself, or (c) 
finding a suitable replacement for [Project Company] and permitting such 
replacement to cure within the time provided herein. 

Right to Possession of Supply Site and Transportation Documents. Upon ter- 
mination of the Agreement by the [Project Company1 due to a default by - - .  . ,- 
the Supplier, Supplier shall provide immediate possession of the [Supply 
Site] to the [Project Company] and deliver to the [Project Company] all 
[Transportation Documents] related to the [Supply]. [Project Company] 
shall thereupon have the right to [describe right ofproject Company to take 
over mine or production facilities and supply the input to the Project.] 

$16.18 RESERVES AND MINING OR PRODUCTION PLANS 

The source of the input, in most project financings, must be clearly identified 
to the project company and the lenders. The input supplier must clearly set 
forth the source of the input and its mining or  production plans for mining 
or  production throughout the term of the supply contract. This may take the 
form of a representation in the contract, coupled with such drilling, sampling 
and other geologic data and mining o r  production plans as is necessary to con- 
firm the existence of the input, and the cost and ability to mine or  produce it. 
In addition, evidence must be submitted to  confirm that the reserves can be 
economically recovered. This data should be updated annually and submitted 
to the project company. 

In some projects, where the input source is new and must be developed 
through infrastructure o r  other investment, it is prudent to  require that the 
input supplier satisfy milestone events by negotiated dates. These might include 
dates for opening new mines, deadlines for geological studies and reports and 
similar requirements. 

Stockpiles are another important risk area in input supply. Stockpiles 
are of two types: input stored or  piled at the supplier facilities, and input stored 
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or piled at the project by the project company. Generally, the input supplier 
should be required to maintain an input stockpile at the project or at its own 
facilities, such as at a mine, to cushion any production problems it experiences, 
or because of disruptions in delivery. A supply of from one to three months 
may be required. 
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$17.01 GENERALLY 

A project sponsor has two options for project operation. It can either decide 
to operate the project itself, without an operating agreement, or retain an oper- 
ator to operate the project for it. If the project company retains an operator, 
it is sometimes an affiliate of a project sponsor. 

[I] Operating Agreement Similar to the project finance construc- 
tion contract, operation and maintenance agreements in international proj- 
ect financings must serve to provide the project sponsor with a facility that 
performs within certain agreed-upon performance criteria, and that operates 
at a fixed or reasonably predictable cost. Similar to the contractor's responsi- 
bility in a project, an operator should likewise be responsible for all aspects 
of project operation and maintenance. 

As discussed below, the risk that operating and maintenance costs will 
exceed the budgeted estimate and the funds available from project revenues is 
a significant risk in a project financing. If operating costs exceed estimates, the 
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additional money needed for project operation will need to come from reserve 
accounts, if there are any, or from funds that would otherwise be used to pay 
debt service or distribute to the equity owners. 

Project finance operation and maintenance agreements typically contain 
each of the following provisions: a detailed scope of work; a fxed or variable 
(but predictable) price for all of the work necessary to operate the project; per- 
formance guarantees; liquidated damages for failure to satisfy performance 
guarantees; and a showing of financial creditworthiness of the operator. 

In at least one respect, the operation and maintenance agreement is not 
as critical to the project as is the construction contract; the operator can be 
replaced without major consequences. However, the flexibility of the project 
company for replacement varies with the difficulty of operating the project and 
the availability of replacement operators. Replacement of operators in projects 
relatively simple to operate, using proven technology, and without fuel-han- 
dling or feedstock handling difficulties, pose the least concern. 

[2] Self-operation. Instead of an operating agreement between the 
project company and an operator, project sponsors sometimes elect to operate 
the project themselves. This is particularly the case where one project spon- 
sor is experienced with operating facilities similar to the project. Even if self- 
operation is selected, the project lenders or other project sponsors may insist 
upon a written operating agreement between the project company and the 
related entity that will operate the project. 

917.02 IMPORTANT OPERATION RISKS 

The allocation of operating risks between the project company and the oper- 
ator is an important element in the determination of whether a project is 
financeable. For an operating agreement to be effective in a project finance 
transaction, the most significant operation risks must be allocated to a cred- 
itworthy operator. 

[I] Increase in Operating Costs. The risk that operation of the proj- 
ect will cost more than the amount of funds available from revenue is an imvor- 
tant risk for the participants in a project financing. Operating costs exceed 
estimates for various reasons, including construction defects, use of a new tech- 
nology and input difficulties, such as fuel handling. This cost overrun risk may 
result in the inability of the project company to pay interest and principal on 
the project debt. 

The operating cost overrun risk can be managed and its effects reduced 
even where the operator has not assumed that risk in a fixed-price operating 
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and maintenance agreement. For example, if there are higher than expected 
operating costs, contractual undertakings can provide for the infusion of addi- 
tional equity by the project sponsor, other equity participants, or standby equity 
participants. Similarly, standby funding agreements for additional financing, 
either from the project lender or subordinated debt lent by project participants 
or third parties, can be used. Another altenative is the establishment of a con- 
tingency account under which the project company establishes a fund that is 
available to pay increased operating costs. 

[2]  Performance Guarantees. If a project does not operate after com- 
pletion at guaranteed levels, the project company will still need to pay debt 
service and other contractual obligations. Unfortunately, the revenue may 
not be available so to do. 

One approach to this risk is a liquidated damage payment. A liquidated 
damage payment is an estimate by the operator and project company of the 
consequences of deficient operation by the operator of the project. 

Performance liquidated damages compensate the project company for 
increased operating costs or reductions in revenues associated with the fail- 
ure of the operator to meet the agreed-upon performance criteria. Amounts 
paid are used for such expenses as damage payments due to the off-take pur- 
chaser, increased operating costs and debt service costs that cannot be paid oth- 
erwise due to the decline in project revenue. 

Unlike the use of liquidated damage payments in a construction contract, 
the liability exposure of the operator is comparatively very small. It is usual, 
for example, for the operator to limit its maximum liability for liquidated dam- 
ages to an amount equal to one or two years' profit received under the agree- 
ment. However, the project company can replace the operator with another 
entity, thereby hopefully improving performance. 

The creditworthiness of the operator determines the strength of the 
contractual undertakings as a risk mitigation instrument. If the operator is not 
financially strong, it is less likely that it will pay the liquidated damages when 
due. Consequently, project lenders sometimes require that these financial under- 
takings be supported by a payment guarantee from a creditworthy entity, a let- 
ter of credit, or a payment bond or other surety instrument. 

[3] Force Majeure in International Operation Contracts. Project 
finance contracts are interrelated. A breach under one contract can cause a 
breach under another, setting off a chain reaction of problems for the project 
company. For example, if the operator is excused from operating the facility 
under a force majeure clause, but the project company is not similarly excused 
of its obligations to deliver under an off-take agreement, the project could lose 
its revenue stream. 
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Inconsistent force majeure provisions can be cured with a so-called "res- 
urrection" clause. This contractual provision cures inconsistencies in force 
majeure clauses found in project contracts, providing that the operator will not 
receive relief greater than the relief available to the project company under 
other relevant contracts, particularly the off-take contract. 

In negotiating a force majeure provision for an operation and mainte- 
nance agreement, understanding the local circumstances of contract performance 
is important. In short, the parties must understand what is uncontrollable in 
that location. This is particularly true in international projects, where labor, 
transportation systems and infrastructure can vary greatly from the operator's 
home country. 

Different legal systems can create havoc on well-planned, matched force 
majeure provisions. As discussed elsewhere in this book, the choice of appli- 
cable law and the jurisdiction of disputes is a critical element in ensuring that 
the force majeure structure is respected and enforced. 

Despite this careful planning, complete elimination of the risk of force 
majeure may not be possible. Rather than rely on contract provisions, project 
sponsors may need to seek alternate solutions, such as standby credit, dedica- 
tion of reserve funds, employment of additional labor, and the like. 

[4] Experience and Resources of Operator. The experience and rep- 
utation of the operator must help ensure the efficient operation of the proj- 
ect at the levels of operating costs set forth in the project budget. Similarly, if 
the operator has adequate financial resources necessary to support its con- 
tractual obligations, then provisions relating to liquidated damage payments, 
guarantees, indemnities, and self-insurance obligations will provide protection 
to the project company. 

Like the project contractor, the operator must possess sufficient human 
and technical resources necessary to satisfy its contractual undertakings. The 
risk is that the operator will be unable to perform a contractual obligation 
because of a low commitment to the industry, insufficient resources, or lack of 
knowledge or experience. 

In an international project, the operator should be particularly adept at 
working with the local labor force. Local site managers, with local experience, 
are particularly beneficial in reducing the risk of local labor problems. 

[S] Raw Material Supply and Utilities. The project company must 
be assured of a supply of raw materials and other inputs and utilities at a cost 
within the acceptable ranges of financial projections. Responsibility for man- 
aging these supplies often rests with the operator. The formality of the com- 
mitments for the supply depends on the availability of the materials in the 
project area, and the ability of the operator to manage supply needs effectively. 
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[6] Excuses for Operator Nonperformance-The Contractor Did It; 
The Owner Did It. It is not unusual for an operator facing liquidated dam- 
age liabilities in a project finance transaction to blame the contractor or the 
project company for the problems. Inability of the operator to satisfy per- 
formance obligations may indeed be the fault of the contractor or project owner. 
Potential problems caused by the contractor include defective construction. 
Problems sometimes caused by the project company include failure to provide 
needed information on a timely basis, failure to satisfy obligations clearly allo- 
cated to the project company in the operation and maintenance agreement, 
failure to obtain permits, and supply of inappropriate fuel or other inputs. 

To increase the likelihood that such allegations by the operator will not 
excuse performance responsibility, several contract provisions can be included 
in the agreement. First, the agreement should clearly and precisely identify the 
responsibilities of both the project company and the operator. The responsi- 
bilities of the project owner should be kept to an absolute minimum. 

Second, to the extent that the contract excuses the operator from liabil- 
ity for inadequate performance or cost-overruns, the operator should be required 
to deliver a written notice to the project company of perceived problems. Also, 
the operating agreement often provides a period to remedy the failure. If the 
notice is not given, the right of the operator to use the alleged failure as an 
excuse to liability is waived. A provision similar to the notice procedure given 
for a force majeure is a preferred approach. 

[7] Coordination. Projects usually begin operation when the con- 
tractor is still completing work, typically minor items sometimes referred to as 
"punch list" work. Even if the construction work is completed, the operator 
must still coordinate its operation activities with other activities at the site, 
such as at a site used by a manufacturing company and the project. 

Without coordination, risks of construction delays and operating cost 
overruns increase, and the contractor and operator are each able to blame the 
other for delays and cost overruns. Consequently, project construction and 
operation must be carefully monitored by the project company, which must 
serve as construction manager to that extent. Also, at a minimum, it is very use- 
ful if each contract includes a provision in which the contracting parties acknowl- 
edge that they have reviewed the terms, including schedules, of the other 
contracts, and acknowledging that they have not identified any scheduling or 
other deficiencies between the contracts. 

One way to avoid conflicts between the contractor and operator is to retain 
the contractor as the operator of the project, at least for the initial years of 
the project operation. This approach has several benefits. First, it avoids 
problems during the testing phase of the project when both the contractor and 
operator are on the site. Second, it avoids finger-pointing duels about who is 
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responsible-contractor or operator-for a problem. Finally, it should make 
it more likely that the contractor will construct and operate the facility at a 
high performance level since the contractor, as operator, is familiar with its own 
construction. 

$17.03 CREDITWORTHINESS 

Risk allocation in a project finance operation and maintenance agreement is 
only effective to the extent the operator is creditworthy. It must have sufficient 
financial resources, both at the time of contract execution and during per- 
formance, to undertake the obligations in the contract. These include payment 
of liquidated damages due if the facility is not operated to meet the perform- 
ance guarantees. Also, the operator must be able to absorb any losses it might 
incur under the agreement. To the extent the financial resources do not exist, 
and no adequate credit enhancement is available at a reasonable cost to improve 
this credit risk, the contract will not be financeable and another operator must 
be found. 

$17.04 FIXED PRICE CONTRACT 

Ironically, a fixed price operations and maintenance agreement is extremely 
rare in project finance. Such a contract requires the operator to operate a proj- 
ect, or part of a project, for a fixed sum. Sometimes, the fixed sum is subject 
to adjustment based upon an agreed-upon index. 

The tension between the sponsor and operator in negotiating a fixed price 
operation and maintenance agreement is based on the nature of the agreement: 
the operator must operate the project at a fixed price. Yet, almost none of its 
underlying costs can be fixed with much confidence over a fifteen or a twenty- 
year contract term. Escalation indices provide some protection, but are not per- 
fect at mimicking the actual economic conditions affecting a project. 

417.05 COST PLUS FEE CONTRACT 

A much more common approach to an operation and maintenance agreement 
is the cost plus fee contract. As the name implies, the owner pays the operator 
the actual costs of project operation incurred by the operator, plus a fee. The 
operator is assured of earning a fee, while the owner is more likely to receive 
the lowest operating costs. In contrast to the fixed price construction contract, 
the owner avoids payment of the contingency risk premium. 
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517.06 COST PLUS FEE CONTRACT WITH MAXIMUM PRICE 
AND INCENTIVE FEE 

In a related approach, the cost plus fee contract is modified by adding a max- 
imum price and an incentive fee payable to the operator based on cost or budget 
performance. Provisions are included that provide the operator with an incen- 
tive to keep costs low, such as penalties charged and bonuses earned based on 
budget performance. If costs exceed the maximum price guarantee, the oper- 
ator absorbs these costs, or alternatively, the owner has the right to replace 
the operator and terminate the agreement. To the extent there is a savings as 
compared with the maximum price guarantee, the operator and the owner 
might split the savings on a shared basis. 

Incentive fees or bonuses can also be awarded for a variety of operating 
needs. For example, the project company could award a bonus for quickly 
and efficiently bringing the facility to full operation. It could also be awarded 
for such things as good community relations. 

Bonuses could also be offered during periods in which financial results 
are higher than projected. This provision must be carefully drafted so that per- 
formance is rewarded. A mere increase in revenue is an insufficient determi- 
nant because revenues could increase for a variety of reasons, including inflation 
or fluctuations in the cost of fuel or supplies. 

517.07 TYPICAL PROVISIONS IN PROJECT FINANCE OPERATION 
AND MAINTENANCE AGREEMENTS 

Operation and maintenance agreements generally contain the following key 
provisions: a detailed listing of each of the operator's and the owner's respon- 
sibilities; compensation and payment terms; subcontracts; performance test- 
ing; changes in the work; warranties; remedies for breach; insurance; dispute 
resolution; indemnification; assignment; suspension of work and termination; 
and force majeure. These typical operation and maintenance agreement clauses 
are discussed below. 

517.08 OPERATOR'S RESPONSIBILITIES 

[l] Introduction. Among the terms included in the operator's respon- 
sibility section are the types of services that will be provided, such as opera- 
tion, maintenance and repair. Other typical responsibilities include staffing, 
hiring and training of personnel; purchasing supplies; maintaining an adequate 
spare parts inventory; scheduling and carrying out maintenance, including rou- 
tine inspections, preventive maintenance and scheduled overhauls; perform- 
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ing all maintenance needed to keep vendor warranties in effect; security, fire 
prevention and emergency planning; personnel conduct; financial and oper- 
ating result reporting; maintenance of operating logs, operations manuals and 
maintenance reports; and the obtaining of and maintaining of permits neces- 
sary for operation. 

The operator must operate the facility in compliance with the other 
project contracts, warranties and applicable laws and regulations. The oper- 
ating agreement typically contains a provision that requires the operator to 
acknowledge that it has received and reviewed copies of the important proj- 
ect contracts. 

The services are usually divided into three phases: mobilization, pre-oper- 
ations and operations. During the mobilization phase, the operator provides 
input into the preparation of budgets and projections, makes equipment rec- 
ommendations, and reviews the project contracts. During the pre-operations 
phase, the operator recruits and hires personnel, develops tool and spare 
parts requirements, procures inventories, develops operation procedures and 
maintenance plans, trains personnel, and supports the contractor in start-up 
and testing. During operations, the operator controls and monitors operations, 
performs preventative maintenance, performs scheduled maintenance, pre- 
pares operating budgets and plans, and helps maintain community relations. 

[2] Draft Provision. 

Operator's Responsibilities. (a) Operator shall operate and maintain the 
[Project] in accordance with (i) generally accepted practices for the oper- 
ation and maintenance of similar facilities; (ii) the [Operation and 
MaintenanceManual]; (iii) the [Pennits]; (iv) [Governmental Requirementsj; 
and (v) the [Off-take Sales Agreement]. 

(b) Operator shall provide the labor, materials, and services necessary 
for it to yerform the foregoing. Operator shall train employees to oper- 
ate and maintain the [Project] in accordance with generally accepted prac- 
tices for training employees for similar facilities. 

(c) Operator shall yerform the foregoing services in three phases: mobi- 
lization, pre-operation and operation, as further described in detail in the 
scope and timing of services set forth in Exhibit -. 

517.09 PROJECT COMPANY'S RESPONSIBILITIES 

[ I ]  Introduction Conversely, the project company's responsibility sec- 
tion describes the responsibilities of the project company, as owner. These may 
include access to the site, permits, fuel for operations, utilities and waste disposal. 
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Failure of the project company to perform these obligations might delay 
or otherwise impair the operator's ability to perform the contract at the agreed- 
upon price and at the performance levels contemplated. Consequently, the proj- 
ect company and the project lender will want the responsibilities kept at a 
minimum and include only those areas with least risk of nonperformance by 
the project company. 

Operating agreements sometimes contain a provision that places respon- 
sibility on one party for obligations necessary for the successful operation 
and maintenance of the project that are not expressly set forth in the con- 
tract. Such a provision is reproduced in the draft provision immediately below. 

Both parties resist this, however, because of the ability afforded to one 
party to  place blame or  financial responsibility on the other. With proper 
diligence, such a clause can be used, because the elements of the project oper- 
ation will be clearly understood by both parties before the contract is executed. 

[2] Draft Provision. 

Project Company Responsibilities. 

(a) Input SuppZy. [Project Company] will provide Operator with a sufficient 
quantity and quality and type of [describe inputs] to permit operation of 
the Project in accordance with this Agreement. 

(b) Project Permits. [Project Company] shall, at its sole expense, procure 
and maintain in effect all [Permits]. 

(c) Access. [Project Company] shall provide Operator with all access to 
the [Site] required by Operator. 

(d) No Interference by Third Parties. [Project Company] shall not permit 
any third parties to have access to the [Project] which would interfere with - . ~  
the performance of Operator's obligations hereunder. 

(e) Other. Any obligations necessary for the successful operation and main- 
tenance of the [Project] not described in this Agreement shall be [Project 
Company/Operator]'s responsibility. 

117.10 OPERATING STANDARD 

[I ]  Introduction. The operating agreement imposes on the opera- 
tor a duty to fulfil a standard of care when operating the facility. Standards used 
include "standard industry practices," and "in a manner that will achieve 
maximum revenues consistent with prudent operating practice." 



Operation and Maintenance Agreements 

In transnational projects, reference is sometimes made in the operating 
standard to  similar facilities in the country. Care should be taken in using 
this reference, however, unless the parties thoroughly understand the operat- 
ing conditions at  those facilities. 

[2] Draft Provision. 

Operating Standard. Operator shall operate and maintain the [Project] in 
accordance with generally accepted practices for the operation and main- 
tenance of similar facilities, in such a manner so that maximum revenues 
will be achieved, consistent with prudent operating practice. 

$17.1 1 PRICE AND PAYMENT 

[I] Introduction. The cost of operation and maintenance services is 
discussed earlier in this chapter. Alternatives include fixed price, cost plus fee 
contract, and cost plus fee contract with maximum price and incentive fee. 

The operating costs are paid periodically to the operator, usually monthly. 
Methods of payment vary. Operators generally prefer to receive some portion 
of the payment in advance, so that they have sufficient funds to pay for oper- 
ating supplies and raw materials. 

[Z] Draft Provision. 
Price provisions vary based on the technology used, the sensitivities of proj- 
ect economics to  various risks, the ownership of the project company, whether 
the operator is an affiliated entity and many other factors. Therefore, a sam- 
ple or model provision is not very helpful to the reader. Rather, the author 
sets forth below an example of a fixed fee provision. 

Fixed Fee. (a) For each Operating Year, [Project Company] shall pay to 
Operator, for the performance of the services described herein, an annual 
amount equal t o ,  invoiced in monthly installments beginning on 
the [Commencement Date], and on the first day of each calendar month 
thereafter. Monthly invoices shall be due -days after receipt thereof. 
Each such invoice shall be in an amount equal to 1\12 of such annual sum; 
provided, however, in the event that the [Commencement Date] is on a day 
other than the first day of the month, the first such invoice shall be in an 
amount equal to 11365 of such annual sum multiplied by the number of 
days from the [Commencement Date] to the last day of the calendar month 
in which the [Commencement Date] occurs and the last such invoice shall 
be an amount equal to 11365 of such annual sum multiplied by the num- 
ber of days from the first day of such last month through the last day of 
the term hereof. 
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(b) Beginning in the first Operating Year, the annual sum shall be increased 
or decreased, as the case may be, by the percentage increase or decrease 
in the [Escalation Index] during the preceding Operating Year or, in the 
case of the first Operating Year, from the calendar year of the date hereof. 

(c) When any [Direct Costs-specify] are incurred by Operator, including 
the insurance required hereunder; or any central, state or other sales, 
use, value-added, gross receipts, duty, fee or similar tax or charge with 
respect to the services hereunder is incurred, [Project Company] shall pay 
such cost or tax or, if Operator is required to pay same, Operator shall 
include such amount in the next monthly invoice rendered. 

517.12, PERFORMANCE GUARANTEES AND LIQUIDATED 
DAMAGES 

[I ]  Introduction. Liquidated damages are payable by the operator 
to the project company if the performance guarantees negotiated are not achieved. 
These varywith the type of project. In general the operator may be required to 
guarantee that the facility will be operated to produce a level of output that is 
necessary to generate revenue to service the project debt and to satis$ the agree- 
ments the project company has negotiated with the output purchaser. 

In an energy project, the operator is typically required to prove that the 
facility operates at negotiated levels of power output and fuel use. Availability 
guarantees cover the ability of the facility to operate on a reliable level. 

Failure to  achieve these guarantees generally results in the obligation of 
the operator to  pay so-called "performance" liquidated damages, the sole 
remedy available to the project company against the operator. These damages 
are calculated to pay debt service shortfalls, increased operating costs, or  con- 
tract damages under other project contracts arising from the operator's inad- 
equate performance. The total exposure of the operator to these types of 
liquidated damages is generally limited to a percentage of the operator's fee for 
a one or two year period. 

121 Draft Provision. 

Performance Guarantees and Liquidated Damages. 

(a) Beginning on the [Commencement Date], Operator shall guarantee that 
in each Operating Year the [Project] will produce ( t h e  "Guaranteed 
Output"). 

(b) Operator shall pay [Project Company] liquidated damages of $- 
for each [quantity shortfall] by which the actual output of the [Project] 
during any Operating Year is less than [specify guaranteed amount]. 



Operation and Maintenance Agreements 

(c) [Project Company] shall pay Operator a bonus of $ for each [quan- 
tity overage] by which the actual output of the [Project] during any Operating 
Year is more than [specify guaranteed amount]. 

(d) In the event that a Force Majeure Event occurs, the actual output of 
the [Project] shall be corrected by adding the output which the [Project] 
would have been capable of producing during such time period but for 
such Force Majeure Event. 

917.13 CAPITAL CHANGES 

[l] Introduction. During the operating period it is not unusual for 
the project company or operator to suggest capital changes for the project that 
will improve operations. These changes are typically outside the scope of the 
operator's general responsibilities under the operating agreement. Because of 
the familiarity of the operator with the project, it is often preferable for the 
operator to either manage the improvement, or  perform the work itself. The 
capital change section sets out the procedure for these changes. Whether o r  not 
the operator performs the work, it must be included in the process if the 
project will continue to operate while the capital improvement is underway. 

[Z] Draft Provision. 

Capital Costs. The services Operator is obligated to provide hereunder 
do not include the repair or replacement of structural components of 
the [Project] or of major pieces of equipment of the [Project]. If [Project 
Company] desires that Operator perform any such services, Operator agrees 
to consider such request and provide [Project Company] with its decision 
within 30 days after such request. 

517.14 REMEDIES FOR BREACH 

[I]  Introduction. If the operator fails to perform one of its obliga- 
tions, the remedies available to  the project company vary based on the harm 
incurred. As discussed above, performance shortfalls generally are compen- 
sated to the project company through liquidated damages. Other breaches 
can be addressed through various remedies ranging from the right of the proj- 
ect company to replace the operator to money damages for non-liquidated 
damage claims. 

[2] Draft Provision. 

Events ofDefault. Either Party may terminate this Contract for default by 
the other Party as provided below. A Party shall be considered in default 
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of its obligations under this Contract upon the occurrence of an event 
described below: 

Insolvency. The dissolution or liquidation of a Party; or the failure of 
a Party within sixty (60) days to lift any execution, garnishment or attach- 
ment of such consequence as may materially impair its ability to per- 
form the [Services]; or a Party is generally not paying its debts as such debts 
become due; or  a Party makes an assignment for the benefit of creditors, 
commences (as the debtor) a voluntary case in bankruptcy under the 
[describe applicable bankruptcy statute] (as now or hereafter in effect) or 
commences (as the debtor) anv vroceedinpr under anv other insolvencv . . .  - 
law; or a case in bankruptcy or any proceeding under any other insolvency 
law is commenced against a Party (as the debtor) and a court having juris- 
diction enters a decree or order for relief against the Party as the debtor in 
such case or proceeding, or  such case or proceeding is consented to by 
the Party or remains undismissed for a period of one hundred twenty (120) 
days, or the Party consents to or admits the material allegations against it 
in any such case or proceeding; or a trustee, receiver, custodian, liquida- 
tor or agent (however named) is appointed for the purpose of generally 
administering all or part of the property of a Party of such property for 
the benefit of creditors; 

Failure to Perform. The failure by a Party to observe or perform any 
material covenant, condition, agreement or undertaking hereunder on 
its part to be observed or performed for a period of thirty (30) days after 
notice specifying such failure and requesting that it be remedied is given 
to such Party, unless the other Party shall agree, in writing, to an exten- 
sion of such time prior to its expiration; 

Misrepresentation. Any representation or warranty of a Party herein 
is false or misleading or becomes false or misleading in any respect that 
would materially impair the representing or warranting Party's ability to 
perform its obligations under the Contract Documents. 

Remedies on Default; Termination Upon the occurrence of any of the 
foregoing, the non-defaulting Party shall notify the defaulting Party in 
writing of the nature of the default and of the non-defaulting Party's inten- 
tion to terminate this Contract for default (a "Notice of Default"). If the 
defaulting Party does not cure such default immediately, in a default relat- 
ing to payment of money due, or commence and diligently pursue cure 
of such default, in the case of any other default, within thirty (30) days 
from receipt of such notification (or sooner reasonable period if safety 
to persons is involved), or if the defaulting Party fails to provide reason- 
able evidence that such default does not in fact exist, or will be corrected, 
the non-defaulting Party may, upon five (5) days written notice, in the case 
of a default in the payment of money, or seven (7) days written notice, in 
the case of any other default, to the defaulting Party, and terminate (a 
"Notice of Termination"). 

Notice to Lender and Right to Cure. No Notice of Default or Notice 
of Termination sent by Contractor to [Project Company] pursuant to this 
Contract shall be deemed effective against the [Project Lender] until a copy 
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of such notice shall have been received by the [Project Lender]. The [Project 
Lender] shall have the same rights as [Project Company] to cure any default 
of [Project Company]. Cure by the [Project Lender] shall include, but not 
be limited to, (a) causing [Project Company] to cure, (b) curing itself, or 
(c) finding a suitable replacement for [Project Company] and permitting 
such replacement to cure within the time provided herein. 

517.15 SUSPENSION OF SERVICES 

[ I ]  Introduction. 
The project company often wants the flexibility to suspend project operations. 
It may do so as part of an agreement with the off-take purchaser, or  may find 
that operation is no longer economically feasible. In such situations, the proj- 
ect company will want the ability to suspend operations temporarily or ter- 
minate the agreement. 

On the other hand, the operator will not want to be terminated without 
cause, and lose the ability to earn the profit it expected to receive. This is par- 
ticularly true where the operator has assumed the risk of liability for inade- 
quate performance, thereby providing a necessary element for project financing. 
To address these concerns, the operator might require that there be no such 
termination, without a penalty, during the first five to ten years of operation. 

[2] Draft Provision. 

Suspension of Services. At any time on and after t h e  anniversary of the 
[Commencement Date], [Project Company] shall have the right to termi- 
nate the Agreement upon not less than - days' advance notice to 
Operator. Such option shall be exercisable without liability to Operator, 
other than for those amounts due for the performance of services here- 
under through the date of termination and for reasonable demobiliza- 
tion costs. 

117.16 PROCEDURE AT END OF AGREEMENT 

[ I ]  Introduction. The procedure for terminating an operation and 
maintenance agreement must include consideration of passing on to the 
project company the knavledge, records and techniques of the former opera- 
tor. On termination, the operator should be obligated to transfer operating 
information, records and manuals to the project company or the new opera- 
tor. Sometimes it may be prudent for the old operator to be obligated to train 
the new operating personnel. 



International Project Finance 

Other obligations of the operator at the end of the term include trans- 
ferring spare parts, assigning vendor warranties, and licensing any needed tech- 
nology, t o  the new operator or  the project company. In some situations, 
conducting an environmental audit of the site and facility to determine whether 
any environmental liability exists that should be paid for by the operator may 
be prudent for the project company. 

[2] Draft Provision. 

Turn-Over Upon Termination. Upon termination hereof, Operator shall 
immediately provide to [Project Company] access to the [Project Site]. 
Operator shall further immediately provide to [Project Company] all oper- 
ating information, records and manuals; transfer to [Project Company] 
spare parts; assign to [Project Company] any vendor warranties, and license 
any technology used at the [Project], to the [Project Company]. 

517.17 INSURANCE 

[l] Introduction. Insurance is an important credit enhancement tool 
in a project financing. Project risks during operation that are not otherwise 
mitigated are typically addressed in an insurance program required under the 
operating agreement. The insurance requirements will include policy deductibles 
set at realistic levels, self-insurance amounts set at levels that cannot under- 
mine the operator's financial strength, and minimum creditworthiness and sta- 
bility of insurance underwriters. Insurance is discussed at length in chapter 20. 

[2] Draft Provision. 

Insurance. 

(a) During the term of the Agreement, Operator shall maintain in effect 
the following insurance from an insurance company licensed to write insur- 
ance in [jurisdiction] in at least the following amounts: [specify: workers' 
compensation; employer's liability; comprehensive general liability (includ- 
ingpremises/operations, products and completed operations, broad form prop- 
erty damage (includingproducts and completed operation), coverage for 
collapse, explosion, and underground hamrds, employees as additional insureds, 
independent contractor coverage, cross-liability and severability endorsement, 
personal injury, incidental medical malpractice, occurrence policy form, 
and blanket contractual liability extended to include hold harmless and indem- 
niJication agreement); automobile; umbrella liability; "all risk"property insur- 
ance (includingflood, earthquake, and collapse); comprehensive boiler and 
machinery insurance includingproduction machines and ekchonic datapro- 
cessing equipment used in connection with the operation of the Project]. 
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(b) Operator shall furnish to [Project Company] certificates of insurance 
signed by its insurance carriers which evidence the insurance required 
hereunder, and upon request by [Project Company] it shall also furnish 
[Project Company] copies of the actual policies. Each certificate shall 
provide that at least thirty (30) days' prior written notice shall be given 
to [Project Company] and [Project Lender] in the event of cancellation, sus- 
pension or material change in the policy to which it relates. 

$17.18 FORCE MAJEURE 

[I] Introduction. As discussed elsewhere in this chapter, it is impor- 
tant that force majeure provisions in the operating agreement be coordinated 
with force majeure provisions in other project contracts. Otherwise, the situ- 
ation could arise where, for example, the operator is excused from its obliga- 
tion to  operate the project, while the off-take sales agreement does not give the 
project company similar relief. 

[2] Drafl Provision. 

Adjustment for Delay. If the performance of all or any portion of the 
[Services] is suspended, delayed or interrupted by a [Force Majeure Event] 
or by an act of [Project Company] or by its failure to act as required by the 
Agreement within the time specified herein (or if no time is specified, 
within a reasonable time), an equitable adjustment will be made by [Project 
Company] to the Agreement, including without limitation the [Annual 
Fee] for any increase in the cost or time of the performance of the [Services] 
attributable to the period of such suspension, delay or interruption. 
Operator shall give [Project Company] written notice of Operator's claim 
as a result thereof speciFying the amount of the claim and a breakdown 
of how the amount was computed. Any controversy concerning whether 
the delay or suspension was unreasonable or any other question of fact 
arising under this paragraph will be determined pursuant to arbitra- 
tion, and such determination and decision, in case any question shall arise, 
will be a condition precedent to the right of Operator to receive any 
payment or credit hereunder. 

Notwithstanding the foregoing, Operator will in no event be permitted 
relief beyond the type permitted to [Project Company] under the [Off-Take 
Sales Agreement]. 
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918.01 NECESSITY FOR OFF-TAKE CONTRACTS 

Off-take agreements are the agreements that provide the revenue flow to a proj- 
ect. They are the agreements by which the project company sells its product 
or service. Truly, they are the linchpins of project finance transactions. 

Long-term contracts in which a creditworthy purchaser agrees to purchase 
the output of a facility are not always necessary for a nonrecourse or limited 
recourse project financing. Instead of this arrangement, the project company 
and the project lenders rely on the demand produced by the market for the 
credit support. This type of structure works effectively where the need for the 
project is well established and the price for the project output will remain gen- 
erally stable throughout the term of the project debt. Nonetheless, the project 
company and project lender assume risks related to output price fluctua- 
tions, obsolescence, competition and other market risks. 

018.02 TYPES OF OFF-TAKE CONTRACTS 

[I]  Great Confusion. Never has such confusion existed in the defi- 
nition and use of two terms than has befallen "take-or-pay" and "take-and-pay" 
in the project finance community. After several days of attempts to make sense 
of the various works that have attempted to define these terms, the following 
discussion was born. In the end, the difference between the two terms is straight- 
forward: take-and-pay requires a payment only if the product is produced, 
whereas take-or-pay requires a payment unconditionally. That said, the devil 
is in the detail and now we must make sense of the various exceptions. Once 
you understand the concepts, call the concepts what you like-everyone else 
seems to do so. 



Project Finance Off-Take Sales Contracts 

[2] Take-or-Pay. A take-or-pay contract' is the term generally used 
to refer to a contractual obligation between a purchaser of a facility's output 
and a project company in which the purchaser agrees to make payments to 
the project company for the good or service producible at the facility in return 
for maintaining the capacity to produce and deliver the good or service. 

Under this structure, the off-take purchaser makes payments for capac- 
ity whether or not the project company actually generates the good or service 
at the purchaser's request. The payment obligation of the buyer for the capac- 
ity component is unconditional. 

The parties typically structure the contract with two components to the 
purchase price: fixed (or capacity) costs, and variable costs. The fixed cost, 
which must always he paid whether or not the project can produce the prod- 
uct contracted for, represents the cost of project debt service, fixed operating 
costs and a minimum equity return. The variable cost must only be paid if 
the purchaser wants to buy the product, and represents variable operating costs. 
This allows a minimum amount to be paid by the off-take purchaser, without 
providing a windfall to the project company for variable expenses only incurred 
if the project company actually produces a product. 

These agreements are sometimes referred to as having "hell-or-high-water" 
obligations. Even if the project company produces nothing or delivers noth- 
ing, or even if the project is incapable of producing or delivering anything, 
the payment obligation exists. 

This obligation results in a characterization of take-or-pay contracts as a 
form of a guarantee. In most situations, it is reportable as a guarantee of a third 
party's debt on financial reports and information of the purchaser. 

Also, because this type of agreement is a guarantee, the off-take purchaser 
may need to receive approval from its own lenders to enter into the contract. 
Most loan agreements restrict the ability of a borrower to provide indirect guar- 
antees of a third party's debt without consent. 

[3] Take-and-Pay. The take-and-pay contract requires the purchaser 
to take and pay for the project output, or to pay the project company as if it 
did take the output. However, the buyer is only obligated to pay if the project 
company has actually produced and delivered the product or service. If the pur- 
chaser does not want to buy the output, it is not required to do so, provided the 
project company is incapable of producing the product contracted for. It is 
sometimes called a take-if-offered contract. 

Like the ironclad take-or-pay contract, this version is typically struc- 
tured with two components to the purchase price: f ~ e d  and variable. The fixed 
cost, which the off-take purchaser must always pay if the project can produce 

1 A.F. Brooke 11, Great Expectations: Assessing the Contract Damages of the Take- 
or-Pay Producer, 70 TEX. L. REV. 1469 (1992). 
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the product contracted for, represents the cost of project debt service, fixed 
operating costs and a minimum equity return. The off-take purchaser must 
pay the variable cost only if the purchaser wants to buy the product, and rep- 
resents variable operating costs. The risk that the project company will sell suf- 
ficient off-take to satisfy debt obligations, operating costs and an equity return 
is firmly with the project company. 

This arrangement may not sound different from a long-term sales agree- 
ment, discussed below. The distinction is that in a take-and-pay agreement the 
purchaser has an option to refuse deliveries if it pays a capacity charge, which 
reflects the producer's fixed costs. In a long-term sales agreement, undeter- 
mined contractual damages could be awarded to the seller for a breach of the 
buyer's purchase obligations. 

[4] Blended. Off-take contracts are sometimes structured to include 
aspects of both take-and-pay and take-or-pay contracts. In a blended contract, 
payments of the purchaser are required in specified cases of service interrup- 
tion. Such payments can be loans or advance payments, which the project com- 
pany then credits against service provided later. 

[5] Long-term Sales Agreements. A long-term sales agreement is an 
agreement between the project company and a purchaser for the purchase and 
sale of specified quantities of the project's output. The term of the agreement 
is usually one to five years. 

The purchaser has the obligation to purchase the contract quantity only 
if it is produced and delivered, and meets the contract quality requirements. 
If it does not buy conforming goods, contract damages may be payable to the 
project company. The purchaser has no obligation, however, to make minimum 
payments to support the project debt. 

[6 ]  Spot Sales. The least useful project finance off-take arrangement 
is a spot sale, at the market price existing at the time of sale. Such sales are some- 
times pursuant to a contract or purchase order. There is no obligation of the 
purchaser to make additional purchases, pay capacity charges or otherwise sup- 
port the project debt if the purchases are not made. 

$18.03 CONTRACTUAL RISK-THE VALUE OF CONTRACTS TO 
THE PROJECT COMPANY AND AS A CREDIT SUPPORT 

Two legal considerations contribute to the value of project finance contracts 
to the project company and to the lender as the basic credit support for a trans- 
action. Since the usefulness of the contract to both the project company and 
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the lender depends upon enforceability at law, the fundamentals of contract 
law must be applied. Moreover, the viability of the contract as collateral if the 
transaction results in economic difficulties must be considered. 

From the project company's perspective, the project contracts are the basis 
for project earnings and expenses. Similarly, from the lender's perspective, 
the salient collateral in a project financing is the collection of contracts entered 
into by the project company for the development, construction and opera- 
tion of the project, which are each crucial to the credit assessment of the lender. 

Generally, each project finance contract is an executory contract: one of 
the project participants has yet to perform or finish performing for entitlement 
to the full benefits of the contract, and the other party has yet to pay in full 
for the goods or services.2 Executory contracts present unique risks to the proj- 
ect which affect the value as collateral. The risk to the project finance lender 
is based on this executory nature. Neither the project company nor the other 
contracting party (the "obligor") will have performed any significant con- 
tractual obligation at the time of the closing of the project finance loan. Moreover, 
ongoing performance obligations will exist throughout the life of the project 
since project finance contracts typically have terms of 15,20 and as long as 
thirty years. A legion of excuses will exist to give the obligor defenses to the 
requirement to perform the contract, including payment of any revenue due 
the project. 

For example, the obligor may have a defense to performance or payment 
that arises under the terms of the contract, or the obligor may have a right of 
setoff arising independently of the project financing. Since each project con- 
tract operates in a changing, not static, environment, the contract is subject 
to modification by formal amendment or waiver of rights or remedies. A proj- 
ect financing is therefore distinguishable from accounts receivable financing: 
the collateral is subject to many problems that arise from the executory nature 
and that interferes with the ultimate collateral value. 

018.04 RISKS IN CONTRACT TERMS AND DEFENSES 

In a book about international transactions, it is a challenge to present infor- 
mation applicable throughout the globe, while recognizing that most law is 
developed on a country-by-country basis. With that apology, the following dis- 
cussion is based primarily on the Uniform Commercial Code, as it is in effect 
in the various states of the United States of America. 

2 See generally, BARKLEY CLARK, THE LAW OF SECURED TRANSACTIONS UNDERTHE 
UNIFORM COMMERCIAL CODE at 11-4 (1993)(citing Scott L. Hoffman, A Practical Guide 
to Transactional Project Finance: Basic Concepts, Risk Identification, and Contractual 
Considerations, 45 Bus. LAW 181 (1989)). 
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The rights of the project company in a contract are, of course, subject to 
the contract terms and many defenses, claims, and other offsets. These defenses 
and claims subject the project finance lender to a variety of risks resulting from 
the project company's contract performance, misconduct and the enforceability 
of the contract. 

One solution is for the secured party to obtain in the consent a "cutoff" 
pursuant to U.C.C. 999-206 and 9-318(1)(a) that the other contracting party 
will not assert claims, defenses or offsets against the secured party.' Such an 
agreement is unenforceable, however, where the secured party knew of the 
defense or  did not act in good faith.4 Further, the contracting party would 
not be considered to have waived the contractual defenses that relate to capac- 
ity, such as fraud and lack of authority.5 

If a cutoff agreement cannot be obtained or a consent otherwise negoti- 
ated, the secured party can still benefit by giving the other contracting party 
notice of the assignment. U.C.C. 99-318(1)(b) provides the secured party with 
the ability to stop the other contracting party from raising defenses or claims 
against the secured party that accrue after notice is given which are related to 
other transactions between the project company and the other contracting party.6 

In addition, or  as an alternative to an agreement with or  notice to the 
obligor, the lender will examine the contracts for validity and enforceability. 
This due diligence investigation typically takes the form of opinions and review 
by counsel. 

[I] Commercial Impracticability. The common law doctrine of frus- 
tration of purpose relieves an obligor of its duty to perform where a failure of 
some basic assumption results in extreme difficulty or expense.' Changed 
circumstances that frustrate or render impracticable a purchaser's perform- 
ance obligations under a project output sales agreement could therefore result 
in the avoidance of the agreement by the purchaser. The general test is "whether 
the cost of performance has in fact become so excessive and unreasonable 
that the failure to excuse performance would result in grave injusticel's 

U.C.C. 559-206; 9-318(1)(a); see generally, B. Clark, supra note 1 at 11-23 
to 11-24 (1993). 

U.C.C. 59-206. For applicability of this clause to assignable agreements other 
than sales contracts, see B. Clark, supra note 1 at 11-5. 

U.C.C. 59-318(1)(b). 
U.C.C. $9-318(l)(b). 
RESTATEMENT (SECOND) OF CONTRA~S, $9261,265 (1981). 
Gulf Oil Corp. v. Federal Power Comm'n, 563 F.2d 588,599 (3d Cir. 1977). 

Although commercial impracticability has been successfully invoked in long-term sup- 
ply contract cases, e.g., Aluminum Co. of Am. v. Essex Group, Inc., 499 F. Supp. 53,70 
(W.D. Pa. 1980), International Minerals &Chem. Corp. v. Llano, Inc., 770 F.2d 879,887 
(10th Cir. 1985)(natural gas purchaser held unable to receive gas because of imposi- 
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Alternatively, a project participant may avoid performance of contractual 
obligations through the doctrine of commercial impracticability. The doctrine, 
embodied in U.C.C. $2-615,9 provides that performance under a contract 
will be excused if the party has not assumed the risk of some unknown con- 
tingency, the nonoccurrence of the contingency had been a basic assumption 
underlying the contract, and the occurrence of the contingency has made 
performance commercially impracticable. 

Section 2-615 is generally applied when an unforeseeable contingency has 
altered the essential nature of the performance. U.C.C. comment 4 states that 
"the severe shortage of raw materials or  of supplies due to a contingency such 
as war, embargo, local crop failure, an unforeseen shutdown of major sources 
of supply or the like. . ."may entitle a party to relief under $2-615.'" The Section 
does not excuse a party from its contract obligations merely due to a rise or  
collapse in the market, however, because that is "the type of business riskwhich 
business contracts made at fixed prices are intended to cover."I1 Thus, courts 
have declined to excuse the buyer from performance merely because resale mar- 
ket prices fall severely after contract execution.12 

Frustration of purpose and commercial impracticability are generally not 
major risks for the project participants. The nonrecourse limitations on debt 
repayment require that project contracts contain detailed force majeure pro- 
visions to allocate risks associated with contract performance. Thus, the proj- 
ect company can limit a project participant's recourse to the doctrine of 
commercial impracticality by enumerating in the contract the sole contin- 
gencies that will excuse performance. Comment 8 to 52-615 provides that 
the applicability of that Section is "subject to greater liability by agreement."13 

[2] General Contract Theories. Other legal theories that can be 
invoked to abrogate project contracts include mutual mistake as to the basic 

tion of state environmental rule), it has not been accepted with extensive success. See, 
e.g., Iowa Elec. Light and Power Co. v. Atlas Corp., 467 F. Supp. 129 (N.D. Iowa 19781, 
rev'd on other grounds, 603 F.2d 1301 (8th Cir. 1979), cert. denied, 445 U.S. 911 
(1980)(increase in cost of uranium); Superior Oil Co. v. Transco Energy Co., 616 F. 
Supp. 98 (W.D. La. 1985)(increase in cost of natural gas); Eastern Air Lines, Inc. v. Gulf 
Oil Corp., 4 15 F. Supp. 429 (S.D. Fla. 1975)(energy crisis price increase and impact on 
long-term, fixed price fuel contract). 

9 U.C.C. $2-615. Although Section 2-615 expressly refers only to a seller, 
Comment 9 to that Section provides that, in certain circumstances, a buyer may be enti- 
tled to relief. See J. WHITE & R. SUMMERS, UNIFORM COMMERCIAL CODE 128 (2d ed. 
1980). 

lo U.C.C. $2615, Comment 4. 
1' Id. 
l2 U.C.C. 52-615, Comment 9. 
l3  U.C.C. $2-615, Comment 8. 
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assumptions of the transaction,'4 and "unconscionability" arising out  of one- 
sidedness.15 In addition, each project contract is subject to  the terms of per- 
formance set forth in the contract, including such provisions as warranties,16 
and conditions to  performance. Thus, a court may provide relief from unan- 
ticipated commercial risks, despite the collateral impact o n  financing. 

[3] An Example of Project Contract Risks: Output and Requirements 
Contracts. Although a complete analysis of contract law is well beyond the 
scope of this book, an example of the potential issues that could appear to frus- 
trate the expectations of  the project participants will suffice. In analyzing a 
project financing, the  structure of the contractual obligations in supply and 
sales agreements, such as whether a supply of goods contract is either an out- 
put  contract o r  a requirements contract, is important to  the credit analysis by 
the lender. Excuses to  performance under these contracts that the U.C.C. per- 
mits can affect the operation of the project and the predictability of cash flow. 

A requirements contract is a n  agreement in which the project company 
promises to sell and deliver all the buyer's requirements of specified goods, and 
the buyer promises t o  refrain from buying comparable goods from any other 

l4 The doctrine of mutual mistake provides relief if a mistake is made by both 
parties about a basic assumption on which the contract is formed, which had a mate- 
rial effect on the agreed performance, and was a risk not undertaken by the breaching 
party. See RESTCEMENT (SECOND) OF CONTRACTS 4152 (1981). E.g., Aluminum Co. of Am. 
V. Essex Group, Inc., 499 F. Supp. 53,69 (W.D. Pa. 1980)(long-term supply contract; 
attempt to tie a contract price to other prices permits reformation in light of unfore- 
seen increases in electricity prices brought about by rising oil prices); but see Exxon 
Corp. v. Columbia Gas Transmission Corp., 624 F. Supp. 610 (W.D. La. 1985) (assump- 
tion that contract price would provide profit held not sufficient basis for modifica- 
tion of purchase contract). 

l5 U.C.C. $2-302. Generally, a presumption of conscionability in contracts exists 
between two parties in a commercial setting. E.g., Consolidated Data Terminals v. Applied 
Digital Data Sys., Inc., 708 F.2d 385,392 (9th Cir. 1983). Courts have applied the uncon- 
scionability doctrine as a basis for refusing to enforce a commercial agreement where 
unequal bargaining power exists. E.g., Pittsfield Weaving Co. v. Grove Textiles, Inc., 12 1 
N H. 344,430 A.2d 638 (198 1). SeeCal. Civ. Code $1670.5 (West 1979) which extends 
the doctrine of unconscionability to all contracts. 

U.S. courts are consistently adverse to an unconscionability defense based on infla- 
tion, since unconscionability is determined at the time the contract is signed, not 
performed. E.g., Kerr-McGee Corp. v. Northern Util., Inc., 673 F.2d 323,328 (10th 
Cir. 1982), cert. denied, 459 U.S. 989 (1982) (rejection of utilityclaim that an indefinite 
price escalation clause in a natural gas sales agreement was unconscionable); Compania 
de Gas de Nuevo Laredo v. Entex, Inc., 686 F.2d 322,328 (5th Cir. 1982)(application 
of clause providing for pass-through of cost increases was not unconscionable). 

l6  U.C.C. $52-313 (express warranties), 2-314 (implied warranty of mer- 
chantability), 2-3 15 (implied warranty of fitness for a particular purpose), 2-316 (exclu- 
sion and modification of express and implied warranties). 
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supplier. In an output contract, the project company promises not to sell spec- 
ified goods to any other customer, and the buyer promises to accept and pay 
for all of the goods that the project produces for sale. 

Generally, the buyer in a requirements contract has no duty to  have any 
requirements, and the seller in an output contract has no duty to have any out- 
put. A good faith standard applies to both, however."" The U.C.C. defines good 
faith as "honesty in fact and the observance of reasonable commercial stan- 
dards of fair dealing in the trade."18 

The U.C.C. also provides that no quantities unreasonably dispropor- 
tionate to any stated estimate, or in the absence of a stated estimate to any nor- 
mal or otherwise comparable prior output or  requirements, may be tendered 
or demanded.19 This proviso applies only to increases in requirements o r  
output, not reductions.20 Thus, a drastic reduction, even to the point of ter- 
mination, is not precluded if made in good faith. 

From the project company's perspective, the good faith termination stan- 
dard allows the buyer to escape from contractual obligations. A buyer, for exam- 
ple, may end its requirements by a good faith decision to  use a substitute 
good for that supplied under the contract, such as the substitution of natural 
gas for coal in the buyer's production process.21 Also, a buyer's discovery of a 
less expensive substitute may constitute a good faith excuse for terminating 
all of its requirements.22 Similarly, where the buyer can prove that continued 
operation would cause severe economic loss, courts will permit termination of 
a product line or production segment.23 Thus, even if the buyer's needs decrease, 
the project may lose sufficient revenue to amortize the loan. 

Contractual provisions can be included to render the termination issue 
more predictable.24 For example, the buyer can agree to have future require- 

l7  E.g., Fort Wayne Corrugated Paper Co. v. Anchor Hocking Glass Corp., 130 
E.2d 471,473 (3d Cir. 1942); see also U.C.C. 52-306(1). 

IB U.C.C. $2-103(l)(b). 
l9 U.C.C. $2-306(1). 
2o See R.A. Weaver and Assoc., Inc. v. Asphalt Constr., 587 F.2d 1315, 1322 

(D.C. Cir. 1978); Finch, Output and Requirements Contracts: The Scope of the Duty to 
Remain in Business, 14 U.C.C. L.J. 347,351 (1982). 

21 Paramount Lithographic Plate Service, Inc. v. Hughes Printing Co., 22 U.C.C. 
Rep. 1135 (Pa. C.P. 1977), aff'd w/o opinion, 337 A.2d 1001 (Pa. Sup. 1977), citing 
McKeever, Cook & Co. v. Cannonsburg Iron Co., 138 Pa. 184,16 A. 97,20 A. 938 (1888, 
1890). 

22 Id. 
23 Fort Wayne Corrugated Paper, 130 F.2d 471 (3d Cir. 1942); HML Corp. v. 

General Foods Corp., 365 F.2d 77,8l (3d Cir. 1966). Conversely, if the contract is fwd- 
price, and the market price for the good or service increases, the project loses the 
ability to recover the increase in value. See U.C.C. 02-306 Comment 2. 

24 See, e.g., Monolith Portland Cement Co. v. Douglas Oil Co. of Cal., 303 F.2d 
176 (9th Cir. 1962); see also In re United Cigar Stores, 8 F. Supp. 243 (S.D.N.Y. 1934). 
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ments through a minimum quantity term in the contract, thus obligating the 
buyer to purchase that minimum quantity of goods, even if the buyer decides 
to terminate operations.25An additional protection is to require an assignment 
of the requirements contract to the successor-in-interest upon the consolida- 
tion, merger or sale of the requirements business.26 

An output contract will shift the risks of business termination and quan- 
tity variations to the buyer of the project output. Since in an output contract, 
the buyer agrees to accept and pay for aU of the goods that the project produces 
for sale, the buyer, not the project, bears the risk of uncertainty. 

118.05 REVENUE CONTRACTS IN TRANSNATIONAL PROJECTS 

In some countries, a project financing, which is based on the underlying cash 
flow from the revenue-producing contracts of the project, is a new concept. 
Until recently, financings based on contracts committed to repayment of proj- 
ect debt were relatively unknown in developing countries. Thus, key project 
finance contract provisions that are standard in the United States and Great 
Britain are not yet developed in these countries. Examples of these standard 
provisions, considered essential to a successful project financing, include defin- 
itive obligations for purchases of a project's output at a defined price, defaults 
and remedies. 

118.06 ENFORCEMENT OF REVENUE CONTRACTS IN 
TRANSNATIONAL PROJECTS 

Reliable methods for enforcing a revenue-producing contract on which a proj- 
ect financing is based must be carefully considered. These include the follow- 
ing factors: (i) access to judicial system; (ii) length and cost of judicial process; 
and (iii) enforcement of arbitration provisions. 

If the enforcement of such contracts is lengthy, costly or otherwise unpre- 
dictable, the project could still be considered creditworthy. This is because 
the underlying economic conditions affecting the project output, and need for 
the output, could justify a project financing even without a firm output pur- 
chase contract in place. 

25 Utah Int'l, Inc. v. Colorado-Ute Elec. Ass'n, Inc., 425 F. Supp. 1093,1096-97 
(D. Colo. 1976)(dictum). 

26 SeeFinch, supranote 19; cf: Texas Indus., Inc. v. Brown, 218 F.2d 510,513 (5th 
Cir. 1955) (similar contract provision construed to reinforce court's conclusion that 
leasing of plants to another party did not release requirements buyer from contract 
obligations). 
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518.07 ASSIGNMENT OF REVENUES TO THE PROJECT LENDERS 

Because of the importance of revenue produced by off-take contracts to repay- 
ment of project debt, it is typical for all payments to be made to the project 
lender, for credit to the project companfs account. The consent of the off-take 
purchaser to this arrangement is discussed in chapter 26. 

918.08 SELECTED PROVISIONS IN OFFTAKE CONTRACTS 

Off-take contracts are negotiated to reflect the underlying goals of the project 
participants. Consequently, these contracts, more than any other contract used 
in a project financing, tend to be unique for each transaction. There are some 
basic common provisions, however, which are discussed and sampled in the 
sections that follow. 

518.09 AGREEMENT FOR ALLOCATION OF A PORTION OF 
PRODUCTION CAPACITY 

[I ]  Introduction. The allocation of all or a specified portion of the 
output capacity of a project gives a purchaser supply certainty. This alloca- 
tion assures the purchaser that it has manufacturing or other production capac- 
ity available to it, though it does not actually own the production facilities. 

At the same time, this allocation provides sales predictability to the proj- 
ect company. Either the allocated capacitywill be used for production and sale 
to the purchaser, or the purchaser will pay a capacity or other charge to the 
project company in return for reserving, but not using, capacity. 

[2] Draft Provision. 

The [Project Company] allocates to the Purchaser a percentage of the 
total output capacity of the [Project] equal to [ ]  percent, per calen- 
dar [month/quarter/year]. 

$18.10 OPTION CAPACITY 

[I ]  Introduction. If there is more than one purchaser of a project's 
output, any purchaser wishing to be excused from its purchase obligation could 
probably escape liability if the other purchasers can purchase the capacity out- 
put no longer needed by the withdrawing purchaser. Off-take contracts will 
typically require that the withdrawing purchaser's capacity be offered to 



International Project Finance 

other purchasers. If another purchaser agrees to take the capacity, the with- 
drawing purchaser will be released of any obligation to pay capacity and standby 
charges to the project. 

[2] Draft Provision. 

The Purchaser shall have the option, txercisable on [specifyperiodl's advance 
notice, to increase such percentage to an additional percentage of up to 
[ I  percent. 

518.11 RESERVE CAPACITY 

[I] Introduction. Often a project's actual capacity is greater than its 
designed, or  nameplate, capacity. Off-take purchasers sometimes want to 
have the first option to purchase the excess capacity. This is particularly true 
in projects based on  take-or-pay contracts, where the purchasers indirectly 
guarantee the underlying project debt. 

[2] Draft Provision, 

If at any time the [Project Company] determines that the actual capacity 
of the Project is in excess of the Nameplate Capacity, and the [Project 
Company] determines to operate the Project to take advantage of such 
additional capacity, which such decision shall be in the sole and absolute 
discretion of the [Project Company], then it shall make available to the 
Purchaser an option to purchase such reserve capacity. The Purchaser shall 
have the option, exercisable on [specifyperiodl's advance notice, to increase 
its purchased capacity hereunder to an additional percentage of up to 
[ I  percent of the total reserve capacity. 

918.12 STANDBY CHARGE 

[ l ]  Introduction. A standby charge is the penalty under a take-or- 
pay contract equal to a project's fixed costs. If the purchaser does not purchase 
the contracted output of the project, it must pay the standby charge. If the proj- 
ect company is able to  sell the output to another purchaser, the amount of 
the standby charge payable by the nonpurchasing entity is reduced. 

[2] Draft Provision. 

If the Purchaser does not purchase and pay for the Minimum Quantity 
during any calendar month, it shall pay to the [Project Company] the Standby 
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Charge. The Standby Charge means an amount equal to the difference 
between (A) the sum of (i) the Debt Service Costs, (ii) the Fixed Operating 
Costs and (iii) the Minimum Equity Return, and (B) the total sales price 
of any Minimum Quantity sold to another purchaser (but only that portion 
of the sales price representing the costs described in (A)(i) through (iii)). 

518.1 3 SANCTITY OF CONTRACTS 

[I]  Introduction. Often project financings are based on firm cash 
flows founded on governmental action, such as a contract, or backed by gov- 
ernmental support, such as a law or regulation, or both of these. This founda- 
tion for a project financing is often crucial in many countries, particularly in those 
with emerging economies where such governmental action is often necessary. 

An example from the United States is instructive of the problem. In its 
Public Utility Regulatory Policy Act of 197827 ("PURPA"), the U.S. required 
utilities to purchase electric power at state-established rates. The statute gave 
a project company a firm cash flow on which to structure a loan since, in 
general terms, once the project company produced electricity to sell to a util- 
ity, the utility was required under PURPA to buy it. 

Even with this greater level of predictability over cash flow, project partic- 
ipants generally required that the PURPA purchase obligation be memorialized 
in a contract. This was because specific price, delivery, warranty and default pro- 
visions are each significant to a financing based solely upon project revenues. 

Despite the contractual form, the U.S. experience is that the governmen- 
tal support that produces this firm cash flow is nonetheless subject poten- 
tially to post-contract public policy considerations. The risk is that legislatures 
or regulatory agencies will be pressured to improve unfavorable effects of the 
contract that, when negotiated and approved under then applicable eco- 
nomic circumstances, was reasonable to the contracting parties and the legis- 
lature or governmental agency. If the contract is altered, the effect on the 
sufficiency of project revenues to support debt service may be negative on, or 
fatal to, project viability. 

[2] Analysis Under U.S. Law. The ability of a U.S. state to interfere 
with an existing project finance contract is governed by the law applicable to 
that state. For example, the constitutional prohibition on enacting any law that 
will substantially impair the obligation of contracts is based on the Contract 
Clause in the U.S. Constitution.28 The U.S. Supreme Court has generally ana- 

27 16 U.S.C. $824a-3. 
28 '"0 state shall. . . pass any. . . Law impairing the Obligation of Contracts.. . ." 

U.S. CONST. art. I, $10, cl. 1. 
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lyzed Contract Clause cases by balancing the rights of contracting parties against 
the needs of the state; all impairment is not prohibited.29 

The Contract Clause does not obliterate state police power, however. Utilities 
and other industries dedicated to a public purpose are subject to state police 
power legislation.30 A contract with a utility is therefore not immune from a 
state order changing or superceding existing rates." 

In Energy Reserves Group, Inc., v. Kansas Power &Light Co.32 the U.S. 
Supreme Court applied a two-prong test to determine whether a particular 
state action is permissible under the Contract Clause. The Court required a 
state to have: (i) a significant and legitimate public purpose behind the regu- 
lations, and (ii) adjusted the rights and responsibilities of contracting parties 
based upon reasonable conditions and a character appropriate to  the public 
purpose justifying the state action.33 

Kansas Power & Light Co. and its gas supplier, Energy Reserves Group, 
Inc., had entered into two intrastate natural gas supply contracts, which included 
two types of indefinite price escalator clauses. One provision provided the sup- 
plier the option for redetermining the sale price no more than once every two 
years. The other clause provided for increases in the sale price based on increases 
in governmental gas price ceilings.34 After the contract was executed, Congress 
deregulated gas sales, and authorized the states to regulate intrastate gas prices.$= 
In response, Kansas enacted price controls.36 The utility refused to  adjust the 

While the authors of the U.S. Constitution intended the clause to restrict the abil- 
ity of the states to enact debtor relief laws, it has been expanded by the courts. See 
generally, L. LEVY, ORIGINAL INTENT AND THE FRAMERS' CONSTITUTION 124--36 (1988); B. 
WRIGHT, THE CONTRACT CLAUSE OF THE CONSTITUTION (1938); FELIX FRANKFURTER, THE 

COMMERCE CLAUSE UNDER MARSHALL, TANEY AND WAITE (1937). The clause does not apply 
to the federal government. 

29 The ability of a state to interfere with an existing contract may also be limited 
by Congressional preemption which renders federal jurisdiction exclusive in that 
area. See, e.g., National Gas Pipeline Co. v. Railroad Comm'n of Texas, 679 F.2d 51 
(5th Cir. 1982). 

'OContracts are generally subject to the state power "to safeguard the vital inter- 
ests" of the people of a state. Energy Reserves Group, Inc. v. Kansas Power & Light 
Co., 459 U.S. 400,410 (1983) (quoting Home Bldg. &Loan Ass'n v. Blaisdell, 290 U.S. 
398,434 (1934)). Supercession and annulment of existing contracts is permissible if the 
state action is based on a valid public purpose. E.g., Exxon Corp. v. Eagerton, 462 U.S. 
176, 190 (1983); Allied Structural Steel Co. v. Spannaus, 438 U.S. 234, 241-42 (1978). 

See Block v. Hirsh, 256 U.S. 135, 137 (1921). See also, Munn v. Illinois, 94 
U.S. 113, 133-34 (1876)(dedication of private property to a public use subjects the 
property to public regulation). 

32 459 U.S. 400 (1983). 
33 Id. at 41 1-13. 
34 Id. at 403-405. 
35 Id. at 405-406. 
36 Id. at 407-408. 
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contract price based on a provision in the Kansas statute that prohibited the 
enforcement of the price redetermination clause.37 Noting that the statute 
was not discriminatory to the gas supplier, but instead applied to all gas sup- 
pliers, the Court opined that the law was narrowly crafted to promote an impor- 
tant state interest in protecting utility ratepayers from market price fluctuations 
caused by federal deregulation of gas.'* 

Significant to the Court was the foreseeable impact of the governmental 
regulation on the gas contracts. Kansas had regulated natural gas sales for many 
years.39 Moreover, the natural gas contracts were explicitly subject to state 
regulation.40 

Most recently, in Keystone Bituminous Coal Assn. v. DeBenedictis2I the U.S. 
Supreme Court ruled that a Pennsylvania statute that restricts mining opera- 
tions to prevent subsidence damage does not violate the Contract Clause. The 
statute requires coal mine companies to leave in place sufficient coal for sup- 
port of publicly used buildings, cemeteries, and perennial streams,42 and regu- 
lations require the companies to pay repair costs if any damage is caused, although 
surface owners previously waived any claims to damages.43 Stating that the Court 
will not second-guess the state legislature's conclusion on how to resolve the 
vroblem. the Court ruled that no violation of the Contract Clause was found 
since the state has a strong public interest to prevent subsidence damage.44 

The Energy Reserves and Keystone decisions suggest that project financ- 
ings based on predictability in contract terms are not necessarily predictable. 
Areas that government highly regulates are subject to continuing regula- 
tion, and possibly contractual abrogation, without a violation of the Contract 
Clause. 

[3] Retroactivity and Settled Expectations-The Effect of 
Governmental Actions on Existing Contracts. The question of the retroac- 
tive effect of governmental actions on existing project finance contracts and 
transactions is of concern to project lenders and other participants, especially 
when legislatures and executive agencies question the appropriateness of exist- 

'' Id. at 408. 
38 Id. at 421. 
39 Id. at 414 note 18; compare Allied Structural Steel v. Spannaus, 438 U.S. 234 

(1978)(law under Contract Clause scrutiny affected an area not typically regulated by 
the state). 

'O Id. at 416; see, e.g., Hudson County Water Co. v. McCarter, 209 U.S. 349,357 
(1908)("0ne whose rights, such as they are, are subject to state restriction, cannot 
remove them from the power of the State by making a contract about them.") 

4' 480 U.S. 470 (1987). 
42 Id. at 476. 
43 Id. at 477. 

Id. at 506. 
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ing laws and  regulations in light of changing economic conditions.45 In  the 
U.S., the  question arises in both Contract Clause cases, which are discussed 
above, and  in the context of a taking of property without due process under 
the Fifth46 and Fourteenth47 Amendments to  its Constitution. 

I n  general, the U.S. courts are opposed to  retroactive legislation, tradi- 
tionally basing this opposition on a need for stability48 and o n  a reluctance to 
permit the legislatures to  affect selective classes of citizens.49 Where the retroac- 
tive legislation involves an emergency, the U.S. Supreme Court has tradition- 
ally tolerated the retroactive impact.50 Similarly, the Court tolerates the retroactive 
effect of legislation that ratifies prior governmental conduct or  adjusts an admin- 
istrative action.51 

In other types of retroactive legislation, however, the Court closely exam- 
ines the impact to  determine whether the legislature has overcome the gen- 
eral judicial distaste for retroactive laws. If the law affects a remedy and not a 
property right, o r  if the law bears a rational relationship to a governmental pur- 
pose, the retroactive impact is generally upheld. 

For example, in  Chase Securities Corp.  v. Donalds0n,5~ the plaintiff was 
barred from bringing a Blue Sky Law action because of a lapse of the statute 
of limitations. During a retrial and appeal, the Minnesota legislature removed 
the statute of limitations from certain categories of Blue Sky Law violations, 
including the type of violation about which the plaintiff complained.53 The 
plaintiff reasserted its claim, and the defendant contended that the retroac- 

45 See generally, Hochman, The Supreme Court and the Constitutionality of 
Retroactive Legislation, 73 Haw. L. Rev. 692 (1960); Slawson, Constitutional and Legislative 
Considerations in Retroactive Lawmaking, 48 CALIF. L. REV. 216 (1960); Greenblatt, 
Judicial Limitations on Retroactive Civil Legislation, 51 Nw. U. L. REV. 540 (1956); Seeman, 
The Retroactive Effect of Repeal Legislation, 27 KY. L.J. 75 (1938); Smead, The Rule Against 
Retroactive Legislation: A Basic Principle of Jurisprudence, 20 MINN. L. REV. 775 (1936). 

46 U.S. CONST. amend. V. E.g., Norman v. Baltimore & 0. R. Co., 294 U.S. 240, 
304-5 (1935); see generally, Hochman, supra note 44, at 693-94. 

" U.S. CONST. amend. XIV. E.g., Chase Sec. Corp. v. Donaldson, 325 U.S. 304, 
315-16 (1945); see generally, Hochman, supra note 45, at 693-94. 

48 See J. Rawls, A Theory of Justice 238 (1971). 
49 See Hochman, supra note 44, at 692-93. 
50 E.g., Lichter v. U.S., 334 U.S. 742 (1948)(Fifth Amendment challenge to 

Renegotiation Act of 1942, which permitted the federal government to renegotiate exist- 
ing contracts with private citizens to avoid profiteering from wartime conditions); 
but see Louisville Joint Stock Land Bank v. Radford, 295 U.S. 555 (1935)(emergency 
depression measure held invalid). 

E.g., F.H.A. v. The Darlington, Inc., 358 U.S. 84 (1958)(ratification of F.H.A. 
policy by Congress found not violative of Fifth Amendment); Anderson v. Mt. Clemens 
Pottery Co., 328 U.S. 680 (1946)(retroactive law which cured defect in existing law 
upheld). 

52 325 U.S. 304 (1945). 
53 Id. at 307. 
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tive law violated the due process protections of the Fourteenth A ~ n e n d m e n t . ~ ~  
The Court rejected the defendant's contention, basing its decision on the dis- 
tinction between the plaintiff's right to seek recovery, which was not affected 
by the law, and its remedy for doing so, which was the focal point of the law.55 

Where property rights are involved, the Court applies a type of rational- 
ity test to determine the constitutionality of the retroactive effect. In Railroad 
Retirement Board v. Alton Railroad Co.,S6 a substantive due process decision, 
the Court voided legislation that required railroad companies to establish pen- 
sion funds for workers no longer employed by the companies. The Court pre- 
sumably concluded that the right of a company to terminate employment 
relationships and the associated liability outweighed the governmental inter- 
est involved. 

The precedential value of Alton Railroad is limited, however, because of 
the decline of substantive due process, evidenced recently in the Court's deci- 
sion in Usery v. Turner Elkhorn Mining Co.57 In Usery, the Court considered the 
constitutionality of the black lung benefits legislation. The legislation required 
mine operators to pay benefits to miners who were no longer employed before 
the effective date of the law.58 The Court upheld the legislation under a due 
process challenge, noting that retroactive legislation is not unconstitutional 
simply "because it upsets otherwise settled expectations."59 Applying a rational 
relationship test, the Court concluded that the law justifiably allocated mine 
work health costs to mine operators.60 

Similarly, there are no substantive due process restraints on the power of 
Congress to legislate under the Commerce Clause, absent an express 
Constitutional limit on that power such as a reservation to the states of the 
power to regulate.6' The power of Congress to legislate under the Commerce 
Clause extends to the power to abrogate existing contra~ts.6~ 

The ability of U.S. legislatures to affect contractual arrangements, as evi- 
denced by Usery, is somewhat unsettling in the project finance context since a 
project financing is based on "settled expectations." The traditional U.S. judi- 
cial bias toward retroactive legislation can be overcome and upset the relia- 
bility of assumptions upon which the financing is based. Although property 
rights are affected, if legislation bears a rational relationship to a governmen- 

54 Id. at 308. 
s5 Id.at311.  
56 295 U.S. 330 (1935). 

428 U.S. 1 (1976). 
58 Id. at 8-9. 
59 Id. at 16. 
60 Id. at 19. 
61 U.S. CONST. art. I, $8, cl. 3; see, e.g., Gibbons. v. Ogden, 22 U.S. 1,196-97 (1824); 

Nebbia v. NewYork, 291 U.S. 502 (1934). 
Norman v. B & 0. R. Co., 294 U.S. 240,307-10 (1935). 
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tal purpose, the U.S. Supreme Court will presumably uphold the retroactive 
effect of the l eg i~ la t ion .~~  

[4] Lessons for  International Project Finance. The experience of 
the United States with the sanctity of project finance contracts is as much based 
in its unique laws as it is in its economy. The real lesson of this experience is that, 
with certain qualifications, governments and off-take purchasers may have sig- 
nificant incentives to escape from, or allow others to escape from, less than suc- 
cessful business arrangements. The challenge for project finance participants is 
not only to examine the laws that could interfere with the predictability of con- 
tract arrangements (their sanctity), but also to examine the underlying economics 
to understand if the contractual terms are justified over the life of the project. 

[S] Stability of Contracts in Emerging Markets-the Dabhol Project. 
These words came alive in India in 1995. The breach of a long-term power pur- 
chase agreement between the Indian state of Maharashtra and an affiliate of 
Enron Corporation, a U.S. energy company, presents a clear example of the risk 
of the loss of a contract in a project financing caused by state action.64 

In that project, the state of Maharashtra agreed to purchase electrical power 
produced at the US$2.8 billion facility at a negotiated rate, and to assume the 
foreign exchange risk. Enron was promised a sixteen percent rate of return 
on its investment in the facility. 

63 Abrogation of such a contract is not an unconstitutional taking under the 
Takings Clause. U.S. Const. amend. V. Although economic regulation may destroy value, 
if there is no physical invasion of property, and the regulation is in the public good, 
there is no "taking." Nor is the abrogation a violation of the Equal Protection Clause. 
U.S. CONST.AMEND~. See, e.g., Hodelv. Indiana, 452 U.S. 314,331 (198l)(ewnomic reg- 
ulations will not be invalidated if rationally related to a governmental purpose unless 
a fundamental right is abridged or a suspect class created). 

64 See generally, Enron Corp. Unit Receives Green Light for a Power Plant in 
India, WALL ST.  J., Aug. 11, 1994; Marcus W. Brauchli, A Gandhi Legacy: Clash Over 
Power Plant in India Reflects Deeper Struggle With Its Economic Soul, WALL ST. J., Apr. 
27,1995, at A1, A6; Marcus W. Brauchli, Enron Project is Scrapped By India State, 
WALL ST. J., Aug. 4, 1995, at A3; Miriam Jordan, Enron Pursues Arbitration in Dispute 
Over Project Canceled by Indian State, WALL ST. J . ,  Aug. 7, 1995, at A9B; John Bussey, 
Enron Sees Compromise on India Plant: Company Offers to Revise Pricing Pact But 
Keeps Its Legal Options Open, WALL ST. J . ,  Aug. 23, 1995, at A8; Miriam Jordan, State 
Government in India to Rethink Enron Power Plant, WALL ST. J., Sept. 25, 1995, at  A9; 
Enron and AES Unit Progress on Stalled Projects in India, WALL ST. J., Oct. 31, 1995, at 
A15; Enron Begins Talks With an Indian State on Big Power Project, WALL ST. J., NOV. 6, 
1995, at A19F; Miriam Jordan, Enron, Indian State Revive Power Project, WALL ST. J. ,  
Nov. 22, 1995, at A4; Terzah Ewing, Enron Resumes Building Dabhol Plant in India, 
Finishes a Phase of Financing, WALL ST. J., Dec. 11, 1996, at A4; Miriam Jordan, Enron 
of U.S. Setfles India Power Dispute, WALL ST. J. ,  Jan. 9, 1996, at A6. 
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Soon after a power purchase agreement was negotiated and signed, the 
financial closing occurred and construction began, the makeup of the gov- 
ernment of Maharashtra changed. The new government challenged the appro- 
priateness of the agreement, and then terminated it. In  essence, the new 
government justified the action by asserting that the prior government had 
negotiated a bad deal for India (expensive power prices; project too costly 
and awarded without competitive bid; environmentally unsound). Seemingly, 
the new government failed to recognize the complexities of project finance and 
the purpose of long-term contracts to support project financings. Alternatively, 
perhaps, it was a politically-centered move in which the infrastructure needs 
of India were subordinated to short-term political gains. Perhaps it was sim- 
ply that India, like many emerging countries, was still finding its way from colo- 
nialism to industrialization.65 In any event, the move succeeded in putting a 
halt to infrastructure development and finance in India-the unilateral ter- 
mination of the contract by the government sent shock waves throughout the 
project finance industry. Enron filed for arbitration of the dispute, but offered 
to renegotiate the contract. 

By the end of 1996, renegotiations had culminated in the settlement of the 
dispute and the resumption of construction. The renegotiated project resulted 
in a reduction in the capital cost and the power price. Also, the state received 
an equity interest in the project. 

What are the lessons learned from this project? While principles of inter- 
national law likely required that the state of Maharashtra perform the con- 
tract,66 the state made allegations about the negotiation process that, if true, 
could have excused the state from performance, or at least lessened its obliga- 
tions. Yet, the lengthy process of determining this in the courts or arbitration 
would have destroyed the project. But, price concessions by Enron would 
suggest that Enron was making too much money from the project. Still, if the 
state was permitted to attack the project, a dangerous message would be sent 
to all emerging countries about the sanctity of contracts and the risk tolerance 
of project finance. 

Marcus W. Brauchli, A Ghandi Legacy: Clash Over Power Plant in India Reflects 
Deeper Struggle With Its Economic Soul, WALL ST. I., Apr. 27, 1995, at Al ,  A6. 

66 The legal doctrine of pacta sunt servanda holds that every international agree- 
ment, like the repudiated agreement in the Dabhol project, binds the parties thereto and 
requires that it be performed in good faith. The legal theory, based on Western European 
principles of natural law, is that no government should have the right to change an exist- 
ing contract to further its own political, social or economic goals. RESTATEMENT (THIRD) 
OFTHE FOREIGN RELATIONS LAWOFTHE U.S. 321 (1987); seee.g., Sapphire Int'l Petroleums 
Ltd. v. National Iranian Oil Co., 35 I.L.R. 136, 181 (Arb. Award 1963); see also Terence 
Daintith & Ian Gault, Pacta Sunt Servanda and the Licensing and Tawation ofNorth Sea 
Oil Production, 8 CAMBRIAN L. REV. 27 (1977). The doctrine extends to state-controlled 
companies, which are not insulated from liability. Bg., McKesson Corp. v. Islamic Republic 
of Iran, 52 F.3d 346,352 (D.C. Cir. 1995)(separate existence of state-controlled com- 
panies that carry out state roles or policies does not shield the state from liability). 

341 



International Project Finance 

Enron made the correct choice. To a certain degree, Enron was the vic- 
tim of a poorly planned national energy strategy by India. Much of the prob- 
lem could have been avoided if a competitive bid program was used. Much of 
what Enron did was to apply an ex post facto bidding process to the project, 
thereby assuring the state (and the rest of the emerging countries) that the state 
received the same type of deal (perhaps better) than it would have received in 
a transparent arrangement. 

Some have feared that Enron's action would chill project development, 
destroy stability in international contracts, and prove that Western develop- 
ers are exploitive of emerging markets.67 I suspect it did not. Rather, it was an 
intelligent response to the underlying problem of a basic lack of transparency 
in the process, and a reassessment of risks that obviously led to  price conces- 
sions which Enron had confidence in. 

Will similar situations be avoided in the future? Likely yes, if competitive 
bidding arrangements and similar transparent processes continue to be devel- 
oped, and as public confidence in those processes increases. Yet, at least one com- 
mentator has predicted a possible re-emergence of nationalistic, and perhaps 
socialistic, attitudes that will result in similar attacks by host  government^.^^ 

There are several considerations that should be kept in mind when nego- 
tiating this type of project: 

the underlying contract must be carefully drafted to clearly obligate the 
off-take purchaser to take the project output, including provisions that 
clearly articulate if, when and how contractual terms can be reconsid- 
ered (such as termination for cause, termination for convenience, termi- 
nation for breach, changes in the capital facility, rights to operate or sell 
project after termination); 

consider use of a stabilization clause, which expressly forbids the unilat- 
eral termination of the contract by the host government, other than based 
on those events expressly provided for in the contract;69 

consider giving the host government an equity interest in the project; and 

ensure that the contract negotiation is a result of a competitive bid or some 
other process that ensures transparency. 

67 Danielle Mazzini, Stable International Contracts in Emerging Markets: An 
Endangered Species, 15 B.U. Int'l L.J. 343,355 (1997). Seealso Bernard Wysocki Jr., Some 
Painful Lessons on EmergingMarkets, WALL ST.  J . ,  Sept. 18, 1995, at A-1. 

Thomas W. Waelde & George Ndi, Stabilizing International Investment 
Commitments: InternationalLaw Versus Contract Interpretation, 31 Tex. Int'l L.J. 216, 
217-18 (1996). See also Michael D. Rarnsey, Actc of State and Foreign Sovereign Obligations, 
39 HAW. INTZ L.J. 1 (1998). 

69 Stabilization clauses are discussed in chapter 14. 
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519.01 INTRODUCTION 

In a power project, a power sales agreement, or power purchase agreement 
("PPA") as it is called by the purchaser, is the linchpin of an energy project 
financing. This agreement sets forth the obligation of the project company to 
produce power for sale, and for the power purchaser to buy it. It is from this 
transaction that the funds flow to pay debt service, operating costs and an equity 
return. It must fulfil, therefore, the dual role of financing document and 
operating document. 

The funds, of course, will not flow unless the power purchaser is credit- 
worthy; that is, the power purchaser must have sufficient cash to pay its bills, 
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as proven by past, present and expected future financial performance. To the 
extent this is not present, credit enhancement, such as a guarantee by a cred- 
itworthy central government or multilateral support, is needed.' 

519.02 REVENUE CONTRACTS IN TRANSNATIONAL PROJECTS 

In some countries, a project financing, which is based on the underlying cash 
flow from the revenue-producing power contracts of the project is a new 
concept. Project finance contract provisions that are standard in the United 
States and Great Britain are not yet developed in these countries. An example 
of this type of provision, considered essential to a successful energy project 
financing, is a definitive obligation for a utility's purchase of the project's energy 
output at a defined price. 

$19.03 DEVELOPMENT OBLIGATIONS 

Developmental activities for a project are often cumbersome. The acquisition 
of land and property rights necessary to install transmission lines and equip- 
ment, application for and issuance of permits, and other development activi- 
ties are often fraught with uncertainties and delay. In some projects, it is 
often prudent for the power purchaser to undertake either to assist the proj- 
ect company in these functions, or to actually obtain them for it. In some proj- 
ects, the power purchaser also assists the project company in negotiating the 
underlying project contracts for such contracts as fuel supply and trans- 
portation. In the end, however, it is the project company that must have in place, 
to its satisfaction, all the necessary elements of a project financing.Yet, as dis- 
cussed in the next section, the power purchaser has an interest in the devel- 
opmental tasks being completed according to its needs, as well. 

519.04 PERFORMANCE MILESTONES 

[I] Generally. The completion of construction and availability of the 
energy facility to meet the power needs of a power purchaser by a date cer- 
tain is important to the power purchaser. It may have cancelled or  declined to 
negotiate other power purchase arrangements, made capacity commitments to 
regulatory authorities, or postponed construction plans for other capacity con- 

' For an excellent overview of the risks presented in a power sales agreement, 
see John G. Manuel, Common Contractual Risk Allocations in International PowerProjects, 
1996 COLUM. BUS. L. REV. 37 (1996). See also William M .  Stelwagon, Financing Private 
Energy Projects in the Third World, 37 CATH. LAW. 45 (1996). 
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struction. To the extent the power contracted for is not available, it will face 
capacity constraints and possibly monetary damages. 

To safeguard the integrity of its planning decisions, the power purchaser 
typically requires the project company to meet "milestones." Milestones are a 
series of important events that must be completed by specified dates if the proj- 
ect is to be completed on time. Through proper due diligence, negotiation of 
milestones into the provisions of the construction contract, and the addition 
of reasonable time periods, the project sponsor can guard against risk for mile- 
stone delays. 

Examples of milestones, also called conditions precedent, that must be 
satisfied after or contemporaneously with contract execution include payment 
of a contract deposit to evidence commitment; evidence of ownership and con- 
trol over the development of the project; and obtaining any preliminary gov- 
ernmental approval. Conditions precedent that will need to be satisfied before 
commercial operation of the facility include energy tariff or rate approval; 
securing important permits; execution of construction, fuel and operating 
agreements; evidence of insurance; financial and equity closings; construction 
completion and satisfactory facility testing; and necessary documentation and 
data for the power purchaser to perform an interconnection study and to design 
and construct interconnection facilities. By the required date for commercial 
operation, operation at the contract-specified levels must be achieved. 

Failure of the project company to satisfy these milestones can arise from 
a myriad of factors, such as construction delays. This failure often allows the 
power purchaser to delay the start of capacity payments to the project com- 
pany. In addition, the power purchaser might be granted the right to benefit 
from any security deposited by the project company with the power purchaser, 
such as drawing on a letter of credit, in payment of liquidated damages for 
delay. In some projects, a "sunset" date is included in the power purchase agree- 
ment that gives the power purchaser the right to terminate the agreement if the 
milestone of commercial operation is not achieved on a timely basis. 

The project company is typically not responsible for all types of delays, 
however. If, for example, a delay in the project is caused by a political action 
of the host government, the project company is excused from its perform- 
ance obligation for the period of time necessary to alleviate the cause of the 
delay. The power purchaser, particularly if it is owned by the government, is 
considered better able to control political risks than the project company. 

[2 ]  Approval of Project Contracts. One important aspect for the 
power purchaser in determining the viability of the project relates to the 
project c0ntracts.A host of agreements will need to be negotiated and executed 
by the project sponsor before a project can proceed. Often, the power purchaser 
will want to review and approve the terms of these agreements, in addition to 
setting a milestone date for their execution. This is particularly true when the 
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power purchaser is paying, in the power purchase price, a portion of the pro- 
ject's fuel and operating costs as a direct pass-through. 

It might be argued, as it sometimes is, that the power purchaser need 
not analyze the contracts because the financing entity will do an adequate job 
of reviewing them. This is a fool's paradise for the power purchaser. Each of 
the power purchaser and the financing entity have different risks and rewards 
from a project financing. As an example, the power purchaser is likely to be 
in a long-term contractual relationship with the project company, well beyond 
the term of the underlying project debt. The long-term goals of the power pur- 
chaser may not be the same as the goals of the lender. A power purchaser can- 
not, therefore, safely rely on the lender for a project appraisal. 

Any review of project contracts will need to be done in an expeditious 
manner by the power purchaser. Consequently, provisions are typically included 
that provide limited time periods for comment, restrictions on arbitrary behav- 
ior, and deemed approval if the power purchaser ignores the contracts sub- 
mitted for review and no comments are received. 

[3] Financial Closing. Unless the project sponsor funds construc- 
tion costs from its own financial resources, project construction will not pro- 
ceed until financial closing has taken place and funds are advanced by the project 
lender for that purpose. Consequently, milestones tied to the release of con- 
struction funds are important to the power purchaser. It is not unusual for 
the power purchaser to require that financial closing be achieved by a date cer- 
tain, or the agreement terminates. 

[4] Penalties For Missed Milestones. 

Generally. If one of the project milestones is missed, the parties need a 
remedy to address the adverse effects of the failure. Possible remedies include 
reports to the power purchaser about the missed milestone and the course that 
will be followed to achieve it; a periodically paid damage amount (daily or 
monthly damage payments, refundable if the project is completed by a date 
certain) from a creditworthy entity; or even contract termination if the proj- 
ect is not or cannot be completed by a date certain. 

Delayed Entry into Commercial Operation. As discussed above, a delay 
in the completion of construction and availability of an energy facility to a 
power purchaser by a date certain can result in capacity constraints and pos- 
sibly monetary damages for the power purchaser under other contracts. If 
the date is not achieved, the power sales agreement may require that penalty 
payments be due to the power purchaser from the project company. The proj- 
ect company is typically excused from meeting the completion date, however, 
for force majeure events and for delays caused by the power purchaser. 
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Third party action or inaction can also delay the completion of the proj- 
ect. However, it is customary that the project company not be excused from 
meeting the scheduled completion date because of a delay caused by a third 
party. This is because the damages associated with such a delay can be recov- 
ered by the project company from the third party, particularly if it is a party 
to one of the other project contracts. 

Failure to Construct Facility. If the project is never constructed, the 
power purchaser is sometimes compensated for this failure by the project com- 
pany. Because the project company, as a thinly capitalized special-purpose entity, 
will have no financial resources to pay these damages, some form of financial 
security, such as a letter of credit or guarantee from a creditworthy entity, is 
needed. 

Shortfall in Nameplate Capacity. If the capacity of the project to pro- 
duce energy is less than the estimated nameplate capacity agreed to in the power 
purchase agreement, relief for the purchaser is generally provided. The target 
availability the project company generally commits to achieve is 82.5% to 85% 
of net nameplate capacity for a coal-fired power station and 90% or more of 
net nameplate capacity for a gas fired power plant. 

While the exact nature of the relief to the power purchaser for lower capac- 
ity is subject to negotiation, at a minimum some damages are payable while 
the project is repaired. After a period is afforded the project company to 
bring the capacity to its rating, and the project fails to do so, a damage pay- 
ment is generally made to the power purchaser to compensate it for the con- 
sequences of the capacity shortfall. The payment is usually used to reduce the 
project debt, since the project will be unable to generate sufficient revenues 
to service the debt outstanding. 

[5] Commercial Operations. One of the most important milestones 
is commercial operations. It is at this point that the project is able to provide 
safe, reliable power to the power purchaser. A procedure is typically established 
in the agreement that specifies the performance tests that determine when com- 
mercial operation is achieved. These tests confirm operating characteristics 
of the facility, the amount of reliable capacity, and safety issues. 

If the project milestone of commercial operations is not satisfied by the 
date required in the contract, any of several negotiated consequences will apply. 
The contract could terminate completely, without liability of the project 
company to the power purchaser. Alternatively, liquidated damages could be 
due to the power purchaser for each day of delay, and if commercial operations 
is still not achieved after a period of time, the contract would terminate either 
with or without additional damages due. 

A related topic is whether the project company is entitled to operate the 
project early. If so, the price charged for the power must be agreed upon. It 
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might be an energy-only payment, in which the power purchaser compensates 
the project company for its operating expenses (plus a profit), but not fixed 
charges already included in the construction budget. Or, the power purchaser 
might decline to purchase the early power and agree that it can be sold to third 
parties. In some situations, a bonus could be justified, particularly where the 
power purchaser is buying power from other sources at a high cost, or is gen- 
erating its own power at a higher cost. 

In some situations, such as economic or national emergencies, or in a sce- 
nario of temporary over-capacity, the power purchaser may want to delay com- 
mercial operations. If this flexibility is desired, the contract should contemplate 
the payments that will be due from the power purchaser to the project com- 
pany as compensation for the delay, and the amount of advance notice needed. 
Obviously, the further the project is in its construction schedule, the more 
expensive this option becomes for the power purchaser. 

[6] Force Majeure. Generally, a force majeure extends the date of 
required compliance under the contract. But, this is not always the case. In some 
power purchase agreements, a maximum delay caused by a force majeure is estab- 
lished, beyond which no extensions can be made even if the force majeure con- 
tinues to affect performance. This provides the power purchaser with the ability 
to pursue other sources of power in areas where there is no force majeure delay. 

519.05 OBLIGATION TO DELIVER POWER; OBLIGATION TO 
TAKE POWER 

The structure of the obligation of the power purchaser to accept, and the proj- 
ect company to deliver, power is the most important provision in a power pur- 
chase agreement. This obligation forms the basis for the credit support of the 
project financing. Excuses to performance under these contracts can affect 
the operation of the project and the predictability of cash flow. 

For this reason, the excuses to the power purchaser's obligation to pur- 
chase power are limited in scope. Force majeure events generally excuse the 
obligations of the parties. Other excuses include emergencies in the power 
purchaser's system and pre-emergencies, System emergencies are condi- 
tions on the power purchaser's system likely to result in imminent, signifi- 
cant service disruption, or to endanger persons or property. Pre-emergency 
conditions are conditions on the power purchaser's system, prior to an actual 
system emergency, that could reasonably be expected to result or lead to a 
system emergency. 

Most power purchase agreements used in a project financing are output 
contracts. These contracts allocate the risk of business termination and quan- 
tity variations to the power purchaser. Since in an output contract the power 
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purchaser agrees to accept and pay for all of the power that the project pro- 
duces for sale, the power purchaser, not the project company, bears the risk of 
demand uncertainty. 

The contract will specify the kind of power to be delivered. Options include 
intermittent energy, fuced energy or capacity and dispatchable energy. Because 
demand for power fluctuates based on such things as weather conditions, these 
agreements often include dispatch provisions. The dispatch provisions per- 
mit the power purchaser to select the periods during which it will purchase 
power. Capacity charges, designed to compensate the project company for its 
fxed costs, are paid during the period the project is not dispatched, however. 

Generally, the power purchaser will agree to purchase all of the capacity 
available from the project, up to a specified level. To the extent the capacity is 
not available, penalties are generally imposed. Because of this, the capacity level 
needs to be set at a realistic level. Typically, because energy demand fluctuates 
based on the time of day and the season of the year, the purchase obligation 
also varies according to the same variables. 

519.06 DELIVERY POINT AND INTERCONNECTION 

[I] Delivery Point. The power contract must state the point of deliv- 
ery of the power sold. Often, this is accomplished by a adding a set of line draw- 
ings as an exhibit to the agreement that specifies the point of interconnection. 

[Z] Interconnection Facilities. Also, the contract must allocate respon- 
sibility for design, construction, ownership and maintenance of the intercon- 
nection facility and upgrades to the power purchaser's system needed to accept 
deliveries of power from the project. The project company will need all inter- 
connection facilities to be operable when the project is complete so that deliv- 
eries can be made to the power purchaser. 

[3] Power of Eminent Domain. Of particular importance is whether 
the utility has the legal authority to acquire land and other real estate inter- 
ests at little or no cost. This right is an important cost-savings tool for use in 
acquiring land for substations, transmission lines and other necessary inter- 
connection facilities. 

Even where a power purchaser has this power, however, it may be reluc- 
tant to incur political or citizen opposition by actually using it. This is partic- 
ularly true in developing countries where land in urban areas is over-developed 
and would require relocation of, and sacrifice by, impoverished people for 
the benefit of business interests. 

[41 Wheeling. If it is not physically possible or technically feasible to 
interconnect directly with the power purchaser, wheeling arrangements will be 
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necessary, and should be addressed in the contract. Among the contractual con- 
siderations are responsibility for wheeling arrangements, wheeling costs and 
transmission line losses. 

[5 ]  Land Rights. In addition to the power of eminent domain, other 
rights concerning land are important in a power purchase agreement. The agree- 
ment should include mutual rights for access to and use of real estate of the 
other party. Access may be necessary for repair and maintenance of property 
located on the other's real estate, including interconnection facilities. As dis- 
cussed in chapter 26, these important real property interests must provide for 
assignability to the project lender and any subsequent purchaser of the project 
from the lender. 

$19.07 PRICE FOR POWER 

[I] Introduction. A project financing of an energy project is based 
on the cash flow under the power sales agreement for power produced. The 
price established must provide a predictable revenue stream. 

[2 ]  The Political Side of Energy Rates-A Lesson Learned in the U.S. 
It is important to note a lesson learned in the United States in its power indus- 
try. Energy rates are political and economic. To the extent they are uneconomic, 
political forces will move to upset them. It is the same in developing countries. 
Despite competitive bidding, well-crafted documents and elaborate power con- 
tract pricing provisions, the ultimate rate charged for power to the ultimate 
users must meet economic realities. In short, the maximum price for power 
that the ratepayer can bear must be factored into the negotiation discussion. 

[3] General Forms of Power Contract Price Provisions. 

Take-or-pay. A take-or-pay contract is the term generally used to refer 
to a contractual obligation between a power purchaser and a power seller in 
which the purchaser agrees to make payments to the seller for energy capac- 
ity in return for maintaining the capacity to produce and deliver energy. Payments 
for capacity are made whether or not energy is actually generated at the pur- 
chaser's request. The payment obligation of the buyer for the capacity com- 
ponent is unconditional. Thus, even if no power is delivered, the payment 
obligation exists. If energy is produced, the purchaser pays for both the energy 
produced at the plant and the capacity of the plant. 

Take-and-pay. A take-or-pay contract is in contrast to a take-and-pay 
power contract. With a take-and-pay contract, the buyer is only obligated to 
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pay if the product or service is actually delivered. If power is delivered to the pur- 
chaser, the purchaser is obligated to pay certain definite amounts to the project 
sponsor. The risk that sufficient power will be sold to satisfy debt obligations, 
operating costs and an equity return are firmly with the project company. 

[4] Capacity and Energy Payments Structure. The price for power 
in a power sales agreement used to support a project financing is typically divided 
into two components: a capacity payment and an energy payment. These com- 
ponents create the revenue stream necessary to support the financing. 

[5] Capacity Payment. Capacity rates will be either fmed or variable. 
These rates might also be subject to a floor, front-loaded or levelized. Each of 
these is discussed in detail below. Whatever the approach, in a project financ- 
ing, the capacity payments required under the contract must be sufficient to 
enable the project sponsor to pay debt service payments, and fixed operating costs. 

The capacity payment is designed to provide financial support for the f i e d  
costs of a project and the equity return on the project sponsor's investment. 
It also includes recovery of project development costs of the project sponsor. 
As the foundation of revenue to repay fmed project costs, the capacity payment 
is paid throughout the initial term of the power contract, and is based on the 
capacity of the facility for energy production. If the facility is capable of pro- 
ducing power, the capacity charge is paid by the power purchaser, whether or 
not the power is actually purchased. 

The rationale for this approach is that these costs represent expenses 
that the project company incurs whether or not the facility is dispatched. In 
fact, with minor exceptions, if the purchasing utility had built and owned the 
facility itself, rather than contracting with the project company to purchase 
energy from it, these costs would have been incurred by the utility. 

The fixed costs include operating and maintenance expenses for the 
energy facility, such as maintenance and spare parts; fixed fuel costs, such 
as demand charges, pipeline costs and fuel transportation costs; financing 
expenses, such as principal, interest, letter of credit fees, and commitment 
fees; and insurance premiums for casualty, business interruption and polit- 
ical risk insurance. 

The return on equity investment is an important part of the capacity charge. 
The rate of return that is recovered by the project sponsor varies with the 
risks it assumes. In some countries, a maximum rate of return is established by 
government policy. 

Finally, the recovery of project development expenses by the project spon- 
sor is included as part of the capacity charge. Development expenses include 
construction costs of the facility, permitting costs, legal expenses, engineering 
services and environmental development costs. 
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Fixed or Variable. Capacity charges can be based on a fixed amount 
for each year of the contract, or vary with changing conditions.Variable capac- 
ity charges are not usually predictable enough to support a project financing. 

Floor. Capacity charges, subject to variation over time based on changed 
circumstances or facility performance, are often subject to a floor. Adjustments 
cannot be made to the capacity charge to the extent the price would fall below 
this floor, which is typically an amount needed to service project debt. This 
provides sufficient certainty to support a project finance transaction. 

Front-Loaded. At the beginning of commercial operations, a project 
company will have borrowed a large amount of debt, which needs to be serv- 
iced. In some situations, the capacity price for the power is structured to be 
greater in the early years of contract performance, when more debt is out- 
standing and debt service costs are higher, than the later contract years. 

The front-end loaded approach presents collateral security issues for the 
power purchaser. These are discussed in detail later in this chapter. 

Back-loaded. The opposite approach is to back-load the capacity pay- 
ments. Under this pricing alternative, debt amortization schedules provide 
for higher principal amortization in the later years of the contract. This approach 
is used when energy prices are predicted to he higher in the later years of the 
contract term. Politically, this approach can be useful in developing countries 
that want to avoid large increases in power rates necessary to support project 
financings. Alternatively, equity contributions or distributions can be modi- 
fied to offset the heavy interest payments in the early years of a project. 
Historically, however, the capital markets have not generally agreed to these 
solutions, favoring front-loaded power contracts, instead. 

Levelized. The middle approach is levelized capacity payments. Under 
a levelized approach, capacity payments are the same (level) over time, regard- 
less of the amount of debt outstanding. The payment amount is determined 
by calculating an average present value of a best-estimate, long-term projec- 
tion of a project's fixed cost expenditures and needs. 

161 Adjustment to Capacity Charges. An important consideration 
for the project company in determining the amount of the capacity charge is 
the risk that will be taken for unexpected costs. These include increases in con- 
struction costs; foreign debt interest rate margins and maturities; operating 
and maintenance cost variations; inflation affecting operations; foreign exchange 
fluctuations; domestic financing rates and maturities; changes in law; and 
changes in taxes. To the extent the power company bears the risk, the capacity 
charge will increase. The goal of such an approach is to ensure that the proj- 
ect company is in the same position it was in under the contract had the change 
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not occurred. To the extent the power purchaser bears the risk, no increase will 
be awarded. 

The allocation of these risks varies from project to project. Where the 
power purchaser is a governmental entity, however, private sector disciplines 
(an advantage of privatization) typically result in the project company bearing 
the risks of increases in construction costs, foreign debt interest rate margins 
and maturities, and operating and maintenance cost variations. The other costs 
are typically allocated to the power purchaser-inflation affecting opera- 
tions, foreign exchange rate fluctuations affecting the components of the capac- 
ity charge, domestic financing rates and maturities, changes in law, and changes 
in taxes. 

For example, where a change in a governmental regulation increases the 
construction price, the power purchaser is obligated to pay a higher capacity 
rate. This is because the power purchaser is thought to be in a better position 
than the project company to control political events. Allocation of this risk to 
the power purchaser is particularly justified in developing countries where 
many power purchasers are still owned by the government. 

[7] Energy Payment. In contrast, energy payments are payable by 
the power purchaser only if energy is produced. Like capacity payments, energy 
payments can be fixed or variable, floor rates, forecasted or indexed. 

Energy payments are calculated to cover the variable operating expenses 
of the energy facility, such as fuel costs and variable operating and maintenance 
expenses. Examples include sales taxes and maintenance costs determined by 
project operation. 

The energy payment assumes project operation. It is paid throughout 
the term of the power contract, based on the actual energy output of the 
facility. No energy payment is due during periods in which the facility is not 
in operation. 

The variability of the components that constitute the energy payment, 
such as fuel costs, are subject to change over time. Consequently, the project 
company desires to either pass through the increased costs of fuel to the power 
purchaser by charging a higher energy rate that matches the increase, or adjust 
the cost of fuel pursuant to an appropriate index, such as inflation or cost of 
fuel in a particular market. 

Fixed or Variable Energy charges can be based on a fixed amount 6or each 
year of the contract, or vary with changing conditions. Adjustments, or vari- 
ability, are discussed below. A variable energy price, coupled with a fixed capac- 
ity rate, is a frequently used pricing formula for energy project financings. 

Floor. Energy charges, subject to adjustment over time based on changed 
circumstances, are often subject to a minimum or floor amount. Adjustments 
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cannot be made to the energy charge to the extent the price would fall below 
this floor, which is typically an amount needed to pay certain operating costs. 

Forecasted. A forecasted approach bases energy prices on a forecast of 
future energy rates. 

Indexed. Indexed energy rates adjust based on an agreed-upon index. 
Example indices include industry price indices, utility fuel price averages and 
fuel costs. Where an indexed approach is used, it is wise to include a mecha- 
nism for the parties to change the index if it is no longer available, is modi- 
fied in its components or if it otherwise fails to track costs fairly. 

[8] Fuel Costs. The allocation of price risk for fuel costs is typically 
placed on the project company. The assumption is that because fuel costs are 
not fuced, but rather are variable, the project company is best able to manage 
the risk. Nonetheless, the power purchaser typically has the right to approve 
the fuel arrangements and underlying contracts because of their importance 
to the project's success. 

There are, however, some projects that are captive, or tied, to a fuel sup- 
ply. Examples include projects that obtain fuel from a dedicated coal mine or 
dedicated gas reserve. 

The risk of fuel price increases is sometimes shifted to the power pur- 
chaser. If so, the power purchaser will take an active role in monitoring nego- 
tiation of the fuel contracts, minimizing take-or-pay obligations and other 
obligations that could increase the cost of fuel. To the extent take-or-pay 
obligations exist, the power purchaser will need to conclude that the price for 
power is sufficiently low that the power purchaser will purchase the project's 
power output. If so, the power purchaser minimizes the risk that the project 
will be idled due to high operating costs, and the risk that the power purchaser 
will need to pay under a take-or-pay contract for fuel not burned. 

[9] Penalties and Bonuses. The variability of the energy payment 
provides uncertainty for the power purchaser. At the same time, pass-through 
of operating costs provides the project company with minimal incentive for 
controlling these costs. 

Yet, if the project company accepted the contractual risk of escalating oper- 
ating costs, and was denied the ability to pass these through to the power 
purchaser, it would need to increase the capacity charge to compensate itself 
for the additional risk taken. This is not an attractive alternative for most power 
purchasers. Consequently, the typical power sales agreement structure addresses 
this concern through negotiated penalty and bonus payments. Penalties are 
applied for excessive levels of operating costs; bonuses for savings. 

It also provides for penalty and bonus payments in connection with the 
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capacity charge. This is because the power purchaser is relying on the avail- 
ability of the facility for energy production. Under the typical structure, to 
the extent the facility is not available, because of late construction completion, 
forced shutdown of the facility operation due to improper construction, or  
operation and maintenance, then the power purchaser is excused from pay- 
ing the capacity charge. 

However, that remedy is not always sufficient to compensate the power 
purchaser for the lack of deliveries. It may incur additional costs for purchas- 
ing the power elsewhere, or to generate additional energy at its existing facil- 
ities. Similarly, if the plant is operating at higher levels of capacity than the 
minimum set forth in the contract, the power purchaser might receive suffi- 
cient benefit from that additional availability to provide the project company 
a bonus for the additional performance. 

Other penalties and bonuses that are available for negotiation concern the 
construction costs for the project. It is typical for the project sponsors to bear 
the risk of construction cost overruns from the construction price estimate 
used to calculate the capacity payment needed. If construction price increases 
from that estimate, the project company might not have the funds necessary 
to service the debt. However, the project company is in the best position to con- 
trol those costs through proper estimating and negotiation of price increase 
protections in the construction contract. Consequently, the usual bargain reached 
is that to the extent the construction costs are less than the amount estimated 
when calculating the capacity charge, the project sponsor retains that portion 
of the capacity charge as a bonus, or it is shared in an agreed-upon percentage, 
with the power purchaser. 

A similar compromise is often negotiated concerning the capacity of the 
facility. An assumption is made when the capacity charge is calculated that esti- 
mates the amount of capacity for energy production that the facility will have 
at construction completion and during operation. It is typical for the project 
company to bear the risk of capacity underperformance from the estimate used 
to calculate the capacity payment needed. If capacity is less, the project com- 
pany might not have the funds necessary to service the debt. However, the proj- 
ect company is in the best position to control the delivered capacity through 
the construction contract and proper operation and maintenance practices. To 
the extent the delivered capacity is more than the amount estimated when 
calculating the capacity charge, the project company might receive a bonus, 
or be able to credit it against shortfalls during operation. 

As to risks that are outside the control of the project company, however, 
the purchasing utility typically retains the financial exposure. This is because 
the project company is unable to control the risks. Indeed, the power purchaser 
would have borne the risk if it had built and operated the facility. Examples 
include certain variable fuel costs and sales taxes. 
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[lo] When Capacity Payments Begin. Capacity payments typically 
begin on the date the project company is able to produce electricity, or when 
the power purchaser determines that electricity can be reliably produced at 
agreed-upon levels. If a delay in this date is caused by the power purchaser, 
capacity payments generally begin on the expected date of commercial oper- 
ations. However, force majeure events, acts by third parties and other events 
over which the power purchaser does not have control generally do not oth- 
erwise result in commencement of capacity payments. 

[ll ] When Capacity Payments End Because capacity payment amounts 
are designed to include project debt service, they are subject to revision when 
debt is repaid or refinanced on more attractive terms. This requires monitor- 
ing of the project company and its borrowing position throughout the term of 
the power purchase agreement. 

[12] The Problem of Equity Return for Developing Countries. Project 
finance lenders, cognizant of the higher risks in project financings for facilities 
located in developing countries, are more likely to insist upon high levels of 
equity investment by the project sponsors. Also, these entities will want to know 
that the project sponsors will receive a relatively high rate of return on those 
equity investments. This is because the lenders want the project sponsors to 
have an economic reason to stay involved in the project, and support it finan- 
cially if problems develop. A large equity investment, coupled with a reason- 
ably high rate of return, will help ensure the involvement of the project sponsors 
when the inevitable occurs. 

For developing countries, this presents political and economic prob- 
lems. First, power rates in these countries need to be increased to pay for the 
high equity returns, which customers might not be able to afford. Second, the 
increases may be objectionable to the rate payers, causing political repercus- 
sions. This may lead to a repudiation or renegotiation of the power agreement, 
either before closing, during construction, or well into the operation period. 

[13] What If the Deal Turns Out to  be a Bad One? The long-term 
nature of a power purchase agreement increases the possibility that one party 
will not enjoy the benefits it thought it would receive. If the loss is large enough, 
the disappointed party will seek to renegotiate the contract, or perhaps attempt 
to terminate it through litigation. The sanctity of contract doctrine is discussed 
at length in chapter 18. 

Local law needs to be consulted to determine whether a long-term con- 
tractwill be enforced by the court system. In the United States, suchagreements 
are. For example, in Sioux City Foundry Co. v. South Sioux Citfl the city attempted 

Sioux City Foundry Co. v. South Sioux City, 968 F.2d 777 (8th Cir. 1992), 
cert denied 113 S. Ct. 1273 (1993). 
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to increase its rate for energy under a power sales agreement. It argued that the 
power sales agreement rate resulted in a loss to the city. The Eighth Circuit 
noted that "the City's real argument here 'is that in retrospect it finds it made 
a bad bargain.' This does not make the 1968 contract ultra vires."' 

In United States v. Southwestern Electric Cooperative, I ~ C . , ~  a similar result 
was reached. Southwestern Electric Cooperative agreed to purchase all of its 
power from Soyland. The power price was tied to the costs of construction of 
Soyland's plant, which ballooned from an expected $360 million to $5 bil- 
lion. It later tried to void that contract, claiming mutual mistake and frustra- 
tion of purpose. The court ruled that the contract had to be complied with, 
stating that if "the buyer forecasts the market incorrectly and therefore finds 
himself locked into a disadvantageous contract, he has only himself to blame 
and so cannot shift the risk back to the seller by invoking impossibility or related 
doctrines."s 

Of course, contractual provisions can be added to the contract to excuse 
performance upon the occurrence of negotiated events, such as price in~reases.~ 
This, however, may introduce a degree of uncertainty that might be unac- 
ceptable in a project finance transaction. If so, the contract should be clearly 
drafted so that price adjustments are not allowed for changes in market con- 
ditions, including fluctuations in availability and price. 

019.08 SECURITY AND COMMITMENT OF PROJECT SPONSOR 

[I] Security for Performance. Because of the importance of the rev- 
enue stream to the project company, and of the facility performance to the 
power purchaser, the credit position of both the project company and the power 
purchaser is important. If either cannot pay the amounts required in the con- 
tract, the terms so carefully structured and negotiated are worthless. Examples 
of credit support alternatives are guarantees from a creditworthy entity, such 
as a project sponsor or central government, letters of credit from financial insti- 
tutions, performance bonds, and cash escrow accounts. 

From the project company's perspective, its focus will be on the credit- 
worthiness of the power purchaser. To the extent payment risk exists, the proj- 
ect company will insist upon any of several credit enhancement alternatives. 
These include central government sovereign guarantees; government subordi- 

968 E2d at 782. 
United States v. Southwestern Electric Cooperative, Inc., 869 F.2d 310 (7th Cir. 

1989). 
5 Id.at315. 

See Eastern Air Lines, Inc. v. McDonnell Douglas Corp., 532 E2d 975 (5th Cir. 
1976)(force majeure doctrine is inapplicable where a future event was specifically 
provided for in the contract). 
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nation; irrevocable letters of credit; escrow accounts; multilateral bank par- 
ticipation in the project; and a pledge of receivables from creditworthy cus- 
tomers of the power purchaser. These alternatives are discussed in chapter 20. 

[2] Project-Based Security. Project-based security involves the grant 
of a lien by the project company to the power purchaser on all or a portion of 
the project assets. This approach has the advantage of no t  burdening the 
project company with credit enhancement costs, such as letter of credit fees. 

However, project-based security complicates the financing. These liens 
give project lenders concerns about lien maintenance, priorities on collateral 
in foreclosure proceedings, and the like. Consequently, the power purchaser 
must be willing to subordinate its project-based lien and collateral rights to the 
liens and rights of the project lenders. 

[3] Minimum Equity Undertaking. As discussed in chapter 1, proj- 
ect finance lenders generally require a level of project sponsor equity invested 
in a project so that they will have an economic interest that will be difficult to 
abandon. This strategy helps ensure a high level of equity interest. 

Similarly, the power purchaser sometimes requires that the special pur- 
pose entity be properly capitalized, with definite equity contributions, mean- 
ingful in amount, to ensure that the project sponsors will continue to support 
the project, even during financial difficulties. This is often seen in a require- 
ment for an agreed minimum capitalization and retention of profits at the proj- 
ect company level for an agreed upon time. 

[4] Cash and Letters of Credit Sometimes power purchasers require 
that the project company provide a cash collateral account or an irrevocable, 
direct pay letter of credit as security for contract obligations. Upon a breach of 
the agreement, the power purchaser would have the authority to withdraw 
the cash equivalent to its damages from the collateral account, or draw on the 
letter of credit. 

While both of these types of collateral provide maximum protection to 
the power purchaser, they are expensive options from the project company's 
perspective. If cash is deposited in a cash collateral account, the project com- 
pany loses access to those funds, which would otherwise be distributed to the 
project sponsors as profit. If a letter of credit is used for collateral, the project 
company must pay a letter of credit commission to obtain it. 

[5] Tracking Accounts-Front-End Loaded. At the beginning of 
commercial operations, a project company will have borrowed a large amount 
of debt, which needs to be serviced. In some situations, power contract price 
provisions are negotiated to reflect that debt service obligation. In such cir- 
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cumstances, the capacity price for the power is greater in the early years of con- 
tract performance, when more debt is outstanding and debt service costs are 
higher, than the later contract years. 

This creates a potential risk for the power purchaser, however. When the 
price is reduced in the later contract years, the project company could decide 
to terminate the project because revenue does not provide a sufficient equity 
return. In such circumstances, the power purchaser has lost the opportunity to 
purchase cheaper power, a benefit it negotiated in return for the higher power 
price paid in the early contract years. 

To safeguard the power purchaser from this risk, it is not uncommon for 
the power purchaser to require collateral from the project so that the power 
purchaser can be treated as a secured party, with access to a cash collateral 
account or liens on the project assets to recover its losses. 

$19.09 FORCE MAJEURE 

Force majeure is an event outside of the reasonable control of the effected party 
to a contract that it could not have prevented by good industry practices or 
by the exercise of reasonable skill and judgment. Such an event typically excuses 
certain negotiated portions of contract performance during its pendency. 
The effected party is obligated to take all reasonable actions necessary to restore 
performance as soon as possible. 

The method for allocating the risk of force majeure varies from contract 
to contract. This is particularly true in the power sales agreement context. In 
power projects in emerging countries, project sponsors often attempt to place 
the risk for all force majeure events on the power purchaser. The usual out- 
come, however, is much more limited. 

Force majeure relief typically applies only to specific, well-defined events 
listed in the contract; is available only if contract performance is substantially 
and adversely affected; applies only to extraordinary events, not normal busi- 
ness risks or insurable events; and the relief is limited to the effects of the force 
majeure. 

[I]  Political Risk. Political risks, such as civil unrest, general strikes 
and similar events, are frequently allocated to the power purchaser. In state- 
supported projects, the power purchaser is the entity best suited to control these 
risks. Thus, if a general strike occurs, the milestone performance dates in the 
power purchase agreement will be extended based on the delay experienced. 
Or, if the project is in operation, capacity payments will continue to be paid by 
the power purchaser. 

Where the central government or a state utility is not the power purchaser, 
however, the power purchaser might be unwilling to accept full responsibility 
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for these risks. If the project company accepts these risks, it will typically charge 
a higher rate to receive compensation for the risks assumed. This may not be 
an attractive economic decision to the power purchaser, particularly because 
it likely would have the same risk if it had constructed and operated the facil- 
ity itself. 

The generally recognized relief for a political risk is to increase the capac- 
ity charge to compensate the project company for the consequences of the 
action. In some situations, however, the remedy might be to extend the date 
the facility must be in commercial operation. 

[Z] Uncontrollable Events. Uncontrollable events are less prob- 
lematic for the power purchase agreement negotiation. In general, perform- 
ance is excused by a party upon the occurrence and during the continuance 
of a force majeure, outside of a party's reasonable control, that makes per- 
formance impossible. These indude acts of war, unusual or catastrophic weather 
events, and the like. 

Exposure to these types of uncontrollable events can be limited with an 
effective insurance program. This type of insurance will be required under 
the financing documents for the project, and are also typically required by 
the power sales agreement to protect the power purchaser against the risk 
that the facility will be inoperable and therefore unable to supply it with power. 
Typical insurance programs include payment of asset replacement and pay- 
ment of debt service and fixed costs for a reasonable period of time. 

[3] Change of Law. The effects of a change of law should also be con- 
sidered. In developing countries, both the underlying economy and the coun- 
try's laws, are emerging. Consequently, it is probable that over the twenty or so 
year term of a project, new laws will be applied, such as environmental laws, 
that are more costly to comply with than existing laws. The economic impli- 
cations of a change of law need to be allocated to one of the two parties. 

519.10 PAYMENT 

The power purchase agreement also contains procedural provisions for the 
billing and payment of amounts due under the agreement. These provisions 
must be tailored to the other project contracts so that the revenue is received 
before the times needed to pay debt service, fuel costs and operating expenses. 
Otherwise, a working capital facility, reserve fund or access to withheld equity 
distributions will be needed to provide the necessary funds. 

Payments are required to be made within a reasonable period of time after 
billing occurs, usually 30 days. If the payment is not made by that time, a 
cure period is permitted. Late payments bear interest at a rate designed to com- 
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pensate the project company for the lack of the use of funds and as a disin- 
centive to use the project company as a bank. 

$19.1 1 CURRENCY CONVERTIBILITY 

Currency convertibility is a concern to the project company and the project 
lender, whether it relates to the revenue received under the power sales agree- 
ment, or from the credit enhancement used to support the power purchaser's 
obligations under the power sales agreement. Currency convertibility is dis- 
cussed further in chapter 3. 

$19.12 TERM AND TERMINATION 

[ l ]  Term. The term of the agreement should at least extend to the 
maturity of the underlying debt. This is necessary so that the project lender 
will be assured that a revenue stream will exist throughout the debt term. Often, 
project lenders will require that the term extend for a few years beyond the debt 
maturity so that a revenue flow remains during any period of restructuring 
or workout. 

[2] Termination Events. Because the power purchase agreement 
forms the basis for revenues in a project financing, it should not be easily ter- 
minable. Termination events must be precisely drafted, with advance notice so 
that project lenders and other interested parties can cure the related default 
events. 

[3] Termination by Power Purchaser. From the perspective of the 
power purchaser, the power purchase agreement is typically subject to termi- 
nation for the following events: non-payment of amounts owed by the proj- 
ect company to the power purchaser; bankruptcy, acceleration or liquidation 
of the project company; abandonment of the project (unless due to the power 
purchaser's fault); termination or material amendment of certain agreed-upon 
project contracts (other than for good cause or default by the other party); sale 
of project assets; sustained periods of reduced deliveries of power (unless due 
to the power purchaser's fault); failure to achieve milestones, including com- 
mercial operations, by a date certain; contract repudiation or other action that 
implies the project company does not intend to perform the contract; and other 
breaches of material provisions of the agreement. 

[4] Termination by Project Company. From the perspective of the 
project company, the power purchase agreement is typically subject to termi- 
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nation for the following events: non-payment of amounts owed by the power 
purchaser to the project company; bankruptcy, acceleration or liquidation of 
the power purchaser; contract repudiation or other action that implies the 
power purchaser does not intend to perform the contract; the project company 
is unable to complete construction or operate the project due to a force majeure 
or power purchaser fault; and other breaches of material provisions of the agree- 
ment. If the power purchaser is a government entity, whose obligations are 
guaranteed by the host government, the agreement will be terminable if the 
government, as guarantor, defaults under the guarantee. 

[5] Project Lenders. In some financings, the project lenders agree 
with the power purchaser that if the power purchaser proposes to terminate 
the contract an alternative company be substituted for the project company. 
This substitution is typically subject to reasonable approval rights of the power 
purchaser based on operating experience, financial resources, and in some cases, 
national security. 

[6 ]  Remedies. Generally, the foregoing termination events do not 
automatically result in contract termination. Rather, the party in default is typ- 
ically given time to cure its breach. If it fails to do so, termination may then 
result. If termination is not selected or available as a remedy, a damage pay- 
ment may be due, or the defaulting party might be forced to specifically per- 
form the contract. Remedies vary based on negotiations and the unique setting 
of each project. 

[7] Termination Payments. The amount of a payment due on ter- 
mination of the contract will vary based on the cause of termination. Where 
the power contract is terminated for convenience, or due to a default, the party 
terminating for convenience or in default will likely be required to pay a rela- 
tively high termination payment. 

If the power purchaser terminates the agreement for convenience or the con- 
tract is terminated due to a power purchaser default, the project company will 
need to consider how project debt wiU be paid, and how it will recover some invest- 
ment return for the lost opportunity associated with contract operation. 

If, on the other hand, the project company terminates the agreement for 
convenience or the contract is terminated due to a project company default, 
the power purchaser will likely be more concerned with the right to acquire the 
power production facilities than a monetary payment. This is particularly true 
when the only source of termination payments is the project company, which, 
as a special purpose entity, usually will not have any financial resources. Also, 
as discussed next, the power purchaser's need for capacity may require it assume 
control of the facility. 
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[a] Power Purchaser's Right to Operate the Project. The power pur- 
chaser will typically insist upon the right to operate the project upon a proj- 
ect company default. This is because of the importance of the project to the 
power purchaser's system and supply requirements. This right can be suspended, 
however, by the project lenders if the lenders replace the project company with 
a suitable operator. 

[9] Ownership of Project at Expiration of Term. As discussed above, 
it is typical that capacity charges over the term of a power agreement com- 
pensate the project sponsors for their expected equity returns. It is a matter 
of negotiation whether the power purchaser should become the owner of the 
project at the expiration of the contract term. If so, the contract must include 
provisions concerning the condition of the facility at expiration and detailed 
procedures for the transfer of ownership and operation. 

$1 9.13 PENALTIES 

Delivery of power to the power purchaser by the date agreed is a significant 
contractual responsibility. Power purchasers rely on the planned capacity in 
making or not making other business arrangements for power purchasers. 
Consequently, damage payments may be necessary to compensate the power 
purchaser for late commercial operation of the project and for a shortfall in 
the project's nameplate capacity. 

Similarly, the power purchaser may have damages assessed against it if the 
capacity is not available when planned. If the power purchaser is responsible 
for the construction or installation of any portion of the interconnection sys- 
tem, then damages will typically be payable by the power purchaser for late 
completion of those facilities. 

519.14 TECHNICAL STANDARDS 

The power purchaser typically establishes detailed technical specifications for 
the project to satisfy before commercial operations begin, including operat- 
ing characteristics and power grid requirements. These standards ensure that 
the project will not affect the safety and reliability of the power purchaser's 
other facilities. 

The agreement will include provisions for appropriate monitoring of con- 
struction and testing of the facilities. Possible monitoring provisions include 
allowing the power purchaser reasonable access to the construction site, and 
an obligation for the project company to provide monthly construction progress 
reports to the power purchaser. 
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During the operations phase, the agreement will specify on-going tech- 
nical standards for operation and maintenance. Also, it will allow changes to 
the standards throughout the operating period. 

119.15 OPERATING PROCEDURES 

The operating procedures for the plant should be considered during contract 
negotiations. This is particularly true where the project is dispatchable and the 
power purchaser will have control over the plant's operation. While the oper- 
ating procedures will vary with the type of plant and the unique needs of 
each power purchaser, factors for consideration include scheduling procedures; 
notice to go from cold shutdown to operation; requirement to maintain the 
plant on warm standby; maintenance schedules and standards; and periods 
when scheduled outages are not permitted. 

519.16 METERING 

Metering is primarily technical in nature. Provisions typically address which 
party is responsible for cost, installation, testing and maintenance of the meter- - 
ing equipment. Also included is a remedy section, specifying the action required, 
in the future and retroactively, when the meters are found inaccurate. 

519.17 THIRD PARTY SALES AND PROJECT TRANSFERS OF 
OWNERSHIP 

[I]  Generally. Whether the project company has the ability to sell 
power to other purchasers is a subject for negotiation, and varies from proj- 
ect to project. If such sales are permitted, the project company receives the right 
to maximize project revenue. The power purchaser, however, might want the 
right to purchase the power, on a right of first refusal basis, or preserve the 
option of contracting for it at a later date. 

[2] Right of First Refusal. A right of first refusal in a power purchase 
agreement typically provides the power purchaser with the first right to pur- 
chase excess facility output and the facility itself. These rights are based on 
the need of the power purchaser for the power capacity, coupled with the desire 
for reliable power. If the original project company is to be replaced, the power 
purchaser desires the opportunity to at least consider whether to purchase 
the facility at fair market value and operate it itself. 

If a right of first refusal is provided to the power purchaser, problems 
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can be presented for the project lender. These include the effect of the provi- 
sion on the lender's ability to purchase the project in a foreclosure; resultant 
delays in the foreclosure process; interference with the ability to sell the proj- 
ect for an amount at least equal to the outstanding loan amount; and a decrease 
in the number of potential purchasers willing to consider purchase of the proj- 
ect (and an unwillingness to dedicate resources to consider the purchase) as 
long as the power purchaser has the right to buy the project. 

[3] Effects of Third Party Sales. If third party sales of excess power 
are permitted, the project company and power purchaser must consider the 
effects of this on the underlying power purchase arrangements. The obligation 
of the power purchaser to make capacity payments is generally designed to pro- 
vide the project company with a minimum level of equity return, whether or 
not third party sales are made. A portion of that is sometimes returned to the 
power purchaser to the extent unexpected profits are realized from third 
party sales. Similarly, the power purchaser often provides other support to a 
project company, including the credit support necessary to finance the proj- 
ect, project development contributions and infrastructure costs, which should 
be considered before a project company is allowed to make third party sales. 
A pro rata reduction in capacity charges and other purchaser-provided costs is 
sometimes used as the mechanism to allow the project company to make 
third party sales, while returning to the power purchaser a portion of the 
benefits it contributed to the project's initial success. 

$1 9.18 "REGULATORY OUT" PROVISIONS 

If the power purchaser is subject to regulation by the host government, there 
might be a risk that the power purchaser would seek to directly or indirectly 
amend the contract based on an unfavorable regulatory act. Where the con- 
tract language permits this action,' a financing problem exists for the project 
company since the terms of the contract could be negatively affected by a reg- 
ulatory change. While limited regulatory changes may be acceptable, an unlim- 
ited regulatory change is likely unacceptable in a project financing. It may be 
determined to be acceptable, however, based on the unique circumstances of 
the host country. 

7 A "regulatory out" clause is a contract provision that provides for renegotia- 
tion of the price for power under a power sales agreement, or outright termination of 
the agreement, if a court or governmental agency impairs the purchasing utility's 
ability to recover its costs from ratepayers. See., e.g., North American Natural Resources, 
Inc., et al. v. Michigan Public Service Comm'n, 73 F. Supp. 2d 804,808 n.5 (W.D. 
Mich. 1999). 
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It is possible to  include a regulatory out  clauses in the contract, without 
a n  effect o n  financing. Instead, the regulatory risk is placed o n  equity after 
the project debt is repaid. An example of a such regulatory out  clause is repro- 
duced below: 

The parties recognize and hereby agree that if any government or regula- 
tory authority should for any reason enter an order, modify its rules, or 
take any action whatsoever having the effect of disallowing the [Power 
Purchaser] the recovery from its customers of all or any portion of the pay- 
ments for capacity hereunder (a "Disallowance"), then: 

(a) if the Disallowance occurs before the 15th anniversary of the com- 
mercial operations date, the [Power Purchaser] shall continue to pay for 
such capacity at the rate set forth herein. Payments for capacity beginning 
on the 15th anniversary of the commercial operations date shall not exceed 
the amount unaffected by the Disallowance. Further, the [Power Purchaser] 
may, at its option, beginning on the 12th anniversary of the commercial 
operations date withhold up to [percentage] percent of the capacity pay- 
ments until the earlier of (i) the 20th anniversary of the commercial oper- 
ations date and (ii) the entire amount of the Disallowance is repaid to 
the [Power Purchaser] plus interest thereon at the [interest rate] from the 
date each part of the Disallowance was paid to the [Project Company]; and 

(b) if the Disallowance occurs after the 15th anniversary of the commer- 
cial operations date, all future payments for capacity shall not exceed the 
amount unaffected by the Disallowance, and the [Project Company] shall 
repay the full amount of the Disallowance plus interest thereon at the [inter- 
est rate] from the date each part of the Disallowance was paid to the [Project 

a Two recent U.S. court decisions discuss regulatory out clauses in power sales 
agreements. Agrilectric Power Partners, Ltd. v. Entergy Gulf States, Inc., et al., 207 
F.3d 301 (2000)(regulatory out price adjustment clause in power contract is enforce- 
able where both parties voluntarily agreed to the clause); North American Natural 
Resources, Inc., et al. v. Michigan Public Service Comm'n, 73 F. Supp. 2d 804 (W.D. 
Mich. 1999)(state agency enjoined from any action to deny, directly or indirectly, 
purchasing utility's ability to recover rates paid to a QF from the utility's ratepayers). 
See also Freehold Cogeneration Assocs., L.P. v. Board of Regulatory Comm'rs of New 
Jersey, 44 F.3d 1178,1191-92 (3d Cir. 1995)(a state agency cannot force a utility and a 
QF to renegotiate power rates or negotiate a contract buy-out); Independent Energy 
Producers v. California Public Utilities Commission, 36 F.3d 848,858 (9th Cir. 1994)("the 
fact that the prices for fuel, and therefore the Utilities' avoided costs, are lower than 
estimated, does not give the states and the Utilities the right unilaterally to modify 
the terms of the standard contract. Federal regulations provide that QFs are entitled 
to deliver energy to utilities at an avoided cost rate calculated at the time the contract 
is signed."); Smith Cogeneration Management v. Corporation Comm'n, 863 P.2d 1227, 
1240 (Okla. 1993)(once a state approves an avoided cost rate in a QF's contract with a 
utility, the state "cannot later review the contract to reconsider avoided costs.") 
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Company by the later of (i) one year from the date of such Disallowance 
and (ii) the 20th anniversary of the commercial operations date. 

The parties agree that neither shall initiate a petition for Disallowance, and 
obligate themselves to establish, if practicable, an appeal and overruling 
of any Disallowance or a superseding order, approval of modified rules 
or tariffs, or other action so as to allow timely resumption of full, or fail- 
ing that, adjusted payments hereunder.9 

This provision does not address refinancing, or  a potential workout of loan 
arrangements if the project encounters problems, where the debt term is longer 
than the 15 year period assumed in the sample above. 

519.19 POWER PURCHASER RESPONSIBILITIES 

The project company will desire that the power purchaser commit to certain 
responsibilities. First among these concerns the conditions that must be satis- 
fied before the contract is effective, or be satisfied within a limited time period. 
These might include such things as governmental approval of the contract, or 
infrastructure expenditures necessary for the project to proceed. , 

Also, the power purchaser is typically responsible for providing construction 
power, if available in the area of the project site, and, in some projects, con- 
structing transmission lines and interconnection facilities. 

519.20 PROJECT COMPANY RESPONSIBILITIES 

The project company's responsibilities to the power purchaser include oper- 
ating the power project in accordance with good industry practices, all laws 
and regulations, permits, grid requirements and the power purchaser's dispatch 
procedures. In practice, these responsibilities will be imposed on  the project 
operator in the operating agreement. 

Maintenance obligations are closely coordinated with the power purchaser, 
since maintenance shutdowns affect the energy production availability of the 
project. Because of these implications for availability, the following consider- 

9 Another example of a regulatory out clause was considered by the court in 
Agrilectric Power Partners, Ltd. v. Entergy Gulf States, Inc., et al., 207 F.3d 301 (2OOO)("The 
payments made by [Entergy] to [Agrilectric] under this Agreement shall not be greater 
than the amount [Entergy], during any recovery period, fuel adjustment or reconcili- 
ation hearing, or any other point in time or for any period in time during the term of 
this Agreement, shall be allowed to recover as an energy, fuel, or other cost, in all reg- 
ulatory jurisdictions. In such event, the parties shall mutually agree to the adjustment 
of payments to [Agrilectric].") 
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ations should be addressed: advance approval of annual maintenance plan by 
the power purchaser; requirements, if any, on what time of year scheduled out- 
ages should occur; reasonable flexibility for the power purchaser to make changes 
to the schedule; and limits on unscheduled maintenance. 

$19.21 INSURANCE 

The power purchaser generally requires that the project company obtain and 
maintain insurance. This is particularly the case where the power purchaser 
must pay the project company specified amounts whether or not the power is 
produced and delivered. 

Insurance provisions will typically include minimum requirements, list- 
ing the types of policies necessary; a requirement to name the power purchaser 
as a named insured on liability policies; and the required use of insurance pro- 
ceeds, such as for repairs. Because project lenders will require that they have 
the right to apply all insurance proceeds to repay debt, consideration should 
be given to whether the power purchase agreement should include a reduction 
in the capacity charge to the extent debt is reduced prematurely. 

519.22 SUCCESSORS TO THE POWER PURCHASER 

Where the power purchaser is owned by a governmental entity, it is probable 
that, over time, the state-owned utility will be privatized. The power pur- 
chase agreement must contain provisions that require that the obligations of 
the power purchaser be transferred to the successor entity. Also, the credit- 
worthiness of the new purchaser should be considered in the agreement. It may 
be prudent to require new credit support arrangements if the new entity fails 
to satisfy minimal levels of creditworthiness. 

$19.23 COMMON RISK ALLOCATION IN DEVELOPING COUNTRY 
POWER PURCHASE AGREEMENTS 

[I] Construction. Construction risks in an energy project financing 
in a developing country are typically allocated among the project sponsor, con- 
tractor and the power purchaser (and the host government). Risks are allocated 
between the project company and the contractor in the construction con- 
tract, and between the project company and the power purchaser in the power 
sales agreement. There are three main construction risks: cost overrun, delay 
and failure to satisfy performance standards. 

Cost Overrun. An important negotiation issue in determining the amount 
of the capacity charge is who will bear the cost overrun risk. To the extent the 
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power purchaser bears the risk, the capacity charge will increase, with the 
goal being to ensure that the project company is in the same position it was 
in under the contract had the change not occurred. To the extent the project 
company bears the risk, no increase will be awarded. 

Typically, the project company bears the risk of increases in construc- 
tion costs, which it then passes along to the contractor in a fixed-price con- 
struction contract. However, there are some risks that the contractor either will 
not assume, or if it did assume the risk, the construction price would be too 
high for the project to be financed. These include political risks, such as changes 
in law and changes in taxes that increase construction costs. 

Political risks are typically borne by the power purchaser. This is because 
the power purchaser is thought to be in a better position than the project com- 
pany to control political events. 

Delay. Also important is what party will bear the risk of construction 
delays. If power contracted for is not available to a power purchaser when 
expected, it could face capacity constraints. To ensure schedule certainty, the 
power purchaser typically requires the project company to complete construction 
by a negotiated date. The project company then negotiates a specific comple- 
tion date with its contractor under the construction contract. 

Failure of the project company to satisfy these milestones can arise from 
many factors, such as late equipment deliveries. If the date is not achieved, 
the power purchaser can delay the start of capacity payments to the project 
company, and charge it liquidated damages for delay. The project company then 
passes this risk along to the contractor. 

The project company is typically not responsible for all types of delays, 
however. If, for example, a delay in the project is caused by political action of 
the host government, the project company (and the contractor) is typically 
excused from its performance obligation for the period of time necessary to 
alleviate the cause of the delay. As with construction cost overruns caused by 
political risks, the power purchaser is considered better able to control risks 
than the project company. 

Failure to Achieve Performance Standards. Power purchase agreements 
often require the project company to achieve a target level of performance at 
the facility, determined from the facility's capacity and heat rate. Failure to 
achieve the agreed upon levels results in a payment of liquidated damages by 
the project company. The risk of a failure to achieve these standards, for rea- 
sons other than delay or fault of the project company or power purchaser, are 
controllable by the contractor. 

[2] Operating. Operating risks in an energy project financing in a 
developing country are typically allocated among the project sponsor, opera- 
tor and the power purchaser (and the host government). Risks are allocated 
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between the project company and the operator in the operations and mainte- 
nance agreement; and between the project company and the power purchaser 
in the power sales agreement. There are two main operating-period risks: 
cost overrun and failure to satisfy performance standards. 

Cost Overrun. The majority of operating risks are allocated to the oper- 
ator in the operating agreement. Typically, if operating costs exceed an annu- 
ally-approved budget, the operator pays liquidated damages, calculated based 
on the overruns. However, cost overruns that result from an event of force 
majeure or a political risk entitles the operator to relief, and an increase in 
the operating budget is made. 

As between the project company and the power purchaser, the power pur- 
chaser compensates the project company for operating costs in the energy com- 
ponent of the power purchase price. The energy component reflects an 
agreed-upon amount for operating and maintenance costs, which is adjusted 
for such things as inflation and exchange rates. To the extent the project's actual 
operating and maintenance costs exceed this agreed-upon amount, the dif- 
ference is not paid by the power purchaser. Rather, it is paid in the form of 
liquidated damages to the project company by the operator. 

It is typical for the operator to bear this risk because it is in the best 
position to control cost overruns. If the cost overrun is caused by a force majeure 
event, a political risk, or the fault of the power purchaser, however, the power 
purchaser will typically compensate the project company for the additional 
operating costs realized as a result. 

Operating Performance Shortfall. Power purchase agreements typically 
require the project company to achieve a target level of performance at the facil- 
ity on an on-going basis. Failure to achieve the agreed upon levels results in a 
payment of liquidated damages by the project company, typically as a reduc- 
tion in the capacity charge. 

The performance standards most often used are the number of unplanned 
operational shutdowns experienced by the project, deration of the capacity of 
the project by the power purchaser because of reduced availability, and dete- 
rioration in heat rate. The risk of a failure to achieve these standards, for rea- 
sons other than delay or fault of the project company or power purchaser, or 
equipment failure, is borne by the operator. However, political risks are borne 
by the power purchaser, and other force majeure events are borne by the 
project company. 

[3] Fuel. Fuel risks in an energy project financing in a developing 
country are typically allocated among the project sponsor, fuel supplier and 
the power purchaser (and the host government). Risks are allocated between 
the project company and the fuel supplier in the fuel supply agreement. Risks 
are allocated between the project company and the power purchaser in the 
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power sales agreement. There are three main fuel risks: price, supply and trans- 
portation. In some projects, a separate agreement exists between the project 
company and the fuel transporter. 

Price. The price risk allocation is dependent, in part, on whether the fuel 
supplier is owned by the government. If so, fuel costs typically flow through 
the project company to the power purchaser, which reimburses the project com- 
pany for those costs. 

If not government-owned, the fuel supplier typically charges a fixed, nego- 
tiated amount which is subject to an inflation index. The fuel supplier is thought 
to be in the best position to control fuel costs, other than inflation. The same 
inflation index is used in the power purchase agreement to increase the amount 
of the fuel component of the energy charge paid by the power purchaser to the 
project company. Thus, the project company passes along the inflation risk to 
the power purchaser, who then can pass along the risk to the power users. 

Supply. The allocation of the fuel supply risk in energy project financ- 
ings is generally dependent upon whether the fuel is imported or domestic. 
If imported, the failure of the fuel supplier to supply the project's fuel typi- 
cally results in liquidated damages payable by the supplier to the project com- 
pany. The amount of the damages is generally intended to compensate the 
project company for the revenues lost because of the nonsupply of fuel and 
any damages payable to the power purchaser as a result of the inability to pro- 
duce energy. 

Force majeure events, however, excuse the fuel supplier from its supply 
obligations, placing that risk on the project company. Where the fuel supplier 
is government-owned, however, political force majeure events do not excuse 
its performance. 

Transportation. Similarly, the failure of the fuel transporter to trans- 
port the project's fuel typically results in liquidated damages payable by the 
transporter to the project company. The amount of the damages is generally 
intended to compensate the project company for the revenues lost because of 
the nondelivery of fuel and any damages payable to the power purchaser as a 
result of the inability to produce energy. Force majeure events, however, excuse 
the fuel transporter of its transport obligations, placing that risk on the proj- 
ect company. Where the fuel transporter is government-owned, however, polit- 
ical force majeure events do not excuse its performance. 

[4] Market. Market risks in a developing country energy project 
are allocated in the power purchase agreement between the power purchaser 
and the project company. Market risks, such as demand, price, and exchange 
rate fluctuations, are generally allocated to the power purchaser, who is con- 
sidered best able to plan for, analyze and manage market risks. 
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Demand. The risk of demand for the power produced by the project 
company rests with the power purchaser through its obligation to pay the capac- 
ity charge. If demand falls, the obligation to pay the capacity charge remains 
in place. As discussed earlier in this chapter, this amount is designed to com- 
pensate the project company for its fixed costs. 

Price. The risk of an inadequate market price for power-the price the 
power purchaser charges the ultimate energy user-is also borne by the power 
purchaser. That is, the contract price, made up of a capacity charge, representing 
fmed costs, and a variable operating charge, representing fuel and variable oper- 
ating costs, could be greater than the price the power purchaser could charge 
its customers for power. 

Inflation. Inflation risk is also addressed in the power purchase agree- 
ment through the capacity and energy charge components of the power pur- 
chase price. In general, the risk of price increases based on inflation are borne 
by the power purchaser, assuming the indices are representative of the eco- 
nomic effects on the project of inflation. 

Typically, costs associated with goods and services obtained outside of the 
host country, such as operating fees paid to the operator, are adjusted for 
hard currency index changes. Those associated with goods and services obtained 
in the host country, such a costs of local labor, are adjusted based on a local 
index. Fuel costs, as discussed above, are typically adjusted based on a separate 
fuel index. Interest costs on the project debt, where variable, are not adjusted 
by an inflation index, but rather are adjusted based on the actual change in the 
interest mode selected by the project company, such as LIBOR, as compared to 
the interest rate assumed at the time the contract was originally executed. 

Exchange Rate Fluctuations. Energy projects in developing countries 
typically contain currency risk caused by the project company incurring obli- 
gations for debt, construction and some operating costs in hard currency, while 
Feceiving payments in the soft currency bf the developing country. ~ ' t p i c a l  
solution is to index amounts payable by the power purchaser to the project 
company under the power purchase agreement. The index is designed to reflect 
the shifting exchange rate between the hard and soft local currencies. 

[5] Political. Political risks, such as change in law, currency incon- 
vertibility or nontransferability, expropriation and war and civil disobedience, 
are generally addressed in an implementation agreement. These agreements 
are discussed in detail in chapter 14. 

Whether a government, the party best able to control political risks, will 
assume these risks for a project varies based on a myriad of factors. These 
include the importance of the project to the host government's political, social 
and economic goals; the degree of local participation in the project; involve- 
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ment of multilateral and bilateral agencies; and general creditworthiness of the 
government. 

Assurances and guarantees undertaken by the host government to com- 
pensate the project if political risks materialize include a buyout of the proj- 
ect at an amount necessary so that the project sponsors can achieve a minimum 
rate of return; and payment by the government of a supplemental tariff to com- 
pensate the project for the increased costs. 
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920.01 INTRODUCTION TO CREDIT ENHANCEMENT IN 
PROJECT FINANCINGS 

In theory, a project financing can be structured in which there are no risks and 
the lenders are content to rely solely upon the revenue-producing project con- 
tracts to service debt. In reality, of course, the discussion of project finance 
risks described in chapters 2,3 and 4 evidences that mere reliance on those 
contracts is insufficient to protect the lender from equity risk. Credit support, 
or enhancement of credit as it is sometimes referred to, from a creditworthy 
source is necessary. 

The purpose of credit enhancement is to improve the most severe equity 
and lender risks in a triage of project financing risks identified. Depending 
on myriad factors, the requisite support can take the form of direct guarantees 
by the project sponsor or the project participants, guarantees by third parties 
not directly participating in the project, and in some cases contingent guar- 
antees and so-called "moral obligations" of the project participants. 

The most obvious type of commercial risk in a project financing is the risk 
of non-repayment of the project debt. Commercial risks must generally he cov- 
ered by credit support of the project sponsor or a responsible third party. While 
the project sponsor is conceptually the fundamental risk-taker, the nonrecourse 
nature of a project financing limits the ability to allocate risks to the sponsor. 
While a sponsor may be asked to accept directly some risks, it most likely will 
also be asked to provide additional equity contributions upon certain speci- 
fied events, and to provide credit enhancement in the form of insurance, 
third party guarantees or letters of credit in others. 

In evaluating the use of a particular form of credit enhancement, the util- 
ity of each type of credit enhancement device must be considered in relation 
to several factors, including the term of the device selected, the cost and the 
difficulty of and time necessary for enforcement. For example, in determin- 
ing whether to use insurance or a third party guarantee to enhance the risk of 
a force majeure to the project, the premium price, short policy term, and length 
of time necessary for enforcement of insurance claims must be compared to 
the cost, term and enforcement issues of a guarantee. 

Thus, the objective of risk allocation in a project financing is to combine credit 
enhancement mechanisms to distribute the risks among the participants. This com- 
bination must produce a bankable project without burdening any single partici- 
pant to the point that the project financing is converted into a recourse financing. 
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Credit enhancement is not limited to the realm of third party guaran- 
tees, although such guarantees are an important component of many financ- 
ings. Other credit enhancement mechanisms include limited, indirect, implied, - 
and deficiency guarantees, comfort undertakings, insurance, letters of credit, 
surety obligations, liquidated damages, take-or-pay, through-put and put-or- 
pay contracts, indemnification obligations, and additional equity commitments. 
This list need not be exhaustive; the types of credit enhancement are limited 
only by the imagination and creativity of those structuring the deals. 

Each type of credit enhancement is typically embodied in a separate agree- 
ment. This agreement must be incorporated in the finance structure to be effec- 
tive. Thus, to the extent credit enhancement is a necessary component of a deal, 
it will be a condition precedent to the loan closing that the credit enhancement 
documentation be in place. Also, it will be a loan default if it is no longer in 
place. Finally, the credit enhancement will need to be collaterally assigned to 
the project lender, and be enforceable by it. 

The type of credit enhancement necessary to satisfy a lender or equity 
investor that a risk is covered varies based on the financial community's per- 
ception of risks at any given point in time. A risk covered by a guarantee on 
one occasion might not be required several years later, as in the case of a 
technology that has developed a record of reliable performance. One not required 
in the past might suddenly be necessary because of changes to the political envi- 
ronment underlying the project, as in the case of a change in the host coun- 
try's political attitude. 

520.02 GUARANTEES 

[I] Generally. Like other credit enhancement devices, a guarantee 
shifts risks to entities that prefer little direct involvement in the operation of 
a project. A guarantee is also a mechanism that permits entities to invest cap- 
ital without becoming involved directly in the operation of a project. By assum- 
ing the construction and operating risks of a project financing through a 
guarantee, as opposed to a loan or equity contribution, a third-party guaran- 
tor can avoid financial reporting of the liability guaranteed as a direct iiabil- 
ity, although it may be footnoted.' 

The value of a guarantee to the project is dependent upon the credit- 
worthiness of the guarantor. It is also influenced by the guarantee language. 
Unless the guarantee provides a waiver of defenses and an absolute and uncon- 
ditional obligation, the guarantee may not provide the credit enhancement nec- 
essary to comfort a lender that a creditworthy support is in place.2 

See Financial Accounting Standards Board Statement No. 47 (disclosure of 
long-term obligations). 

See generally, Alces, The Efficacy of Guaranty Contracts in Sophisticated 
Commercial Transactions, 61 N .  CAR. L. REV. 655 (1983). 
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[2] Sponsor. There are essentially two types of guarantors in a proj- 
ect financing: sponsor guarantors and third party guarantors. The most com- 
mon guarantor in a project financing is the sponsor itself. Typically, the sponsor 
establishes a special purpose subsidiary to construct, own and operate the proj- 
ect. The subsidiary, however, lacks sufficient capital or credit rating to sup- 
port risks associated with the underlying loan obligation. To effect a loan, the 
sponsor must arrange some form of credit enhancement to cover the identi- 
fied risks. Often the requisite credit enhancement is provided in the form of a 
guarantee by the project sponsor of the obligations of the project company. 

The sponsor guarantee can be structured in various forms to satisfy the 
objectives of the sponsor and the enhancement needs of the project. For exam- 
ple, a completion agreement is sometimes used in which the project sponsor 
is required to complete construction of the project. Once the project is com- 
pleted to agreed upon performance levels, the agreement terminates. On ter- 
mination, the liability of the project sponsor is also extinguished. As a result, 
its balance sheet is freed to similarly guarantee other projects. 

In this context, the definition of the term completion is carefully negoti- 
ated. The determination of whether a project is complete might include inde- 
pendent engineer verification, through facility testing, of construction contract 
performance guarantees; satisfaction of conditions to completion in environ- 
mental permits; and certificates from the borrower of project completion. 

If the sponsor guarantee is insufficient, in terms or credit, to support the 
risks identified, however, credit enhancement by a third party is needed. Each 
project finance participant is a potential third party guarantor, since each 
participant has an economic stake in the success of the project's develop- 
ment. The various project participants that may provide project finance guar- 
antees include suppliers that have an interest in the fulfilment of purchase orders 
contingent on financing, or that recognize that a sponsor cannot compete in 
the marketplace without financial assistance. Other potential providers are out- 
put purchasers where supply of the output is of particular importance, and 
contractors that are interested in constructing the project and realizing con- 
struction profit. 

[3] Third Party. Third party guarantors are often reluctant to sign 
a direct, unconditional guarantee in a project financing. In some financings, 
a lender may be persuaded to accept a different type of guarantee, in which the 
obligations of the guarantor are more limited. These include limited and 
indirect guarantees. 

In general, the principal source of guarantors for a project financing are 
participants in the project. These include the project sponsors, the host gov- 
ernment, bilateral and multilateral agencies, input suppliers, equipment man- 
ufacturers, contractors, and output purchasers. 
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[4] Contrast to Put Options. Payments made by the guarantor under 
a guarantee generally do not extinguish the liability of the party (obligor) whose 
performance or payment is guaranteed. Instead, the guarantor is subrogated to 
the rights of the beneficiaries of the guarantee. In other words, the obligations 
owed by the obligor to the beneficiaries of the guarantee are transferred to the 
guarantor. This is in contrast to a put option, described below, in which no con- 
tinuing contractual obligation exists after the option is exercised and performed. 

[ 5 ]  Collateral. The usefulness of a guarantee to a beneficiary is, of 
course, dependent upon the current and future creditworthiness of the guaran- 
tor. It is therefore not uncommon for guarantees to provide the beneficiary 
with access to collateral, including special, dedicated bank accounts. Also not 
uncommon are various financial covenants that the guarantor must satisfy, If it 
does not, a default will occur, either a default of the project loan agreements, or 
a default under the guarantee itself. If the latter occurs, the guarantor might be 
required to post cash collateral, a letter of credit or alternate collateral to pro- 
tect the beneficiary against the risk of nonperformance by the guarantor. 

520.03 TRANSNATIONAL GUARANTEES 

[ I ]  Introduction. The success of international project financings is 
often dependent upon the agreement by a creditworthy party to promise to pay 
or perform the obligations of another project participant. The international 
guarantee is sometimes a condition to obtaining financing. In other situations, 
the project developer desires additional comfort to protect the equity investors 
from additional risk. A guarantee is valuable in a project financing only if it is 
enforceable. 

Special problems exist with international guarantees. These include: vary- 
ing interpretation of terms; payments and currency risks; tax implications; and 
foreign law. 

[Z] Varying Interpretation of Terms. The interpretation of terms 
such as absolute and unconditional are generally construed to mean that there 
is no condition to pursuing the guarantor for payment or performance. However, 
the use of these terms in an international financing should be carefully con- 
sidered. In the international finance context, there is typically somewhat 
more negotiation of guarantee obligations and less use of standardized guar- 
antee language and forms. Clarification of these terms in the guarantee may 
improve enforceability and protect against inconsistent court rulings.3 

See generally, Raymer McQuiston, Drafting an Enforceable Guaranty in an 
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[3] Payments and Currency Risk. If the guarantor must make a pay- 
ment under the guarantee, it is important to consider the currency in which 
the payment is obligated to be made. Failure to specify the currency could result 
in a significant loss to the beneficiary of the guarantee if exchange rates are 
unfavorable. 

If no currency designation is made, the governing law will be applied to 
interpret the guarantee. For example, in England, the chosen currency is the 
one most closely associated with the underlying contract. 

Another provision that should be considered is a so-called multi-currency 
provision. This is a clause that seeks to prevent loss caused by a guarantor's pay- 
ment in a different currency from that required to be paid by the party whose 
payment or performance is guaranteed. Payment in another currency should 
be expressly disallowed in a guarantee, unless otherwise agreed, or unless the 
guarantor agrees to indemnify the beneficiary against conversion losses. 

Currency uncertainty can also arise in connection with a court action 
against the guarantor. A judgment of a foreign court in a foreign currency 
could result in a loss to the beneficiary. Similarly, an enforcement of a for- 
eign judgment resulting in payment in the court's local currency could have 
a similar effect. 

Also, a beneficiary could lose money if there is a lag between the date of 
the judgment (and the currency rate in effect) and the date of payment of the 
judgment (and the currency rate in effect on that date). An appropriately drafted 
indemnity clause can guard against this risk. 

[4] Tax Implications. Local law should be examined to determine 
whether any tax withholding may be required as a result of the transactions 
involved. If so, the beneficiary of the guarantee should consider requiring the 
guarantor to indemnify the beneficiary for these amounts. Because tax laws 
and treaties change regularly, the beneficiary should consider such a clause even 
if there would be no withholding rights under existing law. 

[5] Foreign Law. A choice of law provision is critical to the enforce- 
ability of the guarantee, both with respect to the choice of law to govern 
the guarantee and the submission to a jurisdiction's court system so that the 
guarantee can be enforced in a favorable court with jurisdiction over the 
g~a ran to r .~  

International Financing Transaction: A Lender's Perspective, 10 INT'L TAX & BUS. LAW. 138 
(1993). 

For an extensive discussion of choice of law provisions in guarantee agree- 
ments, see id. 
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420.04 LIMITED GUARANTEES 

[I] Generally. Traditional guarantees represent direct, unconditional 
commitments by a guarantor to perform all the obligations of a third party. 
Guarantees limited in amount or time can be used to provide minimum enhance- 
ment necessary to finance the project. This approach provides the necessary 
credit support to a project without considerable impact on the guarantor's 
credit standing and financial statements. Examples of limited guarantees include 
guarantees that are effective only during the construction phase of a project or 
that are limited in amount, whether calculable in advance, or not. An exam- 
ple of the latter type of guarantee is a cost overrun guarantee in which the guar- 
antor agrees to finance construction of a project to the extent design changes 
or changes in law require additional funds for project completion. 

[2] Claw-back. A claw-back guarantee is provided by the project own- 
ers, including the project sponsors and any passive equity investors. It requires 
that they return cash distributions to the project company to the extent required 
by the project for such things as debt service, capital improvements and sim- 
ilar needs. 

[3] Cash Deficiency. A cash deficiency guarantee requires that the 
guarantor contribute additional capital to the project company to the extent 
cash deficiencies exist. It is often provided by a project sponsor. In some cir- 
cumstances, however, other project participants provide this guarantee. 

141 Completion. A completion guarantee, typically provided by the 
project sponsor, is designed to cover the cost overrun risk-the risk that the 
project is not completed and able to operate at the time required, and at the 
budgeted price. Under this arrangement, the project sponsor agrees to take 
certain action regarding the completion of the facility. This action can include 
such things as the following: committing additional capital to the project 
company to the extent necessary to complete project construction and achieve 
commercial operations, or if it decides not to complete the project, to repay 
the project debt; committing to cost overrun financing through subordinated 
debt; or ensuring that financial tests are met, such as debt service coverage, 
on an on-going basis to the extent such failure is caused by construction cost 
overruns. 

Construction costs typically covered by the scope of this guarantee include 
all capital, equipment, construction services, and any other construction-related - - 
cost, including construction period interest, necessary to reach "completion." 
The definition of completion is extremely important in the context of the com- 
pletion guarantee. This concept is discussed in detail in chapter 12. 
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The project sponsors do not bear this risk alone, however. In turn, the 
project sponsors can negotiate commitments in the construction contract, 
equipment supply contracts and other construction documents, that pass 
this risk to the contractor, equipment supplier and other construction-period 
participants to the extent they cause the cost overrun. 

[5] The Risk With Unlimited Guarantees. In contrast to limited guar- 
antees are open-ended guarantees. While at first glance, such guarantees seem 
the ultimate risk mitigation technique, they seldom are. It is difficult to keep 
this type of blank check a secret. 

For example, an unlimited completion guarantee offered by a project spon- 
sor is a tempting pool of cash for contractors, host governments, off-take 
purchasers and other project participants. As a result, construction costs could 
increase to the point that the project is no longer profitable. An important pro- 
tective shield of project finance-the efficiency of the limited construction 
budget-is thereby removed from the financing by a seemingly simple credit 
enhancement device. Thus, even though the lender has a completed project, 
the project sponsor may abandon it because it is unprofitable to operate, and 
the lender is left with an unpaid loan. 

$20.05 INDIRECT "GUARANTEESn 

In contrast to these direct but scope-limited guarantees are indirect "guaran- 
tees" which are "guarantees" based on the underlying credit of one of the 
project participants. Indirect "guarantees" are not subject to defenses available 
to a guarantor under a guarantee agreement. The most common "indirect" 
guarantee in a project financing is one of the revenue producing contracts. This 
obligation is typically in the form of a take-or-pay contract, in the case of goods, 
or a through-put contract, in the case of services, or a take-and-pay contract. 

[ I ]  Take-or-pay Contracts. A take-or-pay contract is generally used 
to refer to a contractual obligation between a buyer and seller in which the 
buyer agrees to make payments on certain dates to the seller in return for avail- 
able deliveries of goods or services at specified prices. The payment obliga- 
tion of the buyer is unconditional. Thus, even if no goods or services are delivered, 
the payment obligation exists. 

The take-or-pay contract can be used in a variety of project settings. I t  
may be a contract for the purchase and sale of goods, such as minerals; a con- 
tract for the purchase and provision of services, such as municipal solid waste 
incineration; or a contract for use of a ship, such as in an ocean vessel project 
financing. 
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In a project financing where the contract represents the sole revenue source, 
the aavments reauired under the contract must be sufficient to enable the proj- . , 
ect sponsor to pay debt service payments, and operation expenses. Because the 
contract is effective over a long term, typically at least the term of the project 
debt, the price is subject to escalation for such variables as inflation. 

(21 Take-and-pay Contracts. A take-and-pay contract is similar to 
the take-or-pay contract except that the buyer is only obligated to pay if the 
product or service is actually delivered. Thus, a take-and-pay contract does not 
contain an unconditional obligation. For example, in a project financing of a 
small power production facility, a typical power purchase agreement with a 
utility provides a guaranteed stream of revenue to the project. If power is deliv- 
ered to the utility, the utility is obligated to pay certain definite amounts to the 
project sponsor. Thus, the contract acts as an indirect guarantee, guarantee- 
ing a stream of revenue to a project. 

[3] Other Forms. Other examples of indirect guarantees include 
agreements to provide additional funds, note purchase agreements that require 
the purchase of a lender's notes on certain specified events, and agreements 
to purchase project assets. Each have in common the purpose of paying or 
reducing the project indebtedness if the project is not completed as required, 
or some other problem arises that affects the ability of the project to produce 
sufficient revenues to satisfy the obligations incurred. 

$20.06 IMPLIED GUARANTEES AND UNDERTAKINGS 

[I] Generally. An implied guarantee in aproject financing is a means 
of providing assurances to the lender that the "guarantor" will provide neces- 
sary support to the project, presumably out of its underlying credit. Implied 
guarantees are often not legally binding and, as such, do not require financial 
statement reporting. 

Lenders are sometimes comforted that the sponsoring company will con- 
tinue to support the project on the basis of the size of the equity investment 
made in the project by the parent corporation, and by the size of the economic 
benefit that will be realized from project success. 

[2] Comfort Letter. An example of an implied guarantee is a com- 
fort letter, in which the "guarantor" addresses a risk concern of the lender. These 
include covenants of a parent corporation with an excellent credit rating to 
continue to own all of the stock of the borrowing entity, and an expression of 
an intent not to sell the project company; an expression of an intention to 
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use a part of the parent's name in the name of the project company and not 
to change that name while the loan is outstanding; and a statement of its 
business policy that it will supervise the management of the project. 

The comfort that a lender will take in any of these scenarios is a subjec- 
tive matter. They are usually expressed as statements of intent or statements 
of business policy, which, of course, can change over time. Comfort letters 
are not guarantees. 

520.07 PUT OPTIONS 

[I ]  Generally. A project finance put option is the term generally used 
to refer to an agreement between the project sponsors and specified parties 
(such as passive equity investors and project lenders) whereby the project spon- 
sors agree to purchase equity interests or debt obligations, as the case may be, 
if certain contingencies (equity returns or debt repayment, for example) are 
not satisfied. 

[2] Regulatory Put. A common put option in project financings is a 
so-called "regulatory put." A passive investor, desiring an agreed-upon equity 
return and extremely limited management control of the project company, does 
not want to accept any risk of regulation solely as a result of its equity owner- 
ship. Some laws and regulations, however, either existing or in the future, might 
impose regulatory constraints. If such a risk materializes, the investor will want 
the project sponsor to agree to purchase its interest so that the regulation can 
be avoided. 

[3] Contrast t o  Guarantees. In a put option, no continuing con- 
tractual obligation exists after the option is exercised and performed. The 
debt instrument or equity interest is transferred for the agreed upon put price, 
extinguishing the rights of the lender or equity investor. This is in contrast 
to a guarantee where payments made by the guarantor under a guarantee gen- 
erally do not extinguish the liability of the party (obligor) whose perform- 
ance or  payment is guaranteed. Instead, the guarantor is subrogated to the 
rights of the beneficiaries of the guarantee. In other words, the obligations 
owed by the obligor to the beneficiaries of the guarantee are transferred to 
the guarantor. 

Also, depending upon the structure, the beneficiaries might continue to 
have a contractual arrangement with the obligor, even after the guarantee is 
performed. In that situation, the guarantor might be required to waive any 
rights of subrogation until that contractual arrangement is terminated and 
all obligations of the obligor to the beneficiary are paid. 
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920.08 LETTERS OF CREDIT 

Another type of credit enhancement device is a letter of credit, which is an 
agreement that substitutes the payment obligation and creditworthiness of a 
more solvent party, usually a bank, for the payment obligation and credit- 
worthiness of a less solvent party, such as an insufficiently capitalized project 
company. In a project financing the standby or guarantee letter of credit is used 
to protect against the project company's failure to perform some obligation, 
such as a payment or performance obligation. 

For example, an off-take purchaser may require the project company to 
procure a standby letter of credit from a bank to assure payment of liqui- 
dated damages payable if the project is not completed by an agreed upon 
date. The letter of credit, in effect, "stands by" awaiting a default by the owner 
under the construction contract or some other specific default with reference 
to which the letter of credit is directed. 

$20.09 SURETY OBLIGATIONS 

The commercial risk of project completion to the point that permits operation 
at a level consistent with expected revenue is typically covered by a completion 
guarantee. A completion guarantee provides that the project will be completed 
and will operate at a specified level of production and efficiency. This guar- 
antee is typically provided by the contractor, but the risk is often also covered 
by a surety that issues performance and payment bonds. 

[I]  Bid Bonds. A bid bond is a bond delivered with a bid for a proj- 
ect or contract. It is used typically by a host government that desires to ensure 
that the project sponsor that wins a bid for an infrastructure facility actually 
proceeds with the project. The amount of the bid varies, and is sometimes as 
much as one or two percent of the contract price. 

[2] Performance Bonds. A performance bond is used most often 
in connection with credit enhancement of a construction contract. The per- 
formance bond is issued by a surety to aproject company, and is usually assigned 
to the project lender as part of the project collateral. It is callable if the contrac- 
tor fails to perform the terms of the construction contract. If it does not, the 
surety will cause the performance of the contract so that the project is completed. 

[3] Payment Bonds. A payment bond is also used most often in con- 
nection with credit enhancement of a construction contract. The payment bond 
is issued by a surety to a project company, and is similarly assigned to the proj- 
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ect lender as part of the project collateral. It is callable if the contractor fails 
to pay some amount that is due under the terms of the construction contract, 
such as liquidated damages for late performance. If it does not, the surety will 
make the payment. 

[4] Warranty Bonds. Also called maintenance bonds, warranty bonds 
are provided by the contractor to the project company as a safeguard against 
the risk that the contractor will not make repairs or replacements during the proj- 
ect warranty period under the construction contract for defective work. It is also 
typically assigned to the project lender as collateral. In some situations, this pro- 
tection is provided within the scope of the performance and payment bonds. 

[5] Retention Money Bonds. As discussed in chapter 15, construc- 
tion contracts routinely provide that a portion of the periodic payments to 
the contractor under a construction contract are withheld (retained) pending 
completion. Rather than forego the use of this money, contractors sometimes 
provide retention money bonds to the project company as security for project 
completion. The contractor can then receive and use the money that would oth- 
erwise be retained. If construction is not completed, the project company can 
apply the contingency amount covered by the bond for project completion. 

[6] Labor and Material Payment Bond. Suppliers, vendors and sub- 
contractors to the contractor generally have the right to place a lien on the proj- 
ect if they are not paid for the work performed or equipment supplied. The 
nature of this lien is governed by the law of the host country. 

In many situations, the project company could find itself paying the same 
amount twice: once to the contractor, and again to the contractor's supplier, ven- 
dor or subcontractor. A labor and material payment bond can be required of the 
contractor to guard against this risk. This bond requires a surety to pay the unpaid 
supplier, vendor or subcontractor amounts due it from the contractor. 

420.10 COMMERCIAL INSURANCE 

[l] Generally. Commercial insurance is an important credit enhance- 
ment tool in a project financing. Project risks not otherwise covered, that are 
insurable at a reasonable price, will be addressed in an insurance program, 
which includes the possibility for self-insurance of certain agreed-upon min- 
imal risks. The insurance requirements will include policy deductibles set at 
realistic levels, self-insurance amounts set at levels that cannot undermine cash 
flows needed for payment of debt service and operating costs, and minimum 
creditworthiness and stability of insurance underwriters. 



Project Finance Credit Enhancement 

[Z] Commercial Insurance and the Project Lender. Because the insur- 
ance protection package is so important to the project lender, it will require 
protection against a loss of the coverage and certain additional rights. These 
are discussed below. 

Additional Insured. An additional insured5 is any entity, other than the 
project company, that receives certain contractual benefits of an "insured" under 
the policy. The mere designation of additional insured status does not bur- 
den the project lender with any obligation to pay premiums, although it can 
elect to do so to preserve its collateral. 

Once the project lender is listed as such under the project company's 
policy, the lender is treated the same as if it was separately covered. Importantly, 
however, the lender would not be paid insurance proceeds under the policy 
unless it is also listed as the loss payee. 

Loss Payee. Once listed as a loss payee, insurance proceeds payable as a 
result of an insured loss will be made to the project lender first.6 Typically, 
the loss payee clause states that insurance proceeds are paid to the project com- 
pany and the project lender, as their interests may appear. This structure pro- 
vides the project lender with control of insurance proceeds, up to the amount 
of the debt. The debt documents will then determine whether the proceeds will 
be used to repair or rebuild the project, or be used to prepay principal on the 
underlying project indebtedness. Of course, neither the project company nor 
the lender would receive proceeds under third party liability insurance. As with 
additional insured status, loss payee status does not impose upon the lender 
any responsibility for premium payment. 

Non-Vitiation Clauses. In addition to named insured and loss payee 
protections, the project lender will also require that commercial insurance con- 
tain a non-vitiation (or breach of condition) clause. In general, an insurer 
can void an insurance policy on the basis of misrepresentation, non-disclosure 
or breach of warranty by the insured, or on the basis of mistake. Each of 
these are very difficult for the project lender to determine in its due diligence 
process, and impractical to monitor during the term of the loan. A non-vitia- 
tion provision prevents the insurer from voiding a policy, or refusing to make 
a payment to the lender as loss payee. These provisions are difficult to negoti- 
ate, and their availability is influenced greatly by changing insurance market 
conditions. 

5 An additional named insured is the term sometimes applied to a beneficiary 
of an existing insurance policy, while additional insured is the term applied to a bene- 
ficiary included in the policy when the policy is first issued. They are often used 
interchangeably. 

Sometimes, the project debt documents allow a pre-agreed small amount to 
be paid directly to the project company for minor claims. 
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Reinsurance Some emerging market countries require that project com- 
panies procure insurance within the host country. Alternatively, exchange con- 
trols in the host country may have the practical effect of requiring that insurance 
be obtained in the host country. However, the project lender may determine 
that the creditworthiness of the host country insurer is insufficient. Also, the 
laws, court system or other local risks may make the lender similarly uncom- 
fortable with a local insurer. In these situations, the project lender may require 
that all or most of the insurance program be reinsured in the international 
insurance marketplace. 

A reinsurance program does not provide any contract rights between 
the reinsurer and the project company or lender. It is, in simplest terms, an 
indemnity agreement between the insurer and the reinsurer. For direct con- 
tract privity to exist, a reinsurance cut-through provision must be included 

- - 

as an endorsement to the project company's policy. 
Cut-through endorsements are available in several varieties. The comulete - 

cut-through endorsement redirects the payment of reinsurance proceeds from 
the insurer to a named beneficiary. A cut-through guarantee endorsement redi- 
rects the payment in the same way, and also covers the payment of proceeds 
attributable to the exposure retained by the primary insured. 

It is in an insolvency situation that the cut-through is of great importance. 
If the primary insurer becomes insolvent, this endorsement redirects payments 
to the project lender, not the primary insurer (and its creditors), subject to local 
insolvency laws. 

Waiver of Subrogation. A waiver of subrogation clause is customarily 
required in project finance. In general, upon payment, an insurer becomes sub- 
rogated to all the rights that its insured had against a third party. That is, the 
insurer can pursue the third party responsible for the loss in order to recover the 
insurance proceeds paid to the insured. The project lender does not want the 
insurer to pursue any such claims against the lender or the project company. 

Collateral Security. Finally, the project finance lender will require that 
the project company assign to it, as collateral security, all insurance proceeds 
and policies. This, of course, does not affect the insurer, but does provide the 
lender with protection from any other creditors of the project company. 

Other Insurancelssues. The project finance lender will also require that 
the project company comply with other matters related to insurance, such as: 
submission of evidence of payment of premiums; agreement by the insur- 
ance company that it will provide the lender with advance knowledge of pol- 
icy cancellation, nonpayment of premiums and policy amendment, pursuant 
to a notice of cancellation or change clause; and an agreement that the lender 
will have no liability for unpaid premiums, but will have the option to pay them 
if the project company does not. 
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[3] Types of Commercial Insurance. There are several types of insur- 
ance policies available to cover risks in project financings. Each of these is 
described below. Because insurance varies significantly from country to coun- 
try, and over time, the following discussion may not be accurate for each 
situation. 

Contractor's A11 Risks. During the construction phase, project finance 
contractors are typically required to obtain property damage insurance such 
as "all risk" builder's risk insurance to pay for direct loss or damage occurring 
to the work during construction, however caused, whether at the manufac- 
turer's premises, during transit or on site. It generally terminates on accept- 
ance of the project by the project company. The builder's risk policy applies 
to all perils which are not specifically excluded, including the damage conse- 
quences of a defective design, material and workmanship, and protection 
during start-up and testing. It does not extend to coverage of losses that 
result from contractual indemnity or liquidated damage payments for late deliv- 
ery or completion. 

Advanced Loss of Revenue. Advanced loss of revenue provides insur- 
ance protection against the financial consequences for loss of revenue as a result 
of a delay following an insured loss or damage during the construction period. 

Marine Cargo. Marine cargo insurance is available to provide protec- 
tion against loss or damage caused to equipment and materials during transit 
from the shipper to the project site. It includes protection for losses sustained 
during unloading. 

Marine Advanced Loss of Revenue. Marine advanced loss of revenue 
provides insurance protection against the financial consequences for loss of 
revenue as a result of a delay following an insured loss or damage. 

Operator's A11 Risks. Operator's all risks provides protection against loss 
or damage, however caused, occurring after commercial operation. The cov- 
erage also includes protection for equipment being overhauled or repaired 
off the site. 

Operator's Loss of Revenue. Operator's loss of revenue coverage includes 
protection for a loss of revenue suffered as a result of physical loss or damage 
after completion of the project. It can be extended to cover loss of revenue aris- 
ing from loss or damage at a supplier's site. 

Third Party Liability. Third party liability coverage provides protection 
against damage and losses attributable to legal liability for bodily injury and 
property damage. There are several specific exclusions from the coverage of the 
standard comprehensive general liability policy. These exclusions include: con- 
tractual liability, which covers liabilities that arise under many types of con- 
tracts; employer's liability, which includes liability under worker's compensation, 



International Project Finance 

unemployment compensation and disability benefits; automobile liability; pol- 
lution, which includes bodily injury or property damage resulting from pol- 
lutants which are regularly discharged in the normal course of the insured's 
business; war; loss of use; property damage to the named insured's products 

- - 

arising out of such products; explosion, Eollapse and underground hazard. 
Liabilities for catastrophic occurrences are covered by umbrella and excess 

liability insurance policies. An umbrella policy generally provides coverage pro- 
tection in excess of coverage provided by primary policies. Excess liability poli- 
cies provide increased monetary limits. 

Employers' Liability/WorkersJ compensation. The employers' liability 
or workers' compensation coverage protects against legal liability or compen- 
sation for death or injury to employees. 

Rnite Risk Finite risk insurance provides access to insurance proceeds, 
in a multi-year structure. 

Trade Disruption. Trade disruption insurance is a marine coverage pro- 
viding loss of revenue protection, as well as extra expense protection, for a wide 
variety of risks, including property, political, transit and force majeure. 

[4] The "Commercially Available in  the Marketplace" Standard. 
It is sometimes tempting to defer consideration of the precise insurance that 
will be required in a contract by stating that the insurance will be required only 
to the extent "commercially available in the marketplace." In many countries, 
however, there is no established insurance market. Insurance companies in 
those markets might not possess the ability to deal with the complex risks inher- 
ent in a project finance transaction, or to provide insurance in the coverage 
amounts required to protect the project participants. Consequently, if such a 
phrase is used, it is important that the insurance market be adequately defined 
as a viable insurance market. 

[5 ]  Exchange Controls. In some projects, insurance policies may need 
to be denominated in the currency of the host country. If so, and a loss occurs, 
it may be difficult to export the insurance proceeds out of the host country. If 
exported, a loss may occur due to exchange rate fluctuations. This is a particu- 
lar concern where there is a decision not to rebuild a project after a casualty. 

If the exchange of insurance proceeds can be approved in advance, then 
this should be done. Alternatively, it may be prudent torequire the local insurer 
to re-insure the risk off-shore, and then have the vroceeds vavable under the . , 
re-insurance contract assigned to the project company for payment should a 
loss occur. Exchange controls are discussed more fully in chapter 3. 
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[6]  Export Financing Requirements. If part of the project financ- 
ing is supplied by an export credit bank, it will typically require that the proj- 
ect obtain insurance on the good financed. If so, it will likely require that the 
insurance be obtained from companies in the export bank's home country. 

520.11 POLITICAL RISK INSURANCE, B LOAN PROGRAMS AND 
GUARANTEES 

[I]  Generally. Political risks can be mitigated in several ways. As dis- 
cussed in chapter 3, the project can be structured to capture hard currencyrev- 
enue streams offshore, thereby reducing currency transfer and convertibility 
risk. Also, as discussed in chapter 21, the involvement in a project by a multi- 
lateral financial institution, such as the International Finance Corporation 
("IFC"), can reduce host government interference with a project's ability to 
repay private-sector debt. Another option is a loan repayment guarantee by a 
bilateral or multilateral agency, through a political risk insurance program, 
which can be used to address political risk.' Of these, Japan Export-Import 
Insurance DepartmentiMinistry of International Trade and Industry, and U.S. 
Overseas Private Investment Corporation are the largest. Finally, political risk 
insurance from a commercial company is another way to reduce this risk. 

The use of the term insuranceis somewhat misleading. The risk coverage 
is narrow in scope, and the claims procedure is cumbersome. Also, these pro- 
grams do not completely substitute for a project management program that 
is sensitive to local political customs and procedures. 

As discussed in this section, both bilateral and multilateral agencies pro- 
vide political risk insurance. Bilateral agencies are adept at working with 
projects within a foreign country's borders. Those projects that cross borders, 
such as the Caspian Sea Oil Pipeline and the Bolivia-to-Brazil natural gas 
pipeline, increase political risks. Consequently, multilateral agencies may be 
better able to deal with these multi-country mega-projects. 

[2] Multilateral Investment Guarantee Agency. 

Generally. The Multilateral Investment Guarantee Agency ("MIGA"), 
created in 1988 and headquartered in Washington, D.C., has 154 member coun- 
tries.8 It is an affiliate of the World Bank. 

' See generally, Kenneth J. Vandevelde, The Bilnteml Investment Treaty Programme 
of the United States, 21 CORNELL INT'L L.J. 201 (1988): JurgenVoss, The Protection and 
Promotion of Foreign Investment in Developing Countries: Interests, Interdependencies 
and Intricacies, 30 I N T ' L ~  COMP. L.Q. 686,686-88 (1981). 

MIGA was created under the Convention Establishing the Multilateral 
Investment Guarantee Agency, done October 11,1985, entered into forceApril 12,1988, 
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According to the convention that established MIGA, its purpose is to: 

encourage the flow of investments for productive purposes among mem- 
ber countries, and in particular to developing member countries, thus sup- 
plementing the activities of the International Bank for Reconstruction and 
Development.. . , the International Finance Corporation and other inter- 
national development finance institutions.9 

MIGA is organized to encourage foreign investment in developing mem- 
ber countries by providing guarantees (insurance), including coinsurance 
and reinsurance, against non-commercial risks.10 Based on this grant of author- 
ity, MIGA provides limited insurance against (i) currency inconvertibility 
and transfer, (ii) expropriation, war, revolution and civil disturbances and - - 
(iii) breach of undertakings by the host government. These coverages can be 
purchased individually or in combination. 

Eligibility. Eligible investments are new investments originating in a 
member country, but outside of the country in which the investment is made," 
for investment in any developing member country.lz Also eligible are invest- 
ments for expansion, modernization or  financial restructuring of existing proj- 
ects in developing member countries. Privatization investments are eligible. 

To be eligible for the insurance, the lender or investor must be organized 
in, and have its principal place of business in, a member country (other than 
the country in which the investment is made), or be majority-owned by nation- 
als of member countries.13 

Eligibility is further conditioned on MIGA determining that participation 
is justified based on economic viability, its developmental effect, compliance 
with local laws, and investment conditions in the host country.14 

reprinted in 24 I.L.M. 1598 (1985); codified in Multilateral Investment Guarantee 
Agency Act, Pub. L. No. 100-202, Section 10(e) (1987), 101 Stat. 1329-34,22 U.S.C. 
$2901~ et seq. 

Convention Establishing the Multilateral Investment Guarantee Agency, art. 
2 (October 11,1985). 

lo Convention Establishing the Multilateral Investment Guarantee Agency, art. 
2(a) (October 11, 1985). 

l1 Convention Establishing the Multilateral Investment Guarantee Agency, art. 
2(a). 

Convention Establishing the Multilateral Investment Guarantee Agency, art. 
14 (October 11, 1985). A "developing country" is a member country listed from time 
to time on a Schedule to the convention. Convention Establishing the Multilateral 
Investment Guarantee Agency, art. 3(c). 

l3  Convention Establishing the Multilateral Investment Guarantee Agency, art. 
13 (October 11, 1985). 

l4 The eligibility factors are: "(i) the economic soundness of the investment and 
its contribution to the development of the host country; (ii) compliance of the invest- 
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Coverage. MIGA insurance covers equity and debt. Debt covered includes 
medium and long-term debt guaranteed by an equity investor; and medium 
and long-term debt provided by a commercial lender, which debt relates to 
an investment covered by MIGA.15 

Before MIGA coverage is issued, approval must be obtained from the host 
country.16 Typically, MIGA obtains the necessary approval itself. This proce- 
dure increases the likelihood that the host government will work with MIGA 
in a way that reduces claims exposure. 

MIGA coverage cannot be canceled by MIGA unless the insured entity 
defaults in its obligations. An insured can terminate the insurance on any 
anniversary date of the coverage after the third anniversary. 

The rates charged for MIGA coverage vary with the risk and project. World 
Bank risk management currently limits the total exposure MIGA can take in 
any project, with an aggregate cap for exposure in any country. 

Currency Inconvertibility and Currency Transfer Risks. MIGA provides cur- 
rency inconvertibility risk coverage for losses due to the inability to convert local 
currency returns (profits, principal, interest, capital and other amounts) into for- 
eign exchange and the inability to transfer foreign exchange outside of the host 
country. This protection is available whether inconvertibility is due to excessive 
delays in acquiring foreign exchange caused by the host's government's action or 
inaction, adverse changes in exchange laws or regulations, or a lack of foreign 
exchange. These coverages do not extend to currency devaluation risks. 

As of 2000, MIGA would insure up to US$4 of bank debt for every USIl 
of equity investment. The maximum coverage a project can obtain is US$200 
million of debt and equity. A country limit of US$620 million is also in place. 

Compensation paid by MIGA under the guarantee is in the form of the 
currency chosen in the guarantee. Upon receipt of the blocked local currency, 
MIGA will make the conversion. 

Expropriation. Expropriation coverage provided by MIGA insures against 
the risk of a total or  partial investment loss caused by a taking by the host 
government of the project assets or  investor control over a project, whether 
by expropriation, creeping expropriation, nationalization or confiscation. 
Government actions that are bona fide, non-discriminatory actions are not 
covered if taken in the exercise of legitimate regulatory authority. 

ment with the host country's laws and regulations; (iii) consistency of the investment 
with the declared development objectives and priorities of the host country; and (iv) the 
investment conditions in the host country, including the availability of fair and equi- 
table treatment and legal protection for the investment." Convention Establishing the 
Multilateral Investment Guarantee Agency, art. 12(d) (October 11, 1985). 

I s  Convention Establishing the Multilateral Investment Guarantee Agency, art. 
12(a), (b) (October 11, 1985). 

l6 Convention Establishing the Multilateral Investment Guarantee Agency, art. 
15 (October 11,1985). 
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For total expropriation of equity interests, MIGA compensates the insured 
for the net book value of the investment. Partial expropriation is compensa- 
ble at the net book value for non-fund assets, and up to the insured amount 
for funds. For debt, MIGA insures the outstanding principal and accrued and 
unpaid interest. 

Before compensation is paid, MIGA requires an assignment to MIGA of 
all right, title and interest in the expropriated investment. 

War, Revolution and Civil Disobedience. Losses associated with physical 
damage, destruction or disappearance to tangible assets, or a substantial inter- 
ruption of business due to, acts of war, revolution, insurrection, coups d'etat, 
terrorism or sabotage are also covered by MIGA insurance programs. The action 
must be politically motivated, and result in damage or destruction of the prop- 
erty covered. 

For equity interests, MIGA compensates the insured for net book value, 
replacement cost or repair costs of the assets damaged. For debt, MIGA will 
pay the outstanding principal and accrued and unpaid interest in default as a 
result of the damage caused by the war or civil disturbance. 

Coverage also extends to business interruptions caused by war and civil 
disturbances. This is available for up to one year. 

Breach of Undertaking by Host Government. Finally, MIGA insurance cov- 
erage is available to protect against the risk of breach or repudiation of a con- 
tractual undertaking by the host government in an agreement with the project 
company. The insurance covers losses associated with the breach. 

If there is an alleged breach or repudiation, the coverage insures against 
the risk that the insured is denied access to an appropriate forum to adjudicate 
the dispute within a reasonable period, or is denied the right to enforce a judg- 
ment or award relating to the breach. MIGA insurance proceeds will not be 
paid until after a specified period of nonpayment by the host government. 

[3] International Finance Corporation. The International Finance 
Corporation ("IFC"), affiliated with the World Bank, was created in 1956 to pro- 
mote private enterprise in the developing world. It is headquartered in Washington, 
D.C. In contrast to the World Bank, which loans money only to governments, 
the IFC lends to, and makes equity investments in, private companies. 

The IFC is favorably regarded as an entity whose participation in a proj- 
ect helps mobilize additional loan financing and equity investments. It is active 
in loan syndication and security underwriting activities. 

Currency Inconvertibility and Currency Transfer Risks. The IFC co-financ- 
ing program offers rates that are not concessionary. These rates are often 
high, which serves, in part, to attract commercial lenders to the co-financing 
program. Commercial lenders are also attracted by IFC involvement, believing 
that the host government will be more likely to support a project in its coun- 
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try because of the IFC involvement. In fact, one of the greatest benefits of 
IFC involvement is the ability of the IFC to mobilize other financing sources. 

Under the co-financing structure the IFC provides financing to a proj- 
ect, and sells participation interests in the "B" loans to commercial lenders. It 
retains the 'W loan portion. Under the IFC umbrella, the commercial bank"Bn 
loans are treated in the same way as the IFC "An loans: the IFC documents 
and administers the loans, and collects and distributes payments and collateral 
pro rata among itself and the "B" loan lenders. An "A" loan default is also a 
"B" loan default. 

The IFC "B Loan" program provides some protection against the currency 
inconvertibility and currency transfer risks. A "B" Loan is a loan made by the 
IFC, or any other multilateral agency, that is participated out to other lenders, 
but administered by the multilateral agency. Because the IFC originates, 
closes and administers the loan, it is perceived that the participant banks 
have the same type of "preferred creditor status" that multilateral agencies have. 

IFC-financed projects are typically designed to benefit the economy of the 
host country. This is accomplished most often by increasing the country's abil- 
ity to earn hard currency. Nonetheless, great emphasis is placed on the poten- 
tial success of the project financed, since government guarantees are not available 
to repay the debt. 

In general, IFC borrowers are locally-organized companies. If the laws of 
the host countries permit, however, foreign ownership of these local entities 
is allowed. 

[4] World BankGuarantees. The World Bank, or The International 
Bank for Reconstruction and Development, was originally formed after the 
Second World War to provide financing for war-torn Western Europe. Its scope 
and activities have evolved since that time and it is now active in a variety of 
projects throughout the world. It is a nonprofit international organization that 
is funded and owned by the various world governments. The World Bank is 
discussed more fully in a later chapter. 

The World Bank guarantees loans made by commercial lenders to the pri- 
vate sector in certain developing countries, provided the host country issues 
a counter-guarantee. Political risks covered include losses attributable to cur- 
rency convertibility and transfer, breach of contract by the host government 
(and its agencies), and changes in regulations that affect debt repayment. There 
is no limit on the amount or term, although the counter-guarantee require- 
ment has a restricting role, particularly with the IMF, on the maximum aggre- 
gate amount of counter-guarantees the host country can have outstanding 
without jeopardizing its economic future. 

Currency Inconvertibility and Currency Transfer Risks. The World Bank 
provides guarantees to commercial lenders against political risks. The cover- 
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age is up to 100% of the debt exposure. Political risks covered by the guaran- 
tee are negotiable. The guarantee program was previously offered under the 
Expanded Co-financing Operation program ("ECO"), administered through 
the Co-Financing and Financial Advisory Services Group. 

Expropriation. No coverage is provided by the World Bank for the expro- 
priation risk. 

War, Revolution and Civil Disobedience. No coverage is provided by the 
World Bank for the war risk. 

Breach of Undertaking by Host Government. The World Bank offers 
protection against the risk of breach of a contractual undertaking by the host 
government in an agreement with the project company. The protection cov- 
ers losses associated with the breach. 

[5] Asian Development Bank. The Asian Development Bank ("ADB") 
was formed in 1966. It has members in 36 Asian countries and 16 industrial- 
ized countries from outside Asia. Any project eligible for ADB financing is also 
eligible for political risk protection. 

Currency Inconvertibility. The ADB provides protection against a breach 
of a government commitment on currency convertibility. 

Breach of Undertaking by Host Government. ADB offers protection against 
the risk of breach of a contractual undertaking by the host government in an 
agreement with the project company. These include maintenance of an agreed- 
upon regulatory structure, delivery by state-owned entities of required raw 
materials or other inputs, failure by state-owned entities to purchase project 
outputs, failure to build infrastructure needed for the project, and similar 
commitments. 

[6] Inter-American Development Bank. The Inter-American 
Development Bank ("IDB") was organized in 1959, and is a major lender to 
Latin American and Caribbean member countries. It is currently the princi- 
pal source of external finance for most Latin American countries. The 46 mem- 
ber countries include Latin American countries, the United States and other 
industrialized nations. 

IDB guarantees loans made to the private sector in developing countries 
against political risks. The loans must relate to projects in an IDB member 
country. A counter-guarantee from the host government is a prerequisite. There 
is no limit on the total coverage of the guarantee, although the total debt for 
a project cannot be covered by the guarantee. The term of the guarantee will 
be between 15 and 20 years. 

Currency Inconvertibility and Currency Transfer Risks. IDB provides cur- 
rency inconvertibilityltransfer risk coverage. This coverage does not extend 
to currency devaluation risks. 
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Expropriation. No coverage is provided by IDB for the expropriation risk. 
War, Revolution and Civil Disobedience. No coverage is provided by IDB 

for the war risk. 
Breach of Undertaking by Host Government. IDB offers protection against 

the risk of breach of a contractual undertaking by the host government in an 
agreement with the project company. These include maintenance of an agreed- 
upon regulatory structure, delivery by state-owned entities of required raw 
materials or  other inputs, failure by state-owned entities to purchase project 
outputs, failure to build infrastructure needed for the project, and similar com- 
mitments. 

[7] Overseas Private Investment Corporation (US). The Overseas 
Private Investment Corporation ("OPIC"), located in Washington, D.C., is an 
agency of the executive branch of the United States government17 It is self-sus- 
taining, operating at no  cost to the taxpayers of the U.S. 

Established in 1971,18 OPIC is organized to assist participation by United 
States private companies in economic development of developing countries, 
emerging democracies and fledgling free market economies. Its mandate is 
worldwide. 

OPIC is widely known for its political risk insurance program, in which 
it covers losses attributable to certain political risks, including inconvertibility, 
expropriation and political violence. In addition to its political insurance 
program, OPIC provides pre-investment services, and financing on a limited 
recourse basis of foreign direct investment projects, through direct loans and 
loan guarantees. OPIC insurance obligations are backed by the full faith and 
credit of the U.S. government. 

Although no formal cap on exposure exists, OPIC did not generally pro- 
vide coverage for these risks in excess of US$200 million. Also, OPIC gener- 
ally limits its exposure in any country to no more than 15% of total exposure. 

l7 The purpose of OPIC, as set forth in the enabling legislation, is 
[t]o mobilize and facilitate the participation of United States private capital 
and skills in the economic and social development of less developed countries 
and areas, and countries in transition from nonmarket to market economies, 
thereby complementing the development assistance objectives of the United 
States . . . . 

22 U.S.C. 52191. 
'6 OPIC is an independent corporation operating under the Foreign Assistance 

Act of 1961,22 U.S.C. 552191-2206b. Well before its creation, the U.S. provided incon- 
vertibility coverage to U.S. investors after World War I1 as part of the Marshall Plan. 
Later, before the creation of OPIC, the United States Agency for International 
Development provided political risk insurance to U.S. investors with investments in 
developing countries. 
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OPIC can cover up to 90% of the U.S. investor's interest in a project, or 
100% of a U.S. lending institution's credit exposure on a project, over a 20-year 
period. Unlike similar insurance provided by MIGA, the OPIC program does 
not require that the project sponsor also insure the equity investment. 

Insurance coverage by OPIC to lenders is similar to the insurance cover- 
age provided to equity investors. There are two significant differences. Proceeds 
are payable to the lender only to the extent there is a default in debt service pay- - .  

ments to the lender. Thus, if the host government makes and continues to make 
debt payments, there is no compensation to the lender. The other significant 
difference is that OPIC only makes the payments missed; there is no prepay- 
ment of the entire loan amount. 

Eligibility for OPIC insurance is determined by the Foreign Assistance 
Act.19 Only citizens of the United States, U.S. corporations or other business 
entities substantially owned by U.S. citizens, or a foreign business entity owned 
at least 95% by U.S. citizens or an eligible U.S. business entity qualify for OPIC 
program eligibility. While investments in about 145 countries are eligible for 
OPIC participation, policy considerations and statutory developments from 
time to time limit specific country participati~n.~~ 

There is no requirement that the foreign facility be owned or controlled 
by U.S. investors, however. Where there is foreign ownership, only the part of 
the investment made by the U.S. investor is insured. Restrictions apply to invest- 
ments in facilities in which majority ownership or control is vested in a for- 
eign government. 

Many types of investments are eligible for OPIC insurance coverage. 
Examples include project finance loans from financial institutions, equity, par- 
ent company debt, concession agreements, service contracts and project assets. 

The effect of the proposed investment on the U.S. economy is a part of the 
criteria. The considerations include negative effects on U.S. employment, impo- 
sition of requirements by the host country that substantially reduce the poten- 
tial U.S. trade benefits of the investment, and significant adverse effects on 
the U.S. balance of payments. If any of the foregoing will exist because of the 
project, coverage is denied. 

Also, the effect of the investment on the host country determines eligi- 
bility. In general, OPIC supports projects that respond to development needs, 
and that improve private initiative and competition. 

The U.S. and each host country enter into bilateral agreements that relate 
to the OPIC programs. Under these agreements, the approval of the host gov- 
ernment must be obtained before the OPIC insurance is issued. 

' 9  22 U.S.C. 52191. 
2"In mid-2000, OPIC did not provide coverage in Mexico, where the govern- 

ment had not signed the required bilateral agreement with the U.S. For policy rea- 
sons, OPIC provided no support (and was therefore "dosed") in China, Iran, Iraq, Libya 
and Saudi Arabia). 
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In general, OPIC insurance coverage is available for new investments, pri- 
vatization~ and expansions or modernizations of existing facilities. Acquisitions 
of existing facilities are also covered, but only if the investor undertakes an 
expansion or modernization program at the facility. 

Currency Inconvertibility and Currency Transfer Risks. OPIC provides 
coverage against the risks of inconvertibility and transfer, thereby substitut- 
ing itself for the central bank. The project company must obtain and main- 
tain the underlying legal right to convert and transfer the local currency, however. 

- 

Its insurance covers changes in laws, regulations and procedures that impair 
convertibility. Also covered is ''passive" inconvertibility, which results from con- 
version delays (in excess of that usual in the country at the time the coverage 
is issued) caused by applicable officials. 

Before issuing this insurance, OPIC analyzes a country's currency con- 
version and transfer laws, regulations and procedures. Once it does so, it estab- 
lishes a baseline against which coverage is measured. If there does not exist a 
legal and effective procedure for conversion and transfer, OPIC will not offer 
the coverage, 

In countries where convertibility is a general problem, OPIC can struc- 
ture coverage that is based on a offshore account. Under such a structure, hard 
currency revenue is deposited in an offshore account. OPIC will insure against 
the risk of abrogation, repudiation or recission of the consent to, or approval 
of, that structure by the host country, thus insuring its viability. 

The inconvertibility coverage does not extend to project fuel or other proj- 
ect inputs. Thus, it does not cover convertibility of local currency to hard 
currency needed to purchase project inputs that are to be paid for in hard 
currency. 

OPIC coverage does not guarantee an exchange rate. Also, it does not 
extend to currency devaluation. 

Expropriation. OPIC coverage is available to protect against national- 
ization, confiscation, expropriation of an enterprise and "creeping" expropria- 
tion. For OPIC purposes, expropriatory acts are illegal acts by a foreign governing 
authority that deprive an investor of fundamental equity rights or interests. This 
action must be in violation of principles of international law or a material breach 
of local law. Generally, these acts must continue for more than a period of six 
months, and the act must be a total, not partial, expropriatory act. 

Not covered are reasonable exercises of a government's legitimate revenue 
and regulatory powers, such as increasing tax rates (unless in direct violation 
of an agreement to the contrary); and actions of the host government provoked 
or instigated by the project company. 

OPIC recognizes a distinction between governmental acts and commer- 
cial acts in project financings. Actions by the government in a role of a com- 
mercial party in a project, such as fuel supplier, purchaser or investor, are 
excluded from coverage, except as discussed below. 
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Similarly, OPIC recognizes that power project finance transactions involve 
contracts between the host government and the project company. In such cases, 
it provides an exception to the government action exclusion. OPIC coverage 
requires that the dispute resolution procedures of the contract be complied 
with prior to any payment of insurance proceeds. To that extent, OPIC cover- 
age is to insure the risk of noncompliance by the government with the agreed 
upon dispute resolution ~rocedures, and payment of any award resulting from 
those procedures. 

A slightly different insurance program is offered for oil and gas projects. 
In such projects, OPIC insures against losses caused by material changes uni- 
laterally imposed on the project company by the host government. Examples 
include abrogation of contract; contract repudiation; and material breaches of 
important project contracts between the project company and the host gov- 
ernment, including concession agreements, production sharing agreements, 
and service agreements. Unlike power projects, there is no requirement that 
the dispute resolution process be completed before the claim matures. 

In general, OPIC coverage requires an assignment of the entire rights of 
the insured to OPIC as a condition precedent to payment of proceeds. This 
allows OPIC to pursue the host government for reimbursement. Because it is 
likely that these interests are also pledged to one or more project lenders, inter- 
creditor agreements need to address this possibility. 

For lender coverage, OPIC will pay the scheduled payments of principal, 
together with accrued interest to the date of payment, that the lender would 
have received. OPIC generally has the option to make a full prepayment of 
the debt. 

Political Violence. Political violence insurance coverage includes protec- - 
tion against property damage and loss of business income caused by violence 
motivated by political considerations. Exam~les include war (declared or unde- . - 
clared), hostile acts by national or international forces, revolution, civil war, 
insurrection and civil strife. Terrorism and sabotage, if politically motivated, 
are other examples. Actions to promote student or labor goals are excluded. 

Like other insurers, OPIC places limitations on the amount of compen- 
sation that will be paid for property damage and loss of business income. For 
example, property damage compensation is generally based on replacement 
cost or the lesser of original cost, fair market value at loss or the cost of repair, 
subject to an overall cap. Replacement cost is limited to twice the originalvalue, 
and is paid only if the equipment is replaced in the host country. 

Coverage for loss of business income is generally limited to one year. If 
the project has critical infrastructure off the project site, such as a rail link or 
transmission facility, OPIC can cover losses to these sites also. 

For lender coverage, OPIC will pay the scheduled payments of principal, 
together with accrued interest to the date of payment, that the lender would 
have received. 
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Recognizing the unique nature of oil and gas projects, which do not dimin- 
ish in value over time if not used, OPIC modifies the insurance program. If acts 
of political violence make it impossible or dangerous to operate such proj- 
ects, OPIC will pay the project the net book value in exchange for an assign- 
ment of the rights in the project. The project sponsors can repurchase these 
rights for the price paid by OPIC if the political environment changes so that 
within five years of the date of the original disruption the project can be 
operated. 

Bond Financing in Emerging Market Project Finance. As discussed below 
under a separate heading, in 1999 OPIC introduced a political risk insurance 
program to enhance bonds issued to U.S. investors. The program is designed 
to acknowledge the continuing use of bond financing for emerging market proj- 
ect finance. 

[8] United States Export-Import Bank U.S. Export-Import Bank 
("USExim"), an independent U.S. agency, is organized to assist the export of 
nonmilitary U.S. capital, goods and services. In 1994, USExim established a 
project finance division designed to assist U.S. exporters to compete in new 
international infrastructure projects. USExim support is particularly impor- 
tant to U.S. exporters as more and more developing countries reduce sover- 
eign-guaranteed borrowing. 

Participation is limited to projects that do not produce a commodity 
that will be surplus in world markets at the time the project becomes opera- 
ble, that do not compete with U.S. producers, and that do not result in sub- 
stantial injury to U.S. producers, unless the benefit to the U.S. economy outweighs 
the injury. 

If the exported good or service contains both U.S. and foreign compo- 
nents, the USExim support will cover up to 100% of the U.S. content, provided 
the U.S. content is not less than 50% of the export price. Also, the total amount 
supported cannot exceed 85% of the export price. In general, creditworthy U.S. 
exporters, U.S. financial institutions, creditworthy foreign importers to the U.S. 
and foreign financial institutions are eligible for USExim assistance. 

USExim can support the political risks in a project in one of two ways: 
an export loan or a guarantee. These will support up to 85% of the U.S. export 
value. 

Through the loan program, it can provide a direct loan to a private bor- 
rower. Political risk during the construction and start-up period is available. 
However, commercial risks before operation are not coverable by USExim 
and must be covered by a third party. That is, a corporate, financial institu- 
tion or financing commitment must be available to cover the risk of non-com- 
pletion and insufficient cash before operation. The loan can be replaced, with 
the USExim loan being repaid, at project completion. 
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The other option is a guarantee. The guarantee can be made available to 
commercial lenders. Under the guarantee program, USExim can either provide 
political risk coverage before completion, followed by either comprehensive or 
political risk only coverage after completion, or no coverage before comple- 
tion, followed by either comprehensive or political risk only coverage after 
completion. 

For guaranteed construction period loans with capitalization of interest 
planned during construction,21 former USExim policy was that a guaranteed 
lender could not immediately make a claim under the guaranty if the capital- 
ization did not take place due to a political event. That claim could not be made 
until completion of construction and a scheduled claim missed. Now, in such 
situations, the claim can be made by guaranteed lenders on a current basis. 

The host government and USExim must have in place a bilateral agree- 
ment that provides USExim with recourse to the host government if a politi- 
cal risk event results in a default in the USExim financing documents. 

There is no maximum amount applied to the coverage. The term is con- 
sistent with OECD guidelines of 10 years (12 years for certain power infra- 
structure projects). 

Currency Inconvertibility and Currency Transfer Risks. The coverage pro- 
vided by USExim is substantially similar to the coverage provided by OPIC. 
However, USExim coverage is only available in those transactions in which loan 
proceeds are used to purchase goods or services from the United States. Unlike 
the OPIC program, coverage is available to non-United States banks. 

Expropriation. USExim coverage is available to protect against national- 
ization, confiscation, expropriation of an enterprise and "creeping" expropriation. 

Political Violence. Political violence insurance coverage includes protec- 
tion against property damage and loss of business income caused by violence 
motivated by political considerations. 

[9]  Ministry of International Trade and Industry (Japan). The 
Export-Import Insurance Division of Japan's Ministry of International Trade 
and Industry ("MITI") is an agency of the Government of Japan. It can pro- 
vide insurance coverage to Japanese companies and non-Japanese companies 
registered in Japan. MITI coverage can be combined with OPIC coverage to 
cover the entire bank group, depending upon the location of members of the 
bank group. There is no maximum amount of coverage. 

21 Capitalization of interest during the construction period is a typical compo- 
nent of project financing. Because there are no project revenues during construction, 
there is no money to pay interest on construction draws. Consequently, lenders gen- 
erally allow this interest to be capitalized and paid as part of the project debt after con- 
struction completion. 
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Currency Transfer Risks. MITI provides insurance against currency trans- 
fer controls. 

War, Revolution and Civil Disobedience. Losses associated with war and 
civil disobedience are also covered by MITI insurance programs. 

[lo] Export-Import Bank of Japan. The Export-Import Bank of Japan 
("JExim") provides limited political risk coverage. Eligibility is limited to loans 
from financial institutions in Japan (including branches of foreign banks), 
for funding recently privatized businesses and regulated industries in devel- 
oping countries. Significant is that the coverage is notlimited to Japanese export 
financing. The maximum coverage is generally 95%, for a maximum term of 
12 years. 

JExim established a project finance group in 1988. Terms for project finance 
activities comply with the OECD Consensus. It will often require a government 
or central bank guarantee as a prerequisite for participation in a project. In 
return, IExim will cover certain political, but typically not commercial, risk. 

Currency Inconvertibility and Currency Transfer Risks. JExim provides 
insurance coverage against currency transfer restrictions. 

[I 1) Export Credit Guarantee Department of the United Kingdom 
Department of Trade and Industry. The Export Credit Guarantee Department 
("ECGD") is a governmental agency of the United Kingdom which provides 
commercial and political risk protection to United Kingdom exporters, investors 
and lenders. Investments by United Kingdom companies in developing coun- 
tries are eligible for the coverage. 

The maximum coverage is f 100 million of loan principal or equity plus 
retained earnings, up to 85% of the contract value. The maximum term is 15 
years. 

Under its programs, United Kingdom companies are protected against 
political risks for project investments made abroad by them. It is not a require- 
ment that goods produced in the United Kingdom be exported as part of the 
covered investment. 

Lenders are protected against non-payment directly caused by reason of 
political causes of loss. ECGD provides political coverage during both the con- 
struction and operation phases of a project. 

Currency Transfer Risks. ECGD provides insurance coverage against cur- 
rency transfer restrictions. 

Expropriation. Expropriation coverage provided by ECGD insures against 
the risk of a total or partial investment loss caused by a taking by a host gov- 
ernment, where the host government is not a shareholder in the project, of 
the project assets or investor control over a project, whether by expropria- 
tion, creeping expropriation, nationalization or confiscation. 
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War, Revolution and Civil Disobedience. Losses associated with war and 
civil disobedience are also covered by ECGD insurance programs. 

Breach of Undertaking by Host Government. Also covered are cancella- 
tion or non-renewal of an export license, and failure by a host government to 
honor written obligations towards the project. provided such failure causes a loan 
default and is not itself brought about by any action or inaction of one or more 
of the other parties in the project 

[12] Compagnie Frangaise #Assurances Commerciale Exttrieure. 
Comuagnie Francaise d'Assurances Commerciale ExtOrieure ("COFACE") is - 
the export credit agency of France. It provides political risk coverage to French 
companies investing abroad. Both equity and debt are eligible for the coverage. 
There is no maximum amount of coverage, but COFACE will cover only 95% 
of the investment. The maximum term is 15 years. 

Currency Control Risks. COFACE provides insurance coverage against 
currency control risks. 

Expropriation. Expropriation coverage provided by COFACE insures 
against the risk of a total or partial investment loss caused by a taking by a host 
government of the project assets or investor control over a project by expro- 
priation. 

War, Revolution and Civil Disobedience. Losses associated with war and 
civil disobedience are also covered by COFACE insurance programs. 

[13] Export Development Corporation of Canada. The Export 
Development Corporation of Canada ("EDC") provides political risk cover- 
age to projects located in eligible countries. The product or service exported 
generally must be at least 50% in Canadian content. The maximum coverage 
is CN$100 million. The maximum term is 15 years. 

Currency Convertibility and Transfer Risks. EDC provides insurance cov- 
erage against currency convertibility and transfer. 

Expropriation. Expropriation coverage provided by EDC insures against 
the risk of a total or partial investment loss caused by a taking by the host 
government of the project assets or investor control over a project by expro- 
priation, including creeping expropriation. 

War, Revolution and Civil Disobedience. Losses associated with war and 
civil disobedience are also covered by EDC insurance programs. 

[14] Other OCED Government Insurance Entities. Each member 
country of the Organisation for Economic Co-operation and De~elopment~~ 

22 Current members are Australia, Austria, Belgium, Canada, Denmark, Finland, 
France, Germany, Greece, Iceland, Ireland, Italy, Japan, Luxembourg, the Netherlands, 
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("OECD") has established political risk insurance programs similar to the 
United States OPIC program. 

[15] Other OCED Export Credit Agencies. Each member country 
of the OECD has established export credit agencies similar to the export-import 
credit agencies discussed above. The loans are available in project financings 
to the extent proceeds are used to purchase goods or services originating in the 
home country of the export-import bank. 

[16] Commercial Insurance. Complementary and alternative politi- 
cal risk insurance is offered by a small community of insurers.23 These include 
Lloyd's of London, Zurich-American, American International Underwriters 
and Chubb. 

Scope of Coverage. In general, these coverages are of a limited term of 
one to three years, and do not typically match the term of the project debt. 
However, some private insurers are now able to provide cover for up to 10 years, 
almost matching the typical project's debt term. 

Private insurance companies are generally more flexible than OPIC, MIGA - 
or the export-import agencies because they are not constrained by public 
policy considerations. That is, private insurance companies can issue political 
risk coverage without regard to a project sponsor's nationality or the economic 
affect of the project in the sponsor's home country. In addition, they provide 
benefits of confidentiality and possible cost savings associated with negotia- 
tion of complete, single source insurance protection for a project, including 
casualty, liability and other insurance. Further, they are able to tailor insurance 
programs to the specific needs of a project and a sponsor's credit profile, while 
a public agency is not so flexible in its program offerings. On the other hand, 
commercial insurers rarely offer currency transfer and political violence cov- 
erage in developing countries and emerging economies. 

MIGA Cooperative Underwriting Program (CUP). Multilateral and 
bilateral agencies are beginning to cooperate with the private insurance indus- 
try, in an effort to create insurance programs that better respond to the mar- 
ketplace. MIGA, in response to a World Bank mandate to create additional 
political risk insurance capacity for the private market, created the Cooperative 
Underwriting Program (CUP). CUP provides a stimulus to private insurers 
when reluctant to participate in a particular deal or country alone, but would 
offer coverage if a public agency participated. CUP participation provides the 

New Zealand, Norway, Portugal, Spain, Sweden, Switzerland, Rrlcep the United Kingdom, 
the United States and its territories (Guam, Puerto Rico and the Virgin Islands). 

23 See generally, Douglas A. Paul, New Developments i n  Private Political Risk 
Insurance and Trade Finance. 21 INT'L LAW. 709.712 (1987). 
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private insurer with more due diligence and country information than it can 
typically obtain internally. Also, participation by a multilateral or bilateral in 
an insurance product provides a large deterrent to government action or 
inaction that would otherwise lead to a claim. 

Confidentiality of the private insurers identity is maintained under the 
CUP. MIGA acts as the insurer of record, but will not reveal the names of the 
private insurer. 

Portfolio Political RiskZnsurance. Some insurance companies are offer- 
ing political risk insurance on a portfolio basis. This coverage provides polit- 
ical risk protection for all of a project sponsor's project in a particular country. 

[17] Assignment Rights. As discussed above, many political risk insur- 
ance providers require that the project company assign rights in the project 
to the insurer as a condition to payment of the insurance proceeds. Because 
of this, it is important that project contracts permit such an assignment with- 
out the consent of the contracting party. See chapter 26 for a complete dis- 
cussion of consents to assignment. 

[Is] Political Risk Insurance for Bond Financing in Emerging Market 
Project Finance. The bond market continues to grow in importance as avehi- 
cle for financing projects in emerging markets. In 1999, OPIC introduced a new 
political risk mitigation program designed to enhance emerging market bond 
issuances to U.S. investors. Under this program, OPIC will provide coverage to 
eligible investors in an amount up to US$200 million for any single project, for 
up to 20 years. The policy, called the Contract of Insurance for Fixed Income 
Securities, will pay 100% of the total policy coverage for claims.24 It is available 
for new projects and for expansion or upgrade of existing projects. 

OPIC requires that the project company or issuer of the bonds sign a 'tom- 
pany support agreement" with OPIC. Under this agreement, the project corn- 
pany makes certain representations and warranties, and also agrees to certain 
covenants. Examples of the covenants included are the following: compliance 
with anti-corruption laws and regulations; compliance with environmental 
laws and regulations, including applicable World Bank environmental guide- 
lines; and an agreement not to take action to thwart employees from lawful 
organizing and collective bargaining. Failure to comply could result in OPIC 
declining to pay a claim, or the withdrawal and termination of the policy. 

24 Some political risk policies include a deductible of 5 to 10% of the policy 
amount, thereby providing the insured with an incentive to minimize claims. Currently, 
the bond policy requires a deductible if the policy benefits bondholders that are affd- 
iated with the issuer of the bonds. The OPIC equity policy, discussed elsewhere in 
this chapter, also requires a deductible. 
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Whether this requirement will affect the usefulness of the insurance is uncer- 
tain. In over 28 years of operation, OPIC has declined about 10 percent of 
claims, including once for breach of an environmental covenant. 

The new coverage is significant because it is the first political risk insur- 
ance to enhance project bonds. Also, the coverage allows a project, with an oth- 
erwise investment-grade credit, to be assigned a sovereign foreign currency 
investment grade rating. This coveted rating allows an expanded universe of 
institutional investors to purchase project debt, that are otherwise prohibited 
from buying debt without such a rating. Expanding the universe of potential 
bond purchasers usually has the effect of lowering borrowing costs. 

Currently, the primary coverage is for inconvertibility of local currency 
and inability to transfer converted funds abroad. OPIC will make payment where 
there has been a delivery of inconvertible local currency, or where local currency 
is not legally available For delivery. Exclusions from coverage include pre- 
existing restrictions to convertibility and transfer on the policy effective date, 
failure of the insured to use reasonable efforts to convert and transfer the cur- 
rency, and provocation by the insured that is the primary cause of the loss. 

The calculation of the rate of exchange will be made at the official rate 
(net of governmental charges and taxes). If a convertible currency is not 
available at the official rate, yet exchanges were available through another legal 
and customary means, OPIC will use that rate. 

Under the new policy, the claims settlement process is designed to avoid 
missed bond payments to holders. This is accomplished through the creation, 
in advance, of a debt service reserve fund by the bond issuer, funded at a level 
sufficient for timely bond payments during the claim application and deter- 
mination process. 

[19] Credit Evaluation of Political Risk Insurance Policies. A polit- 
ical risk insurance policy, and supporting documents, must be carefully exam- 
ined to determine the extent of risk mitigation provided by it in the overall 
project credit package. Among the factors to analyze are the following: the credit 
quality of the issuer; the exact type of coverage; the events that must occur 
before payments are timely made; the adequacy of the payments; the events 
under which the insurer could deny claims; the events under which the insurer 
could revoke the policy; and whether adequate project reserve funds are in place 
to pay debt service during policy waiting periods and claims determination 
periods. Important to this evaluation is an analysis of the underlying project 
documents for the purpose of coordinating revenue and operating agreements 
with the political risk insurance policy and other credit enhancement. 

Also, an understanding of the scope of the insurance is important. Political 
risk insurance does not cover all of the risks associated with a project, partic- 
ularly those that are commercial in nature. In that sense, political risk insur- 
ance is not a credit guarantee. 
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Coverage against risks of inconvertibility and nontransferability of funds 
are the easiest to define in a policy. As such, these types of claims enjoy timely 
settlement of claims. 

520.12 WARRANTY 

Warranties extend protection to the project after the project is completed. They 
are typically included in construction contracts, subcontractor contracts, equip- 
ment supply agreements and operating agreements. The terms and length of 
the warranty vary from project to project and are dependent upon the price 
associated with the underlying service or equipment. Most, however, are lim- 
ited to obligations to repair or replace the defective construction or equipment. 

Warranties are sometimes considered "quasi-insurance" because in some 
cases these provide compensation for defects not covered by insurance. 

520.13 LIQUIDATED DAMAGES IN FIXED-PRICE CONSTRUCTION 
CONTRACTS AND OTHER LIQUIDATED DAMAGES 

If construction of a project is not complete to the point necessary to begin com- 
mercial operation, or the project does not operate after completion at guar- 
anteed levels, the project company will nonetheless need to pay debt service 
and other contractual obligations. One solution to this risk is a liquidated dam- 
age payment. A liquidated damage payment constitutes an estimate by the con- 
tractor and project sponsor of the ramifications of late or deficient performance 
by the contractor on the project. 

The effect of a liquidated damage clause is to avoid calculation of dam- 
ages following a dispute. These clauses are particularly useful in a project financ- 
ing because of the need for predictable results after a failure to perform. An 
often overlooked risk in a project financing is that liquidated damages clauses 
are not favored by courts.z5 

The enforceability of a liquidated damage clause, however, must be care- 
fully considered,26 particularly in the international context. Not all jurisdic- 
tions recognize the concept of liquidated damages. Thus, any party would be 
entitled to seek a determination of liability at trial. 

25 E . 5 ,  Note, Liquidated Damages Recovery Under the Restatement (Second) of 
Contracts, 67 CORNELL L. REV. 862 (1982). 

26 See generally, Rubin, Unenforceable Contracts: Penalty Clauses and Specific 
Performance, 10 J .  LEGAL STUD. 237 (1981); Goetz & Scott, LiquidatedDamages, Penalties 
and the Just Compensation Principle: Some Notes on an EnforcementModel and a Theory 
of EfficientBreach, 77 COLUM. L. REV. 554 (1977). 



Project Finance Credit Enhancement 

The seminal common law test in the United States for approval of a liq- 
uidated damages clause is that (i) the clause must have been intended as a 
calculation of damages, not as a penalty, (ii) the contract must have as its 
subject a situation in which it will be difficult to calculate damages or in which 
a pre-estimation of damages was not possible, and (iii) the damages must be 
reasonable when compared to a calculation at common 

The primary question for project finance participants is whether there is 
a reasonable relationship between the damages payable under the liquidated 
damage clause and under the law when no liquidated damages clause is pro- 
vided. This is typically a factual question. 

If the contracting parties guess wrong, the question arises whether the liq- 
uidated damage clause is the exclusive remedy. U.S. courts have generally 
held that a liquidated damage clause is optional, and not an exclusive remedy.28 

Liquidated damages as credit enhancement are used in other project con- 
tracts also. For example, a fuel supply contract might provide that if the fuel 
supplier is unable to provide fuel to a project, it will pay the project company 
liquidated damages equal to any increased fuel costs it incurs due to pur- 
chases of fuel from another source. 

$20.14 INDEMNIPICATION OBLIGATIONS 

Another form of credit enhancement in a project financing is a contractual 
indemnification obligation, which allocates liability among those who may 
be liable for a loss, as contrasted to placing this responsibility with a trier of 
fact. Such an obligation is designed to protect another person against the 
consequences of action in certain agreed-upon circumstances. Since an indem- 
nification provision results in a shifting of risk, the impact of the assumption 
of this risk on the credit analysis of a project financing is not insignificant. 

The absence of an indemnification provision in a project finance contract 
does not necessarily relieve a party of indemnification liabilities. In some states 
in the United States, for example, indemnification liabilities are implied. The con- 
cept of implied indemnity has been abolished in some other states, however, 
and is of limited importance in states that have adopted comparative negli- 

~- 

27 The U.C.C. liquidated damages provision is similar to the U.S. common law, 
although the U.C.C. does not require consideration of the intent of the parties. U.C.C. 
52-718. Rather, an objective test is applied to determine the reasonableness of the darn- 
ages. The real distinction between the common law and the U.C.C. approaches is the 
time at which the reasonableness is determined: the common law determines reason- 
ableness based on the contract date; the U.C.C. looks at the situation on the contract 
date and at the time of the breach. 

28 E.g., Ralston Purina Co. v. Hartford Accident & Indem. Co., 540 F.2d 915, 
919 (8th Cir. 1976). 
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gence. The concept of implied indemnity nevertheless exists in some jurisdictions 
to allow a sharing of losses among entities of differing responsibility for a loss. 

920.15 SOVEREIGN GUARANTEES 

[I] Project. Certain political, legal, regulatory and financial risks 
within the host government's control must sometimes be addressed through 
a sovereign guarantee.29 These include an uncreditworthy power purchaser, an 
unfavorable political climate and an unfavorable economic climate. 

In a sovereign guarantee, the host government guarantees to the project 
company that if certain events do or do not occur, the government will com- 
pensate the project company. The scope of a sovereign guarantee depends on the 
unique risks of a project. 

The sovereign guarantee section in an implementation agreement may 
take various forms, including: (i) direct undertakings to the project company, 
such as a guarantee of an off-take purchaser's obligations under an off-take 
agreement; (ii) political risk buy-outs; (iii) "comfort" language, indicating 
the host government's support for the project; (iv) commitment to reform 
law and regulations to support private energy development; (v) setting tariffs 
that permit recovery of costs (for such risks as a change in law) and a favorable 
equity return; (vi) commitment to guarantee private debt needed for project 
development; and (vii) counter-indemnities benefitting multilateral or bilat- 
eral institutions that have themselves provided guarantees to project lenders. 
In some cases, the sovereign guarantee is a separate instrument, not a part of 
the implementation agreement. 

In some projects, the sovereign guarantee is replaced with a private sec- 
tor guarantee. For example, where a project's off-take purchasers include 
both private (business) and public (government) sector entities, the private 
sector entities could be sufficiently creditworthy to guarantee the public entity's 
off-take purchase obligations. 

In countries where the infrastructure will be privatized in the future, the 
host government may be unwilling to provide a sovereign guarantee that extends 
over the term of an off-take agreement. In such instances, the terms and 
scope of the guarantee must be tailored to fit the possibility of privatization. 
One possible compromise is a reduction in the coverage of the guarantee based 
upon the creditworthiness of the privatized entity. 

[2]  World Bank. Similarly, World Bank financing for a project is 
always conditioned on receiving a repayment agreement from the host gov- 

29 See generally, Jonathan Inman, Government Guarantees for Infrastructure P r o j  
68 PROJECT FIN. INTL 36 (1995). 
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ernment. If the financing is in the form of a World Bank loan, the World 
Bank will receive a repayment obligation from the country for loans made to 
the host country, or from the country for loans made to other parties. If the 
World Bank ~rovides a guarantee, a repayment indemnity is provided by the 
country to the World Bank. 

[3] Are Sovereign Guarantees Useful Without World Bank 
Involvement? As discussed in chapter 21, one benefit of World Bank involve- 
ment in a project, such as through a World Bank guarantee, is its ability to per- 
suade a country to support a project in which the World Bank is involved. 
Otherwise, the country could simply ignore its reimbursement obligation for 
draws under the guarantee arrangement. 

This has led to the question whether sovereign guarantees are of any 
benefit in a project financing if the World Bank is uninvolved in the project. 
The commercial lender certainly lacks the leverage over the host country that 
is enjoyed by the World Bank. For example, with some exceptions, unlike the 
World Bank they generally lack the ability to influence governmental actions 
through cross-default provisions in loan agreements, and the ability to influ- 
ence governmental actions through decisions about financing future govern- 
mental projects. Without this involvement and leverage, the commercial lender 
might not be able to effectively enforce the guarantee, and should at a mini- 
mum, consider these implications before placing too much reliance on the sov- 
ereign guarantee as credit support. 

[4] Availability of Funds to Pay Guarantee Claims. It is possible that 
the sovereign will not have immediate access to the funds necessary to pay on 
a claim made under a sovereign guarantee. This may be due to a general short- 
age of funds at the time of the claim. Such a credit risk is not limited to sov- 
ereign governments only; there is a credit risk with any unsecured guarantee 
obligation. 

Alternatively, the failure of the sovereign government to immediately 
pay a guarantee claim may be due to a legal restriction. An example is when 
funds for payment of a guarantee claim are not in the government budget. In 
such circumstances, special legislation may be needed to authorize the pay- 
ment. Resultant delays can produce further economic problems for the proj- 
ect that relied on the guarantee for the very purpose of avoiding them. 

[S] Are Sovereign Guarantees from the Host Government Always 
Necessary? The risks associated with infrastructure projects in a develop- 
ing country often necessitates some form of host government support, through 
a governmental guarantee or some other type of credit enhancement.Yet, gov- 
ernmental guarantees can undermine the benefits of private sector involve- 
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ment (privatization). These guarantees can impose significant costs on the host 
country's taxpayers, and further erode the country's financial health. A dis- 
cussion of the implications for the host government of providing a sovereign 
guarantee are discussed in chapter 14.3O 

020.16 OTHERS FORMS OF GOVERNMENT CREDIT 
ENHANCEMENT 

[I] Generally. There are other types of credit support that a gov- 
ernment can provide to a project company in an effort to reduce risks in con- 
tracting with a state-owned off-take purchaser. These are limited only by the 
creativity of the participants. 

121 Government Subordination. Rather than a sovereign guarantee, 
credit support can be based in government subordination. In some power proj- 
ect financings, the government is involved in ways other than as merely own- 
ing the state utility. It receives taxes, provides fuel from the state-owned fuel 
company, and assesses and collects fees. It sometimes provides part of the financ- 
ing for the project. 

A subordination agreement, among the government, project company and 
the lenders, provides the basis for a government subordination. If a risk rnate- 
rializes, rather than advancing money to the state-owned utility, the govern- 
ment could instead agree to defer collection of payments due from the project 
company to it or to another state-owned company participating in the project, 
such as the state-owned fuel company. The amounts would not be forgiven, 
but rather deferred in time, until, for example, the state-owned power pur- 
chaser is able to make the payment. This technique works particularly well 
for short-term cash flow pressures at the state-owned utility. 

[3] Government-Funded Accounts. Another alternative to a sover- 
eign guarantee is a government-funded debt reserve account. Such an account, 
in which the sovereign government deposits funds, is pledged to the project 
lenders, and available to them for withdrawals to the extent a state-owned off- 
take purchaser is unable to make the necessary payments to the project company. 

30 See generally, Christopher M. Lewis & Ashoka Mody, "Contingent Liabilities 
for Infrastructure Projects-Implementing a Risk Management Framework for 
Governments:' in PUBLIC POLICY FORTHE PRIVATE SECTOR, WORLD BANK NOTE NO. 148 
(Aug. 1998); Christopher M. Lewis & Ashoka Mody, "Risk Management Systems for 
Contingent Infrastructure Liabilities-Applications to Improve Contract Design and 
Monitoringr in PUBLIC POLICYFORTHE PRIVATE SECTOR, WORLD BANK NOTE NO. 149 ( A u ~ .  
1998). 
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The key to structuring a financeable government-funded account is to 
put in place an irrevocable, creditworthy structure for the replenishment of 
the account for the term of the off-take sales agreement or, at least, the 
term of the debt. 

[4] Pledge of Receivables. To the extent the state-owned off-take 
purchaser resells the off-take to creditworthy companies in the host country, 
such as a state-owned utility buying power from a project and then reselling 
it to industrial customers, these funds the project is entitled to receive upon 
delivery of the output can provide credit enhancement for the project. Under 
this structure, accounts owed by these high quality customers are paid into 
an account that would be pledged to the project lenders, and available to 
them for withdrawals to the extent the state-owned utility defaults in its pay- 
ment obligations to the project company. 

Under this structure, the state-owned utility would direct a group of a e d -  
itworthy, industrial customers to pay all amounts otherwise due the state-owned 
utility directly into an escrow account. The group would be selected to provide 
a monthly balance equal to the monthly amounts due by the state-owned 
utility to the project company, plus a negotiated amount to provide a reserve. 
If necessary, deposits into this account could be suppIemented with an addi- 
tional, agreed-upon percentage of total state-owned utility receivables, deposited 
directly by the state-owned utility. 

This is a classic structure for improving the creditworthiness of a finan- 
cially weak entity. It segregates assets for collateral purposes, such as an accounts 
receivable financing. This approach, however, is limited. While it is useful for 
a few projects, the highest quality receivables are quickly depleted, decreasing 
or eliminating its usefulness as a credit enhancement structure for other 
projects. Also, the base of industrial customers must be diversified so that credit 
problems with one customer, such as an industrial, do not jeopardize the via- 
bility of the account. The customer base needs monitoring to ensure that the 
collateral objectives continue to be satisfied. Further, existing creditors of the 
state-owned utility might need to consent to the segregation and dedication of 
quality receivables to the benefit of private power. Finally, while providing a 
priority security interest in a state-owned utility's best receivables could sig- 
nificantly assist the financing of discrete private power projects, a direct con- 
sequence could be a corresponding reduction and degradation of the state-owned 
utility's financial status. 

[5] Government Account Supported with Local Country Bank Letter 
of Credit Instead of the project company taking the risk that the state-owned 
utility or an industrial does not make the necessary funding into the account, 
a financial institution could take that risk by issuing a replenishment guaran- 
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tee, such as an irrevocable letter of credit. In some instances, only a limited 
guarantee, covering a specific, limited risk, may be necessary. For example, a 
guarantee could be limited to the receivables due from a particular industrial 
customer, not all industrial customers. 

As with the previous structure, problems include persuading the financial 
institution to accept the credit risk of the state-owned utility and the indus- 
trial credit pool. Local financial institutions, particularly those with existing 
credit arrangements with these high-quality customers, may be more willing 
to accept these risks than international money center banks. 

[6]  Use of State Devolution Account as Collateral. Similar to the 
structures discussed above, this structure would use an escrow account funded 
by the state-owned utility, for use in the event of an off-take purchase agree- 
ment default. However, in the event the escrow account is not funded or is defi- 
cient, the shortfall would be supplied by the state. The state would agree that 
the appropriate central government bank or agency would transfer devolution 
account funds (the annual allocation of funds to the state from the central gov- 
ernment) directly to the creditor, rather than to the state. 

This approach may be difficult politically because it could divert funds 
from other state obligations, including important social projects. Also, other 
state creditors may need to consent to this type of diversion. Finally, possible 
constitutional impediments may preclude its use. 

[7] Replacement of the State-Owned Off-take Purchaser with a More 
Creditworthy Purchaser. Similar to using industrial credit to enhance escrow 
funding credit, creditworthy industrial customers could be the off-take pur- 
chaser (rather than a less creditworthy state-owned off-take purchaser). While 
this technique improves financeability, it could lead to the degradation of the 
state-owned off-take purchaser's creditworthiness through removal of credit- 
worthy customers. 

520.17 IMPLEMENTATION AGREEMENTS 

An implementation agreement is a contract between a project developer and 
a host government that, in an effort to reduce risk and thereby encourage devel- 
opment efforts, capital investment and debt, addresses the following topics: 
(i) sovereign guarantees; (ii) expropriation; (iii) permits and other govern- 
mental approvals; (iv) currency concerns; (v) tax benefits and incentives; (vi) 
legislative protection; (vii) war, insurrection and general strikes; (viii) author- 
ization to do business; and (ix) general cooperation. The governmental con- 
tracting entity varies by country, but must include the government agencies 
that have the authority to provide the guarantees, support and assurances 
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necessary for project development, financing and operation. It is sometimes 
termed a "stability" or "support" agreement, recognizing the underlying sta- 
bilizing or supporting effect of the agreement on the uncertainties surround- 
ing the investment made. 

Implementation agreements are discussed in greater detail in chapter 14. 

020.18 RESERVE FUNDS 

Reserve funds are one of the most common forms of credit enhancement, both 
in project finance loans and in traditional asset-based financing. A reserve fund 
is an account mandated by the loan documentation for the purpose of setting 
aside funds designed for use to ameliorate the effects of a project risk. The 
account can be funded from equity contributions, a draw on a letter of credit, 
a call on a guarantee, from project cash flow, or any combination of these 
sources. Funds on deposit can then be used to offset the effects on the project 
of some increase in cost, such as an increase in interest or fuel costs, or some 
shortfall in anticipated project revenue. The funds on deposit are typically 
unavailable for any other use unless the consent of the project lender is obtained. 
If funds are withdrawn from the account, the loan documents require that 
the account be replenished, until such time as the riskis minimized to the extent 
that the reserve account is no longer necessary. For example, as project debt 
is amortized to lower amounts, reserve account minimum balances are often 
decreased or eliminated entirely. 

920.19 CASH CALLS 

A "cash call" is the informal term applied to a mandatory infusion of equity 
or subordinated debt to a project company for the purpose of offsetting the 
effects of a project risk that has materialized. The loan documents will require 
such a call when the effects of the change in the project jeopardizes the abil- 
ity of the project company to pay debt service and operating costs. For exam- 
ple, if fuel costs for a project increase beyond a level agreed upon between 
the lender and project company, additional cash will be needed to offset the 
increase. The use of the proceeds of the cash call will depend on the specifics 
of the project, and can take various forms, including funding of a reserve 
account, immediate payoff of a portion of the project debt, thereby reducing 
debt service obligations, or the simple application of the proceeds to pay the 
increased costs. The exact use of the proceeds of a cash call will depend 
upon such factors as the amount of debt outstanding, anticipated length of 
time the project will experience the increased cost, and the overall financial 
health of the project. 
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920.20 SUBORDINATION OF PROJECT COSTS TO DEBT SERVICE 

Another technique used to address project risk is the subordination of cer- 
tain project costs to the project debt. For example, a supplier of a project input, 
such as fuel, or the operator of the project, may be asked to forgo the receipt 
of a portion of its payment in certain negotiated scenarios. These subordinated 
costs would be paid, if at all, in the future when debt service payments are no 
longer in jeopardy. The terms of the subordination are carefully negotiated. 

920.21 HEDGING STRATEGIES 

Various hedging strategies available in the derivative markets can be employed 
to reduce commodity pricing risk. These include options, sways, forwards 
and futures. However, the cost of managing a hedging program at the project 
level is not insignificant. 

520.22 THE COMMODITY SUPPLIER AS PROJECT PARTNER 

The identity and role of a one of the project sponsors can be another form of 
project credit enhancement. For example, the project owned by a commodity - .  
supplier, or the project in which such a supplier is a partner, can greatly reduce 
commodity price risk. The commodity supplied can be priced at or near pro- 
duction cost, with profits generated at the output level of the project. 
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[2] Disadvantages 
- Consents to Changes to Underlying Project Are Difficult 
- Negative Arbitrage 

52 1.06 Investment Funds 
$21.07 The World Bank Group Financing Sources 

[I ]  Global and Regional Multilateral Involvement 
[2] The International Bank for Reconstruction and Development 

(IBRD) 
- Generally 
- Loan Program 
- Guarantee Program 
- General Requirements 
- Enclave Projects 
- Indirect Support 
- Negative Pledge 

[3] International Monetary Fund (IMF) 
[4] International Development Association (IDA) 
[5] International Finance Corporation (IFC) 

- Generally 
- Loan Program 
- Equity Program 
- Guarantee Program 
- Benefits of IFC Participation 

[6] Role of World Bank Group Credit in Project Financings 
- Financing from the IBRD and IDA 
- IBRD Financing for Enclave Projects 
- IDA Credits 
- Equity Financing 
- Debt Refinancing 

[7] Role of World Bank Group Guarantees in Project Financings 
- IBRD Guarantees 
- IBRD Indirect (Financed) Guarantee Coverage 
- When Are World Bank Guarantees Available? 
- IDA Guarantees 
- Other Credit Support-Take-or-Pay and Take-and-Pay 

Contracts 
[8] Benefits of World Bank Involvement 

- Catalyst for Participation by Other Entities 
- Financial Resources 
- Ability to Lend to Developing Countries 
- Ability to Finance Government Investment 
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- Favorable Maturities and Interest Rates on Debt 
- Political Risk Protection and Comfort 
- Ability to Influence Governmental Actions Through 

Cross-Default Provisions in Loan Agreements 
- Ability to Influence Governmental Actions Through 

Decisions About Financing Future Governmental 
Projects 

- Influence over Macroeconomic Policies that May Affect a 
Project 

- Less Emphasis on Project Risks 
- Use of World Bank Procurement Policies 
- Use of World Bank Management Requirements 

521.08 Regional Development Banks 
[ 11 Generally 
[2] African Development Bank 
[3] Arab Fund for Economic and Social Development 
[4] Asian Development Bank 
[5] European Bank for Reconstruction and Development 
[6] European Union 
[7] European Investment Bank 
[8] Inter-American Development Bank 

- Inter-American Investment Corporation 
[9] Islamic Development Bank 
[lo] Nordic Investment Bank 
[ I  11 Nordic Development Fund 
[I21 OPEC Fund for International Development 

521.09 Bilateral Agencies 
[ l ]  Generally 
[2] The OECD Consensus 
[3] Methods of Export-Import Financing 

- Direct Lending 
- Financial Intermediary Loans (Bank-to-Bank) 
- Interest Rate Equalization 

[4] U.S. Export-Import Bank 
[5] Export-Import Bank of Japan 
[6] Overseas Private Investment Corporation 
[7] Office National du Decroire (Belgium) 
[8] Export Development Corporation (Canada) 
[9] Eksportkreditraadet (Denmark) 
[ lo]  Finish Export Credit Limited (Finland) 
[ l l ]  Compagnie Franqaise $Assurance pour le Commerce 

Extkrieur (France) 
[I21 Kreditanstalt fur Wiederaufbau (Germany) 
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[13] Instituto Centrale per il Credito a Medio Termine (Italy) 
[14] Netherlands 
[15] Export Credit Guarantee Department (United Kingdom) 
[16] Export Finance and Insurance Corporation (Australia) 
[17] Oesterreichische Kontrollbank AG (Austria) 
[IS] Garanti-Instituttet for Eksportkreditt (Norway) 
[19] Swedish International Development Authority 
[20] Export Credit Insurance Company (Spain) 
[21] Export-Import Bank of Korea 
[22] Other Bilateral Support 

521.10 Global Environment Facility 
921.1 1 Subordinated Debt 

[ 11 Generally 
[2] Subordinated Debt Terms in Project Financings 

- Funding 
- Conditions to Funding 
- Other Indebtedness 
- Payment Blockage Periods 
- Amendment of Senior Debt Documents 
- Amendment of Project Contracts 

521.12 Development Loans 
[ I ]  Introduction 
[2] Definition 
[3] Goals of Project Sponsor 
[4] Goals of Developmental Lender 

521.13 Financing from Project Participants 
921.14 Other Sources 

[I] Generally 
[2] Host Government 
[3] Contractor 

- Generally 
- Retainage as Financing 
- No Right of Offset 

521.15 Financings Consistent With The Koran 
521.16 Securitizations of Project Cash Flows 

[I] Generally 
[2] Benefits of Securitization 
[3] Structure of Securitizations 

521.01 GENERALLY 

At the writing of this book, the potential sources of financing and equity invest- 
ment in infrastructure project financings seem, at the same time, both lim- 
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ited and limitless.' A vast pool of money is eagerly awaiting the returns asso- 
ciated with infrastructure development around the globe. It is patiently wait- 
ing, however, for a less risky environment. 

As a project financing is structured, project sponsors and host govern- 
ments should constantly monitor the availability of debt and equity, as affected 
by the unique goals and risks involved in the particular deal being pursued. 
Lender and investor interest will vary depending on these goals and risks. 
Commercial lenders will pursue projects with predictable political and eco- 
nomic environments. Meanwhile, multilateral institutions, with less empha- 
sis on political and economic stability, will seek involvement in projects where 
they can also promote technology, social goals, exports and environmental goals. 

Close attention to the potential debt and eauitv sources is also necessary 
A .  

because of the frequent changes in the goals and capacities of lenders and 
investors. A risk that materializes with an individual project in the same 
country as a project in development could temporarily delay all financings in 
the same country. Debt crises (like the 1998 Asian currencies instability and 
the Mexican peso crisis), philosophical changes at multilateral institutions (like 
increased attention to the effect of projects on the environment) and other fac- 
tors can also influence loan and investment fund availability. Thus, it is some- 
times prudent for the project sponsor to simultaneously pursue alternative 
financing schemes for the same project, such as pursuing commercial bank 
financing with bilateral or multilateral support while at the same time pursu- 
ing a bond offering rated by a credit rating agency. 

Financing sources are also affected by the goals of host governments and 
of project sponsors. Host governments are increasingly unwilling to support 
infrastructure projects with unlimited financial guarantees. 

Similarly, project sponsors are reluctant to undertake large-scale proj- 
ects in a way that requires long-term project debt to be recourse. Also, most 
project sponsors, for income reporting purposes, desire to limit the presence 
of long-term debt on their balance sheets over an extended period of time. 
These goals limit the flexibility for financial structures. 

In general terms, flexibility for financing options should be preserved as 
long as possible. To do so, the ownership structure should be kept flexible, 
allowing for participation by local private and state participants. Also, flexi- 
bility should be preserved to allow for various levels of governmental involve- 
ment in the project, whether ownership or risk allocation. Finally, all available 
financing sources should be consulted for possible participation, including the 
following: equipment suppliers with access to export financing; multilateral 
agencies; bilateral agencies, which may provide financing or guarantees; the 
International Finance Corporation or regional development banks that have 

1 See generally, David Blumenthal, Sources of Funds and Risk Management for 
International Energy Projects, 16 BERKLEY J .  INT'L L. 267 (1998). 
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the ability to mobilize commercial funds; specialized funds; institutional lenders 
and equity investors; and commercial banks, both domestic and international. 

921.02 BANKS AND INSTITUTIONAL LENDERS 

Commercial banks and institutional lenders are an obvious choice for financ- 
ing needs. Commercial funds are available from banks located in the host coun- 
try or in other countries. Domestic banks are typically less able to provide 
financing for projects because they generally have less ability to assess project 
risks. Interest of domestic banks sometimes increases, however, if international 
banks are involved in the financing. 

Generally, funds are either from independent loans from a number of 
lenders, or syndicated loans, in which several banks provide debt on a pro 
rata basis under identical terms.2 

These participants, as lenders, tend to be risk-adverse, however. Risk iden- 
tification and management for commercial and institutional lenders often 
results in relatively expensive credit enhancement. 

521.03 THE EQUITY MARKETS 

Equity is often raised in the stock markets and from specialized funds, discussed 
below. The price associated with capital reflects the risks assumed by the investor, 
and fluctuates as the risks fluctuate. 

[I ] Domestic Equity Markets and Equity Placements. Domestic cap- 
ital markets provide access to significant amounts of funds for infrastructure 
projects. While capital markets in developing countries are only now begin- 
ning to emerge, the growth and success of these markets suggest that they 
will provide an important amount of funds for infrastructure development. 

Potential sources of domestic capital include issuance and sale of equity 
interests on a stock market, sale of equity interests to institutional investors, 
such as insurance companies, and sale of equity to individual investors. 

[Z] International Equity Markets. International capital markets pro- 
vide access to significant amounts of funds for infrastructure projects. However, 
this is generally limited to large, multinational companies. Access to interna- 
tional capital markets by companies in developing countries is generally lim- 

See generally, Brian W. Semkow, Syndicating and Rescheduling International 
Financial Transactions: A Suwey of k g a l  Issues Encountered by Commercial Banks, 18 
INT'L LAW. 869 (1984). 

430 



Financing Sources for the Project 

ited because of legal restrictions on investments and a lack of reliable, accurate 
financial information. 

Private placements of equity in the international market is somewhat eas- 
ier. In the United States, Securities and Exchange Commission (SEC) Rule 144A 
allows qualified institutional investors to buy certain securities not registered 
with the SECn3 

Potential sources of international capital include issuance and sale of equity 
interests on a stock market, sale of equity interests to institutional investors, 
such as insurance companies, and sale of equity to individual investors. 

421.04 THE BOND MARKETS 

[ I ]  Generally. Bond purchasers are generally the most risk averse 
of all sources of potential financing for a project. Established bond markets are 
in Germany, Japan, the United Kingdom and the United States. Other bond 
markets in Europe and Asia are emerging. In the United States, bonds are 
sold to individual investors and to institutional investors. 

[2] Credit Ratings. Bonds issued to the public receive a rating by a 
recognized rating agency.These are issued by such agencies as Standard & 
Poors, Moody's and Duff & Phelps. 

Ratings range from AAA by Standard & Poors (best quality; small invest- 
ment risk) to D (payment defaults exist or  the issuer has fded for bankruptcy). 
Equivalent ratings by Moody's are Aaa and D, re~pectively.~ 

Rule 144A permits companies in developing countries to issue American 
Depository Receipts (ADRs) and raise equity with them in the U.S. market. ADRs are 
issued by a U.S. depository bank, and the shares backing the ADRs are held by a cus- 
todian. ADRs can he traded on a national stock exchange. 

* See generally, PFTERV. DARROW, BETH LOEB & KATHLEEN IOIPMICK, RatingAgency 
Requirements, in SECURITIZATION OF FINANCIAL ASSETS (J. Kravitt ed. 1991). 

5 Ratings are summarized below: 
S&P Moody's 
A M  Aaa best quality 
A A Aa high quality 
A A upper-medium quality 
BBB Baa medium quality 
BB Ba speculative 
B B lack desirable qualities 
CCC Caa poor quality 
CC Ca highly speculative 
C C lowest rated 
D D in default or bankruptcy 
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Ratings of projects is a new, emerging area. In general, the rating of a proj- 
ect reflects the prospects for timely debt repayment. Among the factors that are 
considered in applying a rating to the debt for a transnational project are the 
following: (i) sovereign risk; (ii) currency risk; (iii) political risk; (iv) legal (con- 
tract) risk and (v) market for output. Other factors important to a rating are 
evaluations of output agreements, credit strength of the output purchaser, over- 
all projected financial results, input and feedstock arrangements, fuel risks and 
technology risks. 

The credit rating process is time consuming. It is generally most success- 
ful when the process begins early. In emerging markets, the strength of the proj- 
ect, from a credit rating perspective, will depend upon the structure of the 
important project contracts and whether all project elements are covered appro- 
priately by the contracts. 

The following discussion summarizes the credit analysis undertaken by 
a credit rating agency in developing a rating. Rating standards and proce- 
dures change over time, however. Thus, it is important in the project devel- 
opment process to understand these early in that process. 

Sovereign Risk Analysis. Generally, at least two aspects of sovereign-ori- 
ented currency risks are considered in the credit rating process. The first focuses 
on sovereign risk limits that apply to the sovereign. The rating concern is that 
in a financial or other crisis, a sovereign might impose exchange controls or other 
restrictions on the ability of a project company to make debt service payments 
to foreign debt holders. Consequently, the rating agency will award a credit rat- 
ing to a project that is, generally, no better than that applied to the sovereign. 

The second risk relates to the ability of the project company to service debt 
denominated in the local currency of the host country. In the rating process, 
local currency is subject to a separate ceiling. Thus, a project bond in a for- 
eign country might have two ratings, one for a dollar denominated portion and 
one for a local denominated debt. 

Currency Risk Analysis. The currency risk analysis generally focuses on 
the potential for currency depreciation. This is particularly necessary in a proj- 
ect that cannot adjust revenues to offset exchange rate changes. Adjustments can 
be made in several ways, including inflation adjustments, matching foreign 
currency revenues with foreign currency debt senrice costs, and raising project 
debt in a currency tied in closely with the currency in which revenues are paid. 

Political Risk Analysis. The host country's laws and regulations are also 
analyzed as part of the credit rating process. Factors considered include the 
country's attitude toward privatization, and the effect of potential privatiza- 
tion on the project. 

Legal (Contract) Risk Analysis. The rating process will analyze both the 
legal terms of the revenue-producing contracts and the economic incentives 
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(and political incentives) underlying contracts or concessions. Significant atten- 
tion is focused on whether long-term revenue-producing contracts are used to 
support financings. If not, the rating will focus on the prospects for output 
sales, not the underlying contract revenue. 

Market for Output. In addition to the legal terms of the revenue-pro- 
ducing contracts for a project, the project's underlying economic characteris- 
tics are examined in the credit rating process. Attention will also be directed 
at the potential effects on the project if these economic characteristics change. 

While in emerging countries, much of the focus is on construction of new 
infrastructure capacity, this is not the complete extent of the credit review. 
Analysis will also be made of the long-term effects of the project on the econ- 
omy. For example, the rates charged to the ultimate users of a project's out- 
put must be affordable, or there will be pressure to renegotiate the rates charged 
by the project. 

[3] Advantages. Project sponsors must consider the advantages 
and disadvantages of raising debt on the traditional public debt market, as com- 
pared to financing from commercial banks and other institutional lenders. Key 
differences exist. 

Large and Liquid Market. The public debt market provides project spon- 
sors with access to a large and liquid market. In contrast, limited bank and insti- 
tutional funds are available for international projects. 

Longer Term of Debt. The public debt market tolerates a longer average 
life for debt than does the private debt market. Commercial banks, and some 
institutional investors, have regulatory or internal restrictions on the term of 
debt. 

Less Onerous Terms. Also, terms of public debt deals are less onerous 
and contain fewer restrictive covenants than do private debt deals. In general, 
private debt deals favor early intervention by the lender in the event of a situ- 
ation that might be adverse to the project. On the other hand, public debt deals 
generally favor later intervention, because of the cumbersome procedure nec- 
essary to amend bond documents. In public deals, intervention generally awaits 
an event that threatens timely payment of debt service. 

For example, in a public debt deal, amendments to or wholesale replace- 
ment of a project contract are permissible if subsequent cash flows are not neg- 
atively affected. In a bank transaction, the bank typically has the right to review 
and approve any amendment or replacement of a project contract. Other exam- 
ples include the following: in a public debt deal, additional debt can be incurred 
by the project company for repairs or capital improvements if debt service cov- 
erage ratios remain achievable, whereas in a private debt deal bank consent typ- 
ically would be needed; longer cure periods for nonpayment of debt exist in 



International Project Finance 

public debt deals; and there are less burdensome acceleration terms in public 
debt deals, where acceleration will occur only if a negotiated level of indebt- 
edness is exceeded, as opposed to an acceleration if other indebtedness is accel- 
erated as is typical in a private debt deal. 

[4] Disadvantages. 

Regulatory Oversight. On the other hand, public market deals in the 
U.S. require lengthy Securities and Exchange Commission registration processes, 
except for Rule 144A filings, discussed below. 

Ratings. Credit ratings are necessary. These are time consuming to obtain 
and affect the structuring and risk allocation in project contracts. 

Consents to Changes to UnderlyingProject Are Difficult. Amendments 
or other changes to, including restructurings of, a project are extremely diffi- 
cult to negotiate and complete because of the passive nature of the investment. 
Numerous and dispersed debtholders, coupled with a reluctance of trustees 
to exercise discretion in dealing with project options, combine to challenge the 
usefulness of the public debt markets as a project financing source. This . ~ 

problem is particularly great during a project's construction period, when debt 
agreement amendments, waivers and consents are often more frequent. 

Negative Arbifrage. Further, unlike traditional loan arrangements with 
commercial banks all the proceeds of the debt offering must generally be raised 
at one time. Thus, there will be negative arbitrage for construction financing 
since funds raised will incur interest charges. In a bank deal, funds are only 
drawn as needed during construction, although in some cases a commitment 
fee might be charged on undrawn funds. 

Expensive Transaction Costs. Transaction costs are very high for access- 
ing the public debt markets. Consequently, transactions of less than $100 
million cannot generally access this market. 

[S] The Mini-Perm and Amortizing Mini-Perm. One solution to the 
disadvantages of the public debt markets is a mini-perm structure, an abbrevia- 
tion for a short-term, permanent financing. Under this financing structure, 
construction and term debt is loaned by private institutions, with a contemplated 
refinancing by a public bond issuance at the end of the term. The term of the insti- 
tution debt is typically five to seven years, repaid under a long-term amortization 
schedule (12-25 years), with the remaining balance maturing at the end of the 
term. This balance due is often referred to as a bullet maturity. At maturity, pro- 
ceeds from the bond issuance are used to repay the institutional debt. 

Another alternative is the amortizing mini-perm structure. This structure 
eliminates the risk that the project will be unable, for whatever reason, to 
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successfully access the public debt markets on attractive terms at the time of 
the maturity of the institutional debt. Under this structure, financing is pro- 
vided by both the public debt market and institutional lenders, with the pub- 
lic debt market providing the most significant percentage (i.e. 85%). The 
debt is amortized so that all institutional debt is repaid within the initial short- 
term maturity schedule (five to seven years). During this time, the public 
debtholders defer to the default, consent and waiver decisions of the private 
institutions. An exception is where a default exists that is of fundamental sig- 
nificance to the public debtholders, such as where the interests of the private 
institutions conflict significantly with the interests of the public debtholders. 

There are two important advantages of the amortizing mini-perm struc- 
ture to project finance. First, there is no refinancing risk, and the institutional 
lenders can charge lower rates and fees in the absence of that risk. Second, the 
public debtholders enjoy the project expertise of the institutional lenders, which 
monitor the project construction and performance, minimizing structuring 
costs and allowing for greater project flexibility. 

The structure presents intercreditor issues that must be negotiated 
between the public and private debt. While liquidation proceeds are typi- 
cally shared proportionately, the rights of the public debtholders are quasi- 
subordinated. This requires the consideration of such issues as careful 
definition of voting rights by the public debtholders on the occurrence of 
fundamental defaults. 

Also, negative arbitrage can be a problem. All the public debt is issued at 
once, at the beginning of construction. Since the debt will not all be needed 
at once, the project will pay interest on the unused proceeds. This can be off- 
set, in part, by interest earnings on the unused portion. 

$21.05 RULE 144A DEBT PLACEMENTS (U.S.) 

The U.S. Rule 144A debt market has developed since 1990, when the Securities 
and Exchange Commission ("SEC") adopted Rule 144A. Historically, the SEC 
restricted secondary trading of private placements. By providing flexibility in 
resales of securities issued in private placements, Rule 144A has created liq- 
uidity in the private placement secondary market, making the U.S. market more 
attractive to international issuers. 

The rule provides a non-exclusive safe harbor from Securities Act regis- 
tration requirements for resales of the underlying debt security at any time to 
a qualified institutional buyer ("QIB"). A QIB is an entity that owns and invests 
on a discretionary basis at least $100 million in securities of unaffiliated 
companies, including securities issued or guaranteed by the U.S. Examples of 
QIBs include insurance companies and pension plans. 

The typical structure for a Rule 144A offering is for an issuer to sell, in a 



International Project Finance 

traditional private placement,6 its securities to an investment banking firm. 
The investment banking firm then resells the securities, in reliance on Rule 
144A, to QIBs. 

To be eligible for the exemption, the securities must be sold only to QIBs. 
Also, the securities must not, when issued, be of the same type as those listed 
or quoted on a U.S. exchange (or quoted in a U.S. automated interdealer quote 
system); the seller and the prospective purchaser must have the right to receive 
certain information about the issuer; and the seller must ensure that the prospec- 
tive purchaser is aware of the seller's potential reliance on Rule 144A. 

Project sponsors must consider the advantages and disadvantages to 
raising debt on the public debt market, as compared to financing from com- 
mercial banks and other institutional lenders. Key differences exist. 

[ I ]  Advantages. The advantages of the Rule 144A market for raising 
project debt are similar to those in the public debt markets, discussed above. 

Large and Liquid Market. The Rule 144A market provides project spon- 
sors with access to a large and liquid market, although not as large as the 
public debt market. In contrast, limited bank and institutional funds are avail- 
able for international projects. 

Longer Term of Debt. The Rule 144A market tolerates a longer average 
life for debt than does the private debt market. Commercial banks, and some 
institutional investors, have regulatory or internal restrictions on the term of 
debt. 

Less Onerous Terms. Also, terms of a Rule 144A deal are less onerous 
and contain fewer restrictive covenants than do private debt deals. 

Limited Regulatory Oversight. Rule 144A deals, unlike public market 
deals, do not require lengthy Securities and Exchange Commission registration 
processes. 

[2] Disadvantages. 

Consents to Changes to Underlying Project Are Dificult. Amendments 
or other changes to, including restructurings of, a project are extremely diffi- 
cult to negotiate and complete because of the passive nature of the investment. 

Negative Arbitrage. Further, unlike traditional loan arrangements with 
commercial banks, in most circumstances, all the proceeds of the debt offer- 
ing must be raised at one time. Thus, there will be negative arbitrage for con- 

6 Traditional private placements are exempt from registration requirements under 
Section 4(2) of the Securities Act, or Regulation D promulgated under the Securities Act. 
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struction financing since funds raised will incur interest charges. In a bank deal, 
funds are only drawn as needed during construction, although in some cases 
a commitment fee might be charged on undrawn funds. 

921.06 INVESTMENT FUNDS 

Investment funds mobilize private sector funds for investment in infrastruc- 
ture projects. These specialized funds may be sponsored by governments or the 
private sector. 

The International Finance Corporation, an affiliate of the World Bank, 
discussed in detail below, is instrumental in forming specialized investment 
funds for lending and equity investment in developing country projects. For 
example, funds have been established with the IFC's involvement for infra- 
structure projects, such as the Global Energy Fund. 

521.07 THE WORLD BANK GROUP FINANCING SOURCES 

[ I ]  Global and Regional Multilateral ~nvolfrement. Multilateral insti- 
tutions, including the World Bank, the IFC and regional development banks, 
are organized to assist development of specific programs and projects through- 
out the world or in a specific region. The types of projects supported vary over 
time. Although the amount of financial support is limited, any involvement by 
these institutions is helpful to a project because of the importance of the insti- 
tutions to finances, currency and development in the member countries. 

[2] The International Bank for Reconstruction and Development 
(IBRD). 

Generally. The World Bank, or The International Bank for Reconstruction 
and Development,' was formed in 1944, toward the end of the Second World 
War, to provide financing for Western European roads, communications, power 
systems and other infrastructure left marred or  destroyed after the devastating 
war.Vt is a nonprofit international organization that is owned by the various 
World governments9 

' The terms World Bank and International Bank for Reconstruction and 
Development are used interchangeably. The term World Bank Group refers to the IBRD 
and its affiliated organizations (the International Development Association, the 
International Finance Corporation and the Multilateral Investment Guarantee Agency). 

For a short history of the World Bank, see HOS~EIN RAUVI, FINANCING ENERGY 

PROJECTS IN EMERGING COUNTRIES, pp. 34-37. (1996). 
In 2001, the total membership of the World Bank was 183 countries. The own- 

ership share of each member country is determined by the size of its economic capac- 
ity as compared to the other member countries. 



International Project Finance 

The World Bank was originally operated as a vehicle for borrowing for 
member countries in the world capital markets, and loaning the money back 
to those member countries needing foreign capital. It was structured as a financ- 
ing intermediary for those countries that lacked the creditworthiness to bor- 
row at attractive rates on their own. The main objectives of the bank, as stated 
in the articles of agreement, are 

(i) To assist in the . . . development of territories of members by facilitat- 
ing the investment of capital for productive purposes, including. . . the 
encouragement of the development of productive facilities and resources 
in less developed countries. 

(ii) To promote private foreign investment by means of guarantees or par- 
ticipation in loans and other investments made by private investors; and 
when private capital is not available on reasonable terms, to supplement 
private investment by providing, on suitable conditions, finance for pro- 
ductive purposes out of its own capital, funds raised by it and its other 
resources. 

(iii) To promote the long-range balanced growth of international trade 
and the maintenance of equilibrium in balance of payments by encour- 
aging international investment for the development of the productive 
resources of members, thereby assisting in raising productivity, the.stan- 
dard of living and conditions of labor in their territories.10 

After the early period of granting loans primarily to Western European 
countries for their reconstruction, the bank's lending objectives changed. 
Beginning in the late 1960s, most loans have been granted to developing coun- 
tries in Africa, Asia, and Latin America. The 1980s saw a period of bank atten- 
tion to projects that provided such basic needs as housing, health care, clean 
water, safe waste disposal, energy and education to the most impoverished peo- 
ple in developing countries. In addition, World Bank attention moved beyond 
providing financing to include elements of management training and insti- 
tution building coupled with fostering an economic environment conducive 
to growth. 

Most recently, the World Bank has shifted its focus to reduce the public 
sector role and increase that of the private sector by encouraging the devel- 
opment of free market economies. At the same time, the bank is a proponent . . 

of projects that, in addition to economic and social development, address 
regulatory matters, pricing issues and environmental responsibility. 

Thus, various factors must be addressed to determine whether a project 
will be attractive to the World Bank for participation by it. These include 

10 International Bank for Reconstruction and Development, Articles of Agreement, 
art. I. 
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improvement of the business environment in a country, advancement of pri- 
vate sector involvement and improvement of environmental problems. Of 
course, the original objectives of the World Bank-reducing poverty and encour- 
aging economic development-must also be achieved by the project. 

The World Bank loans about US$17 to US$20 billion. Funds for loans 
are raised by the World Bank Erom member countries. It requires member coun- 
tries to  subscribe to  shares based on  the strength of its economy. As of the 
end of 2000, subscribed capital equaled US$188 billion. However, only about 
6 percent of the subscription of each member country is paid. The remainder 
is required to be paid into the bank only if the bank requires the money for 
debt payment. Profitable since 1947, such action has never been necessary. 

The Bank raises funds it needs through short, medium and long-term bor- 
rowings on international capital markets. These funds are supplemented by 
debt service payments made on  outstanding loans and by investment earnings. 

The Bank enjoys the highest credit rating and is therefore able to  borrow 
funds at attractive rates. The low cost of funds can then be passed on to devel- 
oping countries, which would otherwise be unable to borrow at these rates. 

Loan Program. Loans are generally made to member countries to finance 
specific projects." Eligibility is conditioned on a showing that the borrower 
is unable to secure a loan for the project from any other source on reasonable 
terms. It is therefore generally considered as the lender of last resort.12 Also, a 
showing must be made that the project is technically and economically feasi- 
ble, and that the loan can be repaid.13 If the loan is made to a private entity, the 
bank requires that the applicable member government guarantee the loan.I4 

11 Artide III,54 of the IBRD Articles of Agreement provides that "[tlhe Bank 
may guarantee, participate in, or make loans to any member of any political sub-divi- 
sion thereof.. . ."International Bank for Reconstruction and Development, Articles of 
Agreement, art. 1II,54. 

'2  Article In, 54(ii) of the IBRD Articles of Agreement provides that IBRD can 
make a loan if "[tlhe Bank is satisfied that in the prevailing market conditions the 
borrower would be unable otherwise to obtain the loan under conditions which in 
the opinion of the Bank are reasonable for the borrower." 

l3  Article III,54(v) of the IBRD Articles of Agreement provides that "[iln mak- 
ing or guaranteeing a loan, the Bank shall pay due regard to the prospects that the 
borrower, and, if the borrower is not a member, that the guarantor [(the member coun- 
try)], will be in a position to meet its obligations under the loan; and the Bank shall act 
prudently in the interests both of the particular member in whose territories the 
project is located and of the members as a whole." International Bank for Reconstruction 
and Development, Articles of Agreement, art. III,54(v). 

l4 Article 111, $4 of the IBRD Articles of Agreement provides that "[tlhe Bank 
may guarantee, participate in, or make loans to . . . any business, industrial, and agri- 
cultural enterprise in the territories of a member. . . ." International Bank for 
Reconstruction and Development, Articles of Agreement, art. 111, $4. 

However, Article III,54 (i) of the IBRD Articles of Agreement provides that "[wlhen 
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Guarantee Program. The World Bank is not limited to providing loan 
programs; guarantees are also permitted.15 After the debt crises of  the 1980's, 
and the decrease in  commercial loans in  developing countries, guarantee pro- 
grams were established to  improve access to  financing sources. The World 
Bank Partial Risk Guarantee Program provides private-sector lenders with 
limited protection against risks of sovereign nonperformance and against cer- 
tain force majeure risks. The program does not  extend to  loans made by other 
multilateral organizations or  export-import banks, and does not  cover equity 
investments. 

Generally, sovereign nonperformance takes place in two ways. One  way 
is for the sovereign to  default under one of the agreements entered into between 
it and the project sponsor. The other way is for the sovereign to  deny respon- 
sibility for, or  otherwise default in its performance of, the concession. 

If a World Bank guarantee is issued, the bank must receive in return an 
indemnity o r  counter-guarantee &om the host country, often called a coun- 
terindemnity.16 In  return for issuing the guarantee, the World Bank must receive 
"suitable" guarantee fees." 

Under the guarantee program, the World Bank must receive the right to  
purchase the guaranteed loan from the lenders if there is a default that requires 
the World Bank perform under the guarantee.18 By exercising this option, the 

the member in whose territories the project is located is not itself the borrower, the 
member or the central bank or some comparable agency of the member which is accept- 
able to the Bank [must] fully guarantee.. . the repayment of the principal and the pay- 
ment of interest and other charges on the loan." International Bank for Reconstruction 
and Development, Articles of Agreement, art. 111, 54(i). 

l5 Article III,54 of the IRRD Articles of Agreement provides that "[tlhe Bank 
may guamntee, participate in, or make loans to any member of any political sub-divi- 
sion thereof and any business, industrial, and agricultural enterprise in the territories 
of a member." International Bank for Reconstruction and Development, Articles of 
Agreement, art. 111, 54 (emphasis added). 

l6 Article I11,§4 (i) of the IBRD Articles ofAgreement provides that "[wlhen the 
member in whose territories the project is located is not itself the borrower, the mem- 
ber or the central bank or some comparable agency of the member which is accept- 
able to the Bank [must] fully guarantee . . . the repayment of the principal and the 
payment of interest and other charges on the loan."International Bank for Reconstruction 
and Development, Articles of Agreement, art. 111, 94(i). 

Article III,54(vi) of the IBRD Articles of Agreement provides that "[iln guar- 
anteeing a loan made by other investors, the Bank receives suitable compensation for 
its risk." International Bank for Reconstruction and Development, Articles of Agreement, 
art. 111, 54 (v). 

lg Article IV, 55(c) of the IBRD Articles of Agreement provides that "[gjuaran- 
tees by the Bank shall provide that the Bank may terminate its liability with respect to 
interest if, upon default by the borrower, the Bank offers to purchase, at par and 
interest accrued to a date designated in the offer, the bonds or other obligations guar- 
anteed." International Bank for Reconstruction and Development, Articles of Agreement, 
art. IV, 95(c). 
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World Bank becomes the direct lender to  the borrower, rather than continu- 
ing to act as a continuing guarantor. This provides the bank with more control 
to restructure and otherwise deal with the underlying credit. 

General Requirements. Financial support, whether in the form of loans 
o r  guarantees, is preconditioned o n  a finding by the World Bank tha t  the  
project serves a productive purpose19 and  tha t  the  Bank has reviewed the 
likelihood of repayment.20 The former concerns the project, while the latter 
concerns the creditworthiness of the host country. 

The economic evaluation of a project analyzes the economic costs and 
benefits of a project in  the host country.2' In  this analysis, Bank procedures 
contemplate a calculation of the discounted present value of project benefits, 
net of costs, and an expected internal rate of return. An acceptable project must 
satisfy two conditions: a positive expected present value of net benefits, and 
the expected present value must be a t  least equal to the expected net present 
value of mutually exclusive alternatives.22 

The financial analysis undertakes to  determine the financial viability of the 
project. In general, this analysis determines the likelihood that the project will 
generate sufficient revenues to  pay debt senrice and operating costs and gener- 
ate an acceptable level of return on the equity investment of the project owners. 

The World Bank also considers the project in the context of the other devel- 
opmental goals approved for the country. For example, economic policy o r  reg- 

Also, Article 111, S4(v) of the IBRD Articles of Agreement provides that "[iln mak- 
ing or guaranteeing a loan, the Bank shall pay due regard to the prospects that the 
borrower, and, if the borrower is not a member, that the guarantor [(the member coun- 
try)], will be in a position to meet its obligations under the loan; and the Bank shall act 
prudently in the interests both of the particular member in whose territories the 
project is located and of the members as a whole." International Bank for Reconstruction 
and Development, Articles of Agreement, art. III,54(v). 

l9 Article 111, 94 of the IBRD Articles of Agreement provides that "[tlhe Bank 
may guarantee, participate in, or make loans to any member of any political sub-divi- 
sion thereof and any business, industrial, and agricultural enterprise in the territories 
of a member." International Bank for Reconstruction and Development, Articles of 
Agreement, art. 111.54 (emphasis added). 

Article 111, §4(v) of the IBRD Articles of Agreement provides that "[iln mak- 
ing or guaranteeing a loan, the Bank shall pay due regard to the prospects that the 
borrower, and, if the borrower is not a member, that the guarantor [(the member coun- 
try)], will be in a position to meet its obligations under the loan; and the Bank shall act 
prudently in the interests both of the particular member in whose territories the 
project is located and of the members as a whole."International Bank for Reconstruction 
and Development, Articles of Agreement, art. III,94(v). 

2 '  The Bank determines "whether the project creates more net benefits to the 
economy than other mutually exclusive options for the use of the resources in ques- 
tion." The World Bank Operational Manual, Operational Policies, OP 10.04, 7 1. 

21 The World Bank Operational Manual, Operational Policies, OP 10.04, 7 2. 
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ulatory reforms might be needed to adequately support a proposed project. 
Also, the country's loan repayment history on other World Bank trans- 

actions will be considered as part of a decision to finance a proposed project. 
Bank policy restricts providing new financing to any country that is signifi- 
cantly delinquent in IBRD or IDA loan repayments. 

Various other factors are analyzed by the World Bank in determining 
whether to proceed with a project financing.23 These include such socio-eco- 
nomic factors as environmental effects of a project, potential resettlement of 
people, effects of a project on indigenous people, and effects on international 
waterways. 

The foregoing considerations all relate to whether the project serves a pro- 
ductive purpose. As mentioned above, the other main consideration is the cred- 
itworthiness of the host c0untry.2~ Among the factors considered in determining 
a country's creditworthiness are its existing and prospective debt service obli- 
gations and the ability to generate foreign exchange to service them, its eco- 
nomic structure, infrastructure, industry, agriculture, and natural resources, 
its trade patterns and balance of payments, and the quality of its public admin- 
istration.25 The analysis includes the effects of the proposed project. 

Countries that do not satisfy the World Bank creditworthiness require- 
ments are generally eligible for concessional lending from the International 
Development Agency ("IDA"). These countries are sometimes referred to as 
"IDA-only" countries. 

Enclave Projects. In extraordinary circumstances, loans are made by the 
IBRD to IDA-only countries. These circumstances have emerged in situations 
where IDA resources are insufficient to meet the needs for the project in the 
host country. To satisfy the IBRD Articles, however, it must conclude that the 
risk of nonpayment is small.26 To reach this conclusion, IBRD has relied upon 

23 For a concise explanation of the factors used by the World Bank in analyzing 
aproposed project, see P. BENOIT, PROIECI. FINANCE ATTHE WORLD BANK, pp. 22-30 (1996). 

Article 111, §4(v) of the IBRD Articles ofAgreement provides that "[i]n mak- 
ing or guaranteeing a loan, the Bank shall pay due regard to the prospects that the 
borrower, and, if the borrower is not a member, that the guarantor [(the member coun- 
try)], will be in a position to meet its obligations under the loan; and the Bank shall act 
prudently in the interests both of the particular member in whose territories the 
project is located and of the members as a whole."International Bank for Reconstruction 
and Development, Articles of Agreement, art. III,§4(v). 

25 International Bank for Reconstruction and Development, Information Statement 
(September 20, 1994). 

26 Article 111, §4(v) of the IBRD Articles of Agreement provides that "[iln mak- 
ing or guaranteeing a loan, the Bank shall pay due regard to the prospects that the 
borrower, and, if the borrower is not a member, that the guarantor [(the member coun- 
try)], will be in a position to meet its obligations under the loan: and the Bank shall act 
prudently in the interests both of the particular member in whose territories the 
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three factors: the project must have an export-oriented operation to generate 
enough foreign exchange to service the debt; guarantees or other credit enhance- 
ment for the benefit of the IBRD must be in place; and project revenues must 
be capable of segregation for servicing of the IBRD loan. Where these condi- 
tions are available, the IBRD loan considers the project as distinct from the host 
country-an enclave operation. 

Indirect Support. World Bank involvement in a project can be extremely 
important, even though the financial commitment is small. The World Bank 
has particular power and influence in the business sectors of emerging coun- 
tries. In addition to providing loans and guarantees for projects in member 
countries, the World Bank also affects the availability of funds from other, non- 
World Bank affiliated sources. 

Negative Pledge. The IBRD position on collateral affects the structuring 
of projects in which it is involved. It also affects project financings that use 
non-IBRD funds and guarantees to the extent the IBRD is a lender to the host 
government and the project wants to take a lien on assets of the host gov- 
ernment. 

The IBRD does not generally require collateral for its loans to countries. 
Also, it does not generally require collateral for loans to private  borrower^.^^ 
However, it does impose a negative pledge on IBRD borrowers in its loan agree- 
ments. That provision typically requires that if the borrower creates a Lien in 
favor of another lender, an equal and ratable security interest must be created 
in favor of the IBRD.Z8 

[3] InternationalMonetary Fund (IMF). The International Monetary 
Fund (IMF) was created at the same time as the World Bank. The ownership 
of the IMF is the same as that of the World Bank, and it is thus a sister organ- 
ization to the World Bank. Originally created to stabilize the international mon- 
etary system, that role was abandoned in the 1970s. Today, the IMF has emerged 
as the global institution that monitors economic policies of member countries, 
assisting in debt problems, inflation, unemployment and balance-of-payments 
deficits. IMF Loans are often coupled with calls for stringent economic and 
policy reforms that will result in stronger economies. 

The IMF is not involved directly in project finance transactions. However, 
the policy interventions can affect project finance credit decisions and the 
underlying projects. The interventions can extend to tax, tariff and pricing 

project is located and of the members as a whole." International Bank for Reconstruction 
and Development, Articles of Agreement, art. III,$4(v). *' The World Bank Operational Manual, Operational Policies, OP 7.20,YT 1,2. 

2a General Conditions Applicable to Loan and Guarantee Agreements, $9.03 
(January 1,1985). Section 9.03(c) exempts certain liens, such as purchase moneyliens. 
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issues. For example, in countries where energy prices are maintained at artifi- 
cially low levels, the IMF can pressure a member country to promulgate a mar- 
ket-based approach to energy pricing. That approach would strengthen an 
energy infrastructure project based on the higher rates for energy that could 
be charged by the project. Without these reforms, the project probably could 
not be developed. 

A position taken by a country that is contrary to IMF policy recommen- 
dations can also affect a project financing. Because the IMF attitude about a 
country is important, the failure of a country to address the IMF concerns will 
affect the view of the financial community to the proposed project. 

[4] International Development Association (IDA). The IDA, estab- 
lished in 1960, is the World Bank's concessionary lending affiliate. Its purpose 
is to provide development finance for the poorest of countries, which do not 
qualify for loans at market-based interest rates. 

The main objectives of the IDA, as stated in the articles of agreement, are: 

to promote economic development, increase productivity and thus raise 
standards of living in the less-developed areas of the world included within 
[IDA'S] membership in particular by providing finance to meet their impor- 
tant developmental requirements on terms which are more flexible and 
bear less heavily on the balance of payments than those of conventional 
loans, thereby furthering the development objectives of the [IBRD] and 
supplementing its activitie~.~~ 

In considering whether to participate in a proposed project, the IDA evalu- 
ates the same issues as the IBRD, both developmental and country. The devel- 
opment effect of the proposed project is central to the IDA decision. In the 
country context, the IDA considers whether the proposed project is a priority 
activity for the country's development, the economic policies in effect, and 
whether any IBRD loan or IDA credit is significantly in default. 

In contrast to the IBRD, the IDA does not consider country creditwor- 
thiness, nor the prospects for repayment. Also, because the IDA does not bor- 
row funds on the credit markets, it does not base interest rates on its borrowing 
charges, as does the IBRD. Finally, IDA credits are provided without the neg- 
ative pledge provision found in IBRD loans. 

Like the IBRD, however, the IDA is a lender of last resort.30 Also, like the IBRD, 
it has limited financial resources, with many projects competing for its funds. 

The IDA currently has approximately 161 member countries. Membership 
in the World Bank is required for membership in the IDA. 

IDA loans are called soft loans, or credits, and are made for a term longer 

z9 International Development Agency, Articles of Agreement, art. I. 
30 International Development Agency, Articles of Agreement, art. V, §l(c). 
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than those provided by the World Bank. No interest is charged, although a sen-  
ice charge of 0.75 percent is due annually. IDA loans, made pursuant to devel- 
opment credit agreements are in contrast to World Bank loans (made pursuant 
to a loan agreement), which are not soft or subsidized. 

The IDA receives funds on subscription from prosperous member coun- 
tries and from the World Bank, rather than through access to the capital mar- 
kets. These funds are then lent to developing country governments for poverty- 
reduction programs and projects, such as energy, education, health and wel- 
fare. Funds are raised every three years in a replenishment program, in which 
funds are raised for succeeding three-year periods. 

(51 International Finance Corporation (IFC). 

Generally. The International Finance Corporation, established in 1956, 
is the private-sector lending arm of The World Bank. It provides financing with- 
out state support requirements to private sector operations in developing coun- 
tries. In contrast, The World Bank itself provides only public-sector financing. 

IFC-financed projects are typically designed to  benefit the economy of the 
host country. This is accomplished most often by increasing the country's abil- 
ity to earn hard currency. In contrast to the World Bank approach to projects, 
great emphasis is placed on the potential success of the project financed, because 
government guarantees are not available to repay the debt. 

Its Articles of Agreement provide: 

The purpose of [IFC] is to further economic development by encourag- 
ing the growth of productive private enterprise in member countries, par- 
ticularly in less developed areas, thus supplementing the activities of the 
International Bank for Reconstruction and Develovment . . . . In carrv- 
ing out this purpose, [IFC] shall: (i) in association with private investors, 
assist in financing the establishment, improvement and expansion of pro- 
ductive private enterprises which would contribute to the development of 
its member countries by making investments, without guarantee of repay- 
ment by the member government concerned, in cases where sufficient pri- 
vate capital is not available on reasonable terms. . . .31 

Unlike the World Bank, the IFC is permitted to make investments of all types-- 
loans, guarantees, convertible debt, equity-and is not limited to loans and 
guarantees.32 Also, in contrast to the World Bank, no sovereign guarantee of 
debt is required.33 

31 International Finance Corporation, Artides of Agreement, art. I (emphasis added). 
3Z International Finance Corporation, Articles of Agreement, art. III,§2 (the IFC 

"may make investments of its funds in such form or forms as it may deem appropri- 
ate in the circumstances"). 

33  International Finance Corporation,Articles of Agreement, art. 111 $1 (invest- 
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The IFC is a lender of last resort. As its articles state, IFC participation is 
limited to projects "where sufficient private capital is not available on reason- 
able terms. . . .34 To date, the IFC has been particularly important in the first 
project in an emerging market or where new legal and regulatory systems 
designed to support private investment in sectoral reform infrastructure 
projects have not yet been tested. 

In general, IFC borrowers are locally-organized companies. If the laws of 
the host countries permit, however, foreign ownership of these local entities 
is allowed. 

The IFC currently has approximately 174 member countries. Membership 
in the World Bank is required for membership in the IFC. 

Loan Program. The IFC loan program is composed of two elements: 'W 
loans and "B" Loans. "A" Loans are financed by the IFC from its own sources. 
" B  Loans are syndicated to commercial lenders. 

Unlike the IDA, the IFC loan program offers rates that are not conces- 
sionary. Unlike the IBRD, the rates and terms of an IFC loan do not enjoy the 
benefits of the World Bank's favorable credit rating. IFC rates are often high, 
which serves, in part, to attract commercial lenders to the "B" loan (also 
called the cofinancing) program.35 

Commercial lenders are attracted to theuB" Loan program by IFC involve- 
ment, believing that the host government will be more likely to support a proj- 
ect in its country because of the IFC involvement. In fact, one of the greatest 
benefits of IFC involvement is the ability of the IFC to mobilize other financ- 
ing sources. 

Under this co-financing structure, discussed in greater detail in chapter 
20, the IFC provides financing to a project, and sells participation interest in 
the " B  loans to commercial lenders. It retains the "A" loan portion. Under the 
IFC umbrella, the commercial bank "B" loans are treated in the same way as 
the IFC "A" loans: the IFC documents and administers the loans, collects and 
distributes payments and collateral pro rata among itself and the "B" loan 
lenders. An 'X" loan default is also a "B" loan default. 

Equity Program. The IFC has the ability to take passive, minority equity 
interests in projects, in the form of traditional equity, preferred stock, con- 

ments only in "private enterprises," which may include an enterprise in which there is 
governmental participation). 

34 International Finance Corporation, Articles of Agreement, art. I (emphasis 
added). 

35 International Finance Corporation, Artides of Agreement, art. III 13(v) (" [IFC] 
shall undertake its financing on terms and conditions which it considers appropriate, 
taking into account the requirements of the enterprise, the risks being undertaken by 
[the IFC] and the terms and conditions normally obtained by private investors for sim- 
ilar financing. . . ."). 
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vertible debentures, loans bearing interest that fluctuates based on perform- 
ance, and other types of quasi-equity.36 It is also able to mobilize other sources 
of financing and equity investment, primarily because its involvement in a proj- 
ect provides access to high-level policymakers. 

The IFC is instrumental in forming specialized investment funds for lend- 
ing and equity investment in developing country projects. For example, funds 
have been established with the IFC's involvement for infrastructure projects. 
It has also been instrumental in assisting companies in developing countries 
access international bond and equity markets, and in developing local capital 
markets. 

Guarantee Program. The IFC is able to provide guarantees to finan- 
cial institutions. This activity is somewhat rare for the IFC, however. 

Benefits of IFC Participation. In addition to  the debt, equity and 
guarantee programs, there are a number of secondary benefits that arise from 
IFC participation in a project. As with World Bank involvement, perhaps the 
most significant of these is its role as a catalyst for participation by other 
entities, including commercial lenders. Other advantages include the political 
risk protection and comfort it brings to a project; its status as a last-resort 
investor; its ability to invest in the private sector; and its flexibility in invest- 
ment form. 

Catalyst for Participation by Other Entities. Through the "B" Loan pro- 
gram, the IFC is a catalyst for participation by commercial lenders. These lenders 
rely heavily on the due diligence and structuring accomplished by the IFC for 
syndicated loans. 

Political Risk Protection and Comfort. Because of its multilateral status, 
the IFC, like the World Bank is in a unique position to protect lenders and 
investors from project political risks. Its relationships with host country gov- 
ernments, which are also IFC members, and its affiiation with the IBRD and 
IDA, helps i t  to encourage performance of investment agreements by bor- 
rowers, even though no sovereign guarantee is required. It does not, however, 

36 International Fiance Corporation, Articles of Agreement, art. 111 $3(iv) ("[IFC] 
shall not assume responsibility for managing any enterprise in which it has invested 
and shall not exercise voting rights for such purpose or for any other purpose which, 
in its opinion, properly is within the scope of managerial control.. . ."). Nonetheless, 
in a default or insolvency situation, the IFC is not precluded from taking appropriate 
action. International Finance Corporation, Articles of Agreement, art. 111 $4 ("Nothing 
in [the Articles] shall prevent [the IFC], in the event of actual or threatened default 
on any of its investments, actual or threatened insolvency of the enterprise in which 
such investment shall have been made, or other situations which, in the opinion of [the 
IFC], threaten to jeopardize such investment, from taking such action and exercising 
such rights as it may deem necessary for the protection of its interests.") 
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provide direct political risk protection to its B loan syndicate banks. 
Status as a Last-Resort Investor. In some cases, without the IFC a proj- 

ect would not proceed. This is because the IFC plays the important role of a 
last-resort lender, providing investment funds in the face of negative private 
sector views about a project. 

Ability to Invest in the Private Sector. Unlike the World Bank, which is 
limited to financial arrangements supported by a sovereign government, the 
IFC is able to lend to the private sector. This is particularly beneficial where 
economies are transitioning to free market economies, and in developing coun- 
tries that lack sufficient credit to support the quantity of infrastructure proj- 
ects needed. 

Flexibility in Invertment Form. As indicated earlier, the IFC articles allow 
the IFC, subject to certain restrictions, to participate in any investment. Unlike 
the World Bank, which is limited to loans and guarantees, the IFC can offer 
loans, guarantees, equity and quasi-equity investments. 

[6 ]  Role of World Bank Group Credit in Project Financings. Project 
finance transactions are supported in different ways by the IBRD, IFC and 
the In connection with project financings, the IBRD provides financial 
support in middle-income developing countries, the IFC provides private 
sector support in any developing country, and the IDA provides financial 
support in the poorest of developing countries. The Multilateral Insurance 
Guarantee Agency, the political risk insurer which is an organization within 
the World Bank, is discussed in chapter 20. 

Financingfrom the IBRD and IDA. Debt financing is provided for proj- 
ect financings by both the IBRD, in the form of loans pursuant to loan agree- 
ments, and the IDA, in the form of credits pursuant to development credit 
agreements. Loans and credits have the attributes of any non-revolving debt 
financing: a loan commitment is given, funds are disbursed over time (pro- 
vided there is no default), and the credit is subject to acceleration upon the 
occurrence of specified defaults (although this remedy has not yet been exer- 
cised by the IBRD or the IDA). 

IBRD loans are made in one of two ways: direct loans to the project 
company, and an on-lend, in which funds are loaned to the host country and 
then relent, or on-lent, to the project company. Under the direct loan struc- 
ture, a loan agreement is entered into between the IBRD and the project coun- 
try. The host country guarantees to the IBRD that the loan will be repaid. 

Under the on-lend structure, the host country, not the project company, 
is responsible to the IBRD for repayment. Here, a loan agreement between 
the IBRD and the host country evidences the primary loan, and a loan agree- 

'' See generally, P. BENOIT, supra n. 23, at pp. 37-57 (1996). 
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ment between the host country and the project company evidences the proj- 
ect loan. In addition, a project implementation agreement is usually entered 
into between the host country and the project company, which sets forth the 
obligations between the host country and the project company for project devel- 
opment, construction and operation. 

IBRD Financing for Enclave Projects. As discussed above, IBRD can 
provide loans for projects in IDA-only countries, even though the host coun- 
try is not creditworthy. This structure has not been in active use since the 1960's, 
primarily because of the creation of the IDA. 

To qualify, the project must generate sufficient cash flow to repay the IBRD 
loan, must have an export-oriented element so that foreign exchange can be 
produced off-shore, and must be separable from the host country so that assets 
and collateral can be segregated. IBRD has generally required third party credit 
support for the loan, either in the form of direct guarantees or implied guar- 
antees in the form of take-or-pay contracts. A guarantee by the host country 
is also needed. 

In addition, IBRD has required the creation of a collateral structure that 
provides for payment of debt service from project cash flows in a reliable man- 
ner. To do so, IBRD accepts an off-shore trust account structure. Project rev- 
enues, in the form of foreign exchange, are deposited into this account. 
Withdrawals from the account are then made, in order of an agreed-upon 
priority, for debt repayment. 

Like other IBRD loans, IBRD enclave loans are made in one of two ways: 
direct loans to the project company with a host country guarantee, and an 
on-lend transaction, in which funds are loaned to the host country and then 
relent, or on-lent, to the project company. Under the direct loan structure, a 
loan agreement is entered into between the IBRD and the project country. The 
host country and the private sector project sponsors each guarantee to the IBRD 
that the loan will be repaid. A separate agreement establishes and provides 
for the administration of the off-shore trust account. 

Under the on-lend structure, the host country, not the project company, 
is responsible to the IBRD for repayment. Here, a loan agreement between 
the IBRD and the host country evidences the primary loan, and a loan agree- 
ment between the host country and the project company evidences the proj- 
ect loan. In addition, a project implementation agreement is usually entered 
into between the host country and the project company, which sets forth the 
obligations between the host country and the project company for project devel- 
opment, construction and operation. 

IDA Credits. IDA credits, unlike IBRD loans, are made to the host coun- 
try, not the individual project. Under an on-lend structure, the host country 
can then lend the funds to a project. Under this structure, the host country, not 
the project company, is responsible to the IDA for repayment. 
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The document structure is the same as for an IBRD on-lend arrangement. 
A loan agreement between the IBRD and the host country evidences the pri- 
mary loan, and a loan agreement between the host country and the project 
company evidences the project loan. A project implementation agreement is 
usually entered into between the host country and the project company, which 
sets forth the obligations between the host country and the project company 
for project development, construction and operation. 

Equity Financing. Neither the IBRD nor the IDA make equity invest- 
ments in projects. However, the World Bank has provided financing for equity 
investments by making loans to countries.38 

Debt Refinancing. IBRD support can be used to refinance project 
debt. For example, a sovereign government might agree to provide funds to 
refinance short-term project debt. An IBRD loan to the sovereign country would 
be made to support the sovereign's refinancing obligation. Proceeds of the IBRD 
loan would be used to repay the existing short-term debt. Because potential 
short-term debt providers are assured of a refinancing (subject to negotiated 
conditions), the project can obtain the benefits of both short-term and long- 
term financing.39 

171 Role of World Bank Group Guarantees in Project Financings. 

IBRD Guarantees. The IBRD currently provides two types of guaran- 
tees: partial risk and partial credit. 

The partial risk guarantee protects a lender from the risk of payment caused 
by nonperformance of a host country's contractual obligations from a force 
majeure. The guarantee is used in the following document structure. 

A loan is made by commercial lenders pursuant to a loan agreement. An 
implementation or other agreement between the host country and the proj- 
ect is entered into, specifying certain contractual obligations of the government 
to the project company. The IBRD issues a guarantee, protecting the lenders 
against all or some of the risks allocated to the host government in this agree- 
ment. The host country provides an indemnity (or counter-guarantee) to the 
IBRD for repayment of any advances made by the IBRD to the commercial 
lenders under the partial guarantee. 

The partial credit guarantee protects a lender from the payment risk, but 
is limited to a specified tranche of debt. The tranches protected usually have 
later maturities than the other tranches of debt. 

IBRD Indirect (Financed) Guarantee Coverage. Rather than providing 
direct guarantees to lenders on behalf of a sovereign or other party's obliga- 

38 Seegenerally, id. at pp. 51-52. 
39 See generally, id. at pp. 52-53. 
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tions, the World Bank could provide a loan to the sovereign to finance draws 
under a sovereign or third party guarantee (such as a bank). Because the 
guarantee is given by the sovereign or third party, under this structure there 
is no direct recourse by the beneficiary of the guarantee to the World Bank; it 
is an indirect relationship. 

If a sovereign guarantee is used, the World Bank would enter into a loan 
agreement with the sovereign government and commit to finance any claims 
made under the guarantee. 

If a third-party guarantee is used, a commercial bank or other inde- 
pendent entity would provide the guarantee. The sovereign would then agree 
to reimburse the third party for draws under the guarantee (pursuant to a 
counter-guarantee or reimbursement agreement). Any draws on the guarantee 
would be financed by World Bank credit to the ~overeign.~O 

When Are World Bank Guarantees Available? Several factors determine 
whether a World Bank guarantee is available in a project financing: the invest- 
ment form, the type of obligation guaranteed, and the type of risks covered 
by the guarantee. 

The IBRD can issue only guarantees of Project financings often 
require guarantees of other types of investments, however. If a guarantee of 
equity or another type of investment is needed, the World Bank could agree 
to finance any draws made under a sovereign guarantee.42 

As to the type of obligation, because the IBRD can issue only guarantees 
of loans, only payment guarantees, as opposed to performance guarantees, 
are available. If a financing requires a guarantee by the sovereign with respect 
to some currency risk, the resultant sovereign guarantee would involve per- 
formance. If IBRD credit enhancement is needed to support the sovereign's 
obligations under the guarantee, it would need to come in the form of sover- 
eign guarantee indirect financing by IBRD. Even then, the performance obli- 
gation would need to be reduced to a monetary obligation.43 

Finally, the types of risks covered determine eligibility for IBRD guaran- 
tees. Although neither the IBRD nor the IDA articles relating to guarantees 
address the type of risks that can be covered in guarantees, policy currently 
does. In general, the World Bank limits the risks guaranteed to political risks 
and breaches of government undertakings, rather than commercial risks. 

Id. at pp. 46-47. 
41 Article III,54 of the IBRD Articles of Agreement provide that "[tjhe Bank may 

guarantee, participate in, or make loans to any member of any political sub-division 
thereof and any business, industrial, and agricultural enterprise in the territories of a 
member." International Bank for Reconstruction and Development, Articles of Agreement, 
art. 111, 54 (emphasis added). " P. BENOIT, supra n. 23, at pp. 47-48. 

43 Id. a t  p. 48. 
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This policy is based, in part, on the World Bank's ability to manage political 
and government undertaking risks, as opposed to commercial risks, through 
its direct involvement with the sovereign government, its debtor-creditor rela- 
tionship with the sovereign, and its non-commercial orientation. 

IDA Guarantees. The IDA does not currently offer a guarantee program. 
The IDA Articles provide the IDA with authority to offer guarantee pro- 
grams, however.44 

Other Credit Support-Take-or-Pay and Take-and-Pay Contracts. The 
legal (guarantee of payment of loans only) and policy (political and governmental 
undertaking risks covered) framework of IBRD guarantees might limit the flex- 
ibility of the IBRD in project financings.Yet, the World Bank has shown increas- 
ing flexibility in its programs, which will likely extend to project financings. 

As an example, take-or-pay contracts are, in essence, credit enhance- 
ment devices in a project financing, similar to guarantees. They create an uncon- 
ditional obligation on the part of the buyer to pay even if no good or service 
is provided by the seller. Thus, these assure long-term revenue flow. 

If a sovereign government entered into such an agreement, could the IBRD 
finance the sovereign's obligations? Perhaps. If the goods are delivered, the con- 
tract is simply a purchase contract. The IBRD regularly provides financing 
for purchases. 

However, if the goods are not delivered, and the sovereign must still pay 
the project company, the contract is more like a guarantee by the sovereign of 
the underlying project debt. As a guarantee, the IBRD could indirectly guar- 
antee political and governmental undertaking risks through an agreement to 
finance any such guarantee-like payments under the contract. Commercial risks 
would need to be addressed through other credit support. Under this proposed 
structure, a loan by the IBRD to the sovereign government would be made to 
finance any required payments for covered risks, with proceeds paid directly 
to the project company under the contract.45 

[8] Benefits of World BankInvolvement. In addition to the debt and 
guarantee programs, there are a number of secondary benefits that arise from 
World Bank participation in a project. Perhaps the most significant of these 
is based in its role as a catalyst for participation by other entities, including 
commercial lenders, other multilateral institutions and bilateral institutions. 
Other advantages include its tremendous financial base; ability to lend to devel- 
oping countries; ability to finance government investment; favorable maturi- 
ties and interest rates on debt; political risk protection and comfort; ability to 
influence governmental actions through cross-default provisions in loan agree- 

44 International Development Agency, Articles of Agreement, art. V, $ 5 .  
'5 P. BENOIT, supra n. 23, at pp. 50-51. 
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ments; ability to influence governmental actions through decisions about financ- 
ing future governmental projects; influence over macroeconomic policies 
that may affect a project; less emphasis on project risks; use of World Bankpro- 
curement policies; and use of World Bank management  requirement^.^^ 

Catalyst for Participation by Other Entities. The World Bank is a cat- 
alyst for participation by commercial lenders, other multilateral institutions 
and bilateral institutions. Many agencies coordinate involvement in projects 
with the World Bank, and primarily rely on World Bank credit decisions. 
Also, budgetary restrictions and a lack of staff at other agencies sometimes 
combine to limit the analysis that can be made on individual projects. 

Financial Resources. The financial resources available to the World Bank 
are tremendous. Unlike commercial lenders, with finite resources for debt 
and risk, the IBRD is much more flexible. 

Ability to Lend to Developing Countries. Because of its nature as a devel- 
opmental lender, the World Bank is generally more eager, if not just as eager, 
as commercial lenders to lend to developing countries. Coupled with its devel- 
oping country lending experience and its ability to effectively manage these 
loans, the World Bank is a significant source of funds to these countries. 

Ability to Finance Government Investment. The World Bank is able to 
carry on a dialogue with key officials in a borrowing country that is unparal- 
leled in the commercial loan sector. Consequently, it is better able to loan funds 
to a developing country for investment in a project, which commercial lenders 
are not generally prepared to do. Ohen, the governmental investment portion 
of a financing is difficult to obtain from any other source. 

Favorable Maturitiesand InterestRates on Debt. Loan maturity terms 
and interest rates provided by the World Bank are generally better than those 
offered in the private sector. IDA loans are concessional. 

Political Risk Protection and Comfort. Because of its multilateral sta- 
tus, the World Bank is in a unique situation to protect lenders and investors 
from project political risks. As described above, the IBRD can provide politi- 
cal risk coverage in the form of an IBRD guarantee, or through financing a 
country's guarantee obligations. 

The mere presence of IBRD involvement in political risk coverage is 
generally considered an important element in reducing political risks. Its close 
ties to sovereign government officials, role as lender on a variety of projects 
in the sovereign country, and goal of avoiding a call on its guarantee, com- 
bine to persuade other lenders and investors that the risk of political events 
interfering with the project are minimized. Also, since draws under any IBRD 

Id. at pp. 5947. 
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guarantee arrangement must be repaid, the sovereign government has an inter- 
est in working with the IBRD to avoid such a draw and to avoid any effect on 
other loans the sovereign government hopes to obtain in the future. 

Ability to Influence Governmental Actions Through Cross-Default 
Provisions in Loan Agreements. IBRD and IDA loan agreements with gov- 
ernments contain provisions that permit the IBRD or IDA to suspend, and ulti- 
mately terminate loans, upon a breach. These agreements also contain a 
cross-default provision, which enables the World Bank to suspend loan dis- 
bursements under all loans if they are suspended under any one loan.47 

Ability to Influence Governmental Actions Through Decisions About 
Financing Future Governmental Projects. Similarly, host governments must 
consider the effect an action might have on the World Bank's decision to lend 
money for future projects. Inappropriate political action with respect to one 
project might chill lending for years to come. 

Influence Over Macroeconomic Policies that May Affect a Project. 
World Bank involvement in a project, or series of projects, is often tied to 
some type of economic policy reform, whether at the project, sector or coun- 
try level. This is called "policy conditionality" at the World Bank. This study 
by the bank, coupled with reforms, often provides significant comfort to 
lenders and investors. 

Less Emphasis on Project Risks. World Bank risk analysis should not be 
confused with the risk analysis applied by commercial lenders. Commercial 
lenders focus on all types of project risks. Because the loan or guarantee is 
backed by a sovereign government's obligation to repay the World Bank, it places 
more emphasis on the host country credit risks than the underlying project 
risks. This is not to imply that project risks are insignificant to the World Bank. 
Because of its developmental focus, the bank will analyze project risks to ensure 
that the project is reasonably viable. 

Use of World Bank Procurement Policies. World Bank loans require bor- 
rowers to comply with the bank's procurement standards, which are generally 
more detailed than those required by commercial lenders.48 The standards 
are designed to promote economy and efficiency, and to provide nationals from 
Bank-member countries an opportunity to bid.49 Procurement standards also 

" IBRD General Conditions Applicable to Loan and Guarantee Agreements, 
56.02(d) (January 1, 1985). 

48 Guidelines: Procurement Under IBRD Loans and IDA Credits (January 1995). 
Article 111, §5(b) of the IBRD Articles of Agreement provides that "[tlhe Bank shall 
make arrangements to ensure that the proceeds of any loan are used.. . with due atten- 
tion to considerations of economy and efficiency. . . ." International Bank for 
Reconstruction and Development, Articles of Agreement, art. 111, §5(b). 

49 Guidelines: Procurement Under IBRD Loans and IDA Credits (January 1995). 
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apply to goods and services acquired with the proceeds of loans to be guaran- 
teed by the IBRD.50 

Use of World Bank Management Requirements. Similarly, World Bank 
standards for accounting, reporting and auditing procedures are also applied 
to those receiving World Bank funds.5' 

421.08 REGIONAL DEVELOPMENT BANKS 

[I] Generally. Regional development banks are organized with goals 
similar to the World Bank, such as poverty reduction and promotion of eco- 
nomic growth. Rather than a global focus, liowever, these banks instead focus 
on a particular geographic region. They are owned and funded by the gov- 
ernments of the region and industrialized nations. 

[2] African Development Bank. The African Development Bank 
(AfDB), which began operations in 1963, is a major source of public financ- 
ing on the continent of Africa. The member countries include 51 African states 
and 25 other countries, most of which are industrialized nations. Annual lend- 
ing is US$3 to 4 billion in new loans and grants. 

AfDB provides loans for projects at interest rates based on its own cost 
of funds. It also participates in technical cooperation, facilitating investment 
and loan operations through feasibility studies, project preparation and imple- 
mentation activities. 

[3] Arab Fund for Economic and Social Development. Established 
in 1972, the Arab Fund for Economic and Social Development assists devel- 
opment in the member countries of the Arab League. The fund assists in financ- 
ing of development projects. 

[4] Asian Development Bank. Organized in 1966, the Asian 
Development Bank (ADB) is a lender for infrastructure development in Asian 
member countries. The 52 member countries include Asian countries and other 
industrialized nations. 

The ADB loans about US$5 billion. Funds for loans are raised by the ADB 
from member countries. It requires member countries to subscribe to shares. 

Guidelines: Procurement Under IBRD Loans and IDA Credits 7 3.14 (January 
1995). 

51 Financing Accounting, Reporting and Auditing Handbook (January 1995); 
The World Bank Operations Manual, Operational Directive, O.D. 10.60. 
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However, only about 12 percent of the subscription of each member country 
is paid. The remainder is required to be paid into the bank only if the bank 
requires the money for debt payment. The ADB raises its other funds in the 
capital markets. 

Although ADB historically focused on government-level public agency 
lending with a governmental guarantee, privatization in member countries has 
resulted in a private-sector mandate. Lending to private entities does not require 
a governmental guarantee. 

[S] European s a n k  for Reconstruction and Development. The 
European Bank for Reconstruction and Development (EBRD) began opera- 
tions in 1991. It was organized to provide assistance to those nations of cen- 
tral and eastern Europe that are committed to multiparty democracy, pluralism 
and market economics, for transition to marked-based economies.52 There are 
58 member countries. EEC and European Investment Bank are also share- 
holders. It has loaned money and made investment exclusively in the countries 
of central and eastern Europe, including the former Soviet Union. 

The EBRD raises funds from member countries. It requires member coun- 
tries to subscribe to shares. About 30 percent of the subscription of each mem- 
ber country is paid. The remainder is required to be paid into the bank only 
if the bank requires the money for debt payment. The EBRD raises its other 
funds in the capital markets. 

The EBRD focuses on financing specific projects, particularly in the pri- 
vate sector. It charges market-based rates for the financings. The EBRD can 
provide financing, financing support and investment in a variety of ways, includ- 
ing as a lender (in foreign or local currencies); an equity, or quasi-equity investor; 
a mobilizer of cofinancing from other sources; a guarantor; a treasury riskman- 
agement provider of repurchase agreements and interest rate swap agreements, 
among others; and an underwriter of local or foreign debt securities. 

[6] European Union. The European Union, organized in 1993, is 
an organization of 15 industrialized European nations. It provides grants to 
developing countries throughout the world, induding in Africa, Asia, the Caribbean, 
central and eastern Europe, Latin America and the former Soviet Union. 

[7] European Investment Bank. Organized in 1958, the European 
Investment Bank (EIB) provides financial support for development. The 15 
member countries are members of the European Union. 

52 The 26 countries are: Albania, Armenia, Azerbaijan, Belarus, Bosnia and 
Herzegovina, Bulgaria, Croatia, Czech Republic, Estonia, Georgia, Hungary, Kazakhstan, 
Kyrgyzstan, Latvia, Lithuania, Former Yugoslav Republic of Macedonia, Moldwa, Poland, 
Romania, Russian Federation, Slovenia, Slovak Republic, Tajikistan, Turkmenistan, 
Ukraine and Uzbekistan. 



Financing Sources for the Project 

Funds are raised by the EIB from member countries. It requires member 
countries to subscribe to shares. However, only about 7.5 percent of the sub- 
scription of each member country is paid. The remainder is required to be paid 
into the bank only if the bank requires the money for debt payment. The EIB 
raises its other funds in the capital markets. 

Loans are generally made within the European Union, but are also made 
outside of the union. 

[8] Inter-American Development Bank. The Inter-American 
Development Bank (IDB) was organized in 1959, and is a major lender to Latin 
American and Caribbean member countries. It is currently the principal source 
of external finance for most Latin American countries. The 46 member coun- 
tries include Latin American countries, the United States and other industri- 
alized nations. 

The IDB loans about US$5 to 7 billion. Funds for loans are raised by the 
IDB from member countries. It requires member countries to subscribe to 
shares. However, only about 2.5 percent of the subscription of each member 
country is paid. The remainder is required to be paid into the bank only if 
the bank requires the money for debt payment. The IDB raises its other funds 
in the capital markets. 

Loans are generally made to public agencies of member countries to finance 
specific projects. A government guarantee is required. 

Inter-American Investment Corporation. Direct support to the pri- 
vate sector is made available by the bank through its affiliate, the Inter-American 
Investment Corporation (IIC). The IIC is the private sector affiliate of the ADB. 
It provides loans, makes equity investments and issues guarantees for new proj- 
ects, expansion or modernization of existing projects and for privatization. 
Generally, participation is limited to one-third of the project cost, up to US$6 
million. Although the maximum participation is limited, particularly for large- 
scale infrastructure projects, the IIC's multilateral status can assist in mobi- 
lizing other financial and equity sources. 

The IIC provides a syndicated loan program similar to that offered by the 
IFC. It offers rates that are not concessionary. These rates are often high, which 
serves in part to attract commercial lenders to the syndication program. Commercial 
lenders are also attracted by IIC involvement, believing that the host government 
will be more likely to support a project in its country because of the IIC involve- 
ment. Under the co-financing structure, the IIC is the lender of record and admin- 
isters the loan. A loan default is considered a default to the IIC. 

[9] Islamic Development Bank. The Islamic Development Bank 
(IsDB), established in 1974, is a multilateral organization of 45 countries. Its 
purpose is to promote economic development in member countries and in 
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Muslim communities in non-member countries. The bank, operating within 
the principles of the Koran (Islamic Sharia), provides interest-free loans for 
development projects, and also finances lease transactions and installment sales, 
and makes equity investments. 

[ lo]  Nordic Investment Bank. The Nordic Investment Bank (NIB) 
was formed in 1975 by Denmark, Finland, Iceland, Norway and Sweden. Its 
purpose is to finance investments in which its member nations are interested, 
both within the Nordic countries and internationally. 

[ l l ]  Nordic Development Fund. Since 1989, the Nordic Development 
Fund (NDF) has provided credits to developing countries on concessional 
terms, primarily in Africa and Asia. It participates in cofinancing arrangements 
with other multilateral agencies and regional banks. 

[12] OPEC Fund for International Development. The OPEC Fund 
for International Development, established in 1976, provides financial assis- 
tance to developing countries. Its members are the countries that are members 
of the Organization of Petroleum Exporting Countries. 

921.09 BILATERAL AGENCIES 

[ l ]  Generally. Unlike multilateral agencies, bilateral agencies are 
designed to promote trade or other interests of an organizing country. They 
are generally nationalistic in purpose and nationalistic and political in opera- 
tion. Thus, to work effectively with a bilateral agency, it is important to under- 
stand who the agency's client is and what mandates it is established to achieve, 
such as promotion of a country's exports and assisting development in emerg- 
ing market-based economies. 

Bureaucracy and budget constraints, like in any governmental agency, 
affect their efficiency and ability to respond to project financing needs. Funding 
for bilateral agencies generally comes from their organizing governments. 

Bilateral agencies are generally of two types: developmental agencies and 
export-import financing agencies. Developmental agencies are designed to pro- 
vide grants or concessional financing to promote economic and political 
goals of the organizing government in developing nations. An example in the 
United States is the U.S. Agency for International Development (USATD). 

The most common type of bilateral agency is an export-import bank. 
There are numerous sources of financing available from governments for export- 
ing goods and services. Government-supported export financing includes pre- 
export working capital, short-term export receivables financing and long-term 
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financing. Often, pre-commitment "indications of support" can be obtained 
for use in bid documents and marketing. 

Export-import financing is responsible for much of the energy infra- 
structure financing in developing countries. For example, by early 1996, U.S. 
Export Import Bank reported that it had provided financing commitments for 
eight transactions totaling $2.3 billion of export-import bank financing for 
projects totaling $8.3 billion in total project costs with a capacity of 6301 
MW of generation. 

In addition to sources of financing, export-import banks also typically 
provide political risk insurance to projects. This is particularly important in 
mobilization of other debt, as lenders rely on the belief that a foreign govern- 
ment will not risk disfavor with a foreign bilateral agency in the government's 
interactions with a project. Political risk insurance is discussed in chapter 20. 

Bilateral agencies are, of course, creatures of governments. As such, pro- 
grams, policies and credit standards are well-defined and consistent. This is 
in sharp contrast to commercial lenders and private equity sources that whose 
policies fluctuate, sometimes overnight, based upon competitive pressures, 
management decisions and loan or investment loss experience. 

[Z] The OECD Consensus. Concessional financing by the world's 
governments for exports and imports affects competition, manufacturing effi- 
ciency and prices. In recognition of this, the member countries of the Organisation 
for Economic Co-operation and Development (OECD) signed theC'Arrangement 
on Guidelines for Officially Supported Credits.I153 It is also called the OECD 
Consensus. 

THE OECD Consensus established guidelines and limits on the terms of 
export credit. Each of the member countries agreed in the OECD Consensus 
to limit export credit to no more than 85% of the contract value. Also, inter- 
est rates applicable to the financing cannot be less than the OECD interest rate 
schedules, which are semiannually revised. 

In 1998, the OECD announced an agreement to amend the Consensus 
Arrangement for Officially Supported Export Credits to allow agencies greater 
flexibility when supporting projects financed on a "limited recourse" basis.54 

53 The OECD has 25 full members, including Australia, Britain, Canada, France, 
Germany, Japan, Mexico, and the U.S. The member countries agree to promote eco- 
nomic growth in developing nations while expanding world trade. 

54 Project Finance: Understanding on the Application of Flexibility to the Terms 
and Conditions of the Arrangement on Guidelines for Oficially Supported Export Credits 
in Respect of Project Finance Transactions, for a Trial Period, Consensus (98)27 (1998). 
The Understanding defines project finance as" [a] financing of a particular economic 
unit in which a lender is satisfied to consider the cash flows and earnings of that eco- 
nomic unit as the source of funds from which a loan will be repaid and to the assets 
of the economic unit as collateral for the loan.'' Id. app. 1. 
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The amendment was in response to the increasing share of project finance trans- 
actions in the portfolios of OECD members' export credit agencies, especially 
where such support is to non-OECD markets. It was one of the first multilat- 
eral agency responses to the barriers that existed to flexible, innovative limited- 
recourse financing methods. 

The amendment to the Consensus Arrangement, effective September 1, 
1998, will initially run for a three year trial period (although the new flexibil- 
ity arrangements will be reviewed after two years). The amendment enables 
export credit agencies to support credit terms which more accurately reflect 
project cash flows and makes it easier for them to work with banks and other 
financing institutions to co-finance complex project finance transactions. Until 
this agreement was reached, the credit terms that export credit agencies could 
support for overseas projects financed on a limited recourse basis were con- 
strained by the general terms of the OECD's Consensus. 

The agreement will allow a participant to agree to flexibility on the tim- 
ing of the first repayment of principal, the repayment profile and the maxi- 
mum repayment term provided that the average life55 of the credit, insurance 
or guarantee does not exceed either: 

(i) 5.25 years; or 

(ii) 7.25 years, provided that the first repayment of principal is to be made 
within two years of the starting point of credit and the maximum repay- 
ment term is 14 ~ears.5~ 

There are restrictions on the application of the rules for projects in high income 
OECD countries. A surcharge on the appropriate commercial interest refer- 
ence rate will apply when credit exceeds 12 years. 

[3] Methods of Export-Import Financing. There are three financ- 
ing methods generally used by an export-import bank in providing funds to 
an importing entity. These are: direct lending; intermediary lending and inter- 
est rate equalization. 

Direct Lending. The simplest structure is a traditionally documented 
loan in which the borrower is the importing entity and the lender is the export- 
import bank. Most commonly, the loan is conditioned upon the purchase of 
goods or services from business in the organizing country. Loan terms are within 
the parameters of the OECD Consensus. 

55 Average life of the credit is based on the time it takes to retire half the weighted 
principal of the credit. 

56 Id. supra n. 53, ch. II,52(a). 
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If the loan is not conditioned upon the purchase of goods or services from 
business in the organizing country, a so-called "untied loan," international com- 
petitive bidding can be used. Untied loans need not follow the OECD Consensus, 
since competitive bidding replaces the need for its protections. 

Financial Intermediary Loans (Bank-to-Bank). Another structure is 
indirect lending. Under this structure, the export-import bank loans funds to 
a financial intermediary, such as a commercial bank, that in turn loans the funds 
(also commonly called relending or onlending) to the importing entity. 

Interest Rate Equalization. Under an interest rate equalization struc- 
ture, a commercial lender provides a loan to the importing entity at below- 
market interest rates. It is compensated by the export-import bank for the 
difference between the below-market rate (often the OECD Consensus rate) 
and the rate the lender could otherwise obtain in the market. 

[4] U.S. Export-Import Bank. The U.S. Export-Import Bank (USExim) 
operates as an independent U.S. agency. It has three guiding principles imposed 
on it by its governing statutes: support United States exports through financ- 
ing, attain a reasonable assurance of repayment, and provide financing sup- 
port where commercial finance cannot do so. In 1994, USExirn established a 
project finance division designed to assist U.S. exporters to compete in new 
international infrastructure projects.57 USExim support is particularly impor- 
tant to U.S. exporters as more and more developing countries reduce sover- 
eign-guaranteed borrowing. 

USExim loans provide financing for U.S. exports, on a fixed interest rate 
basis. It can provide direct loans to foreign entities that purchase U.S. goods 
and s e ~ c e s ,  or intermediary loans to entities that provide the financing to for- 
eign buyers, for up to 85% of the U.S. export value. If the export contains 
foreign-made components, USExim will finance or guarantee up to 100% of 
the U.S. content, provided that the total loan or guarantee amount does not 
exceed 85% of the export price and provided that the total U.S. content is not 
less than 50% of the export price. Repayment of USExim loans are consistent 
with OECD guidelines. 

In addition, the USExim guarantee program provides credit support for 
private sector loans made to foreign buyers, to protect against repayment risks. 

Whether an export loan or a guarantee of a commercial loan, USExim 
does not accept the commercial risk of project completion. It therefore does 
not provide construction financing, although it can have an arrangement to 
"take out" the construction debt at completion, but only if certain comple- 
tion tests are satisfied. It believes these risks are best addressed by the private 

57 Eduardo Lachica, U.S. Export-Import Bank Builds Up Steam for Key Role in 
Project Finance, WALL ST. J., May 8, 1995, at A9G. 
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sector. During the construction period, the USExim political risk guarantee 
program is available, however. 

USExim has articulated general requirements for projects in which it is 
asked to participate. In general, these requirements are included in any appro- 
priately-structured project finance transaction. They are the following: the proj- 
ect should have long-term contracts from creditworthy entities for the project's 
outputs and inputs, with terms longer than the USExim debt; the project should 
have an appropriate risk allocation; adequate debt service coverage ratios; proj- 
ect costs comparable to similar projects; market-based pricing of outputs and 
inputs; mitigation of currency devaluation risks; project participants must pos- 
sess the technical, managerial and financial capabilities to perform their respec- 
tive obligations within the project; proven and reliable technology; technical 
feasibility must be demonstrated; host government commitment to the proj- 
ect; and legal and regulatory analysis must demonstrate enforceable contrac- 
tual relationships. 

On a case-by-case basis, USExim could require a project incentive agree- 
ment with the host country government. This type of agreement is required to 
address certain political risks, and the method that will be used by USExim and 
the host country government to resolve a conflict relating to those risks. 

Eligibility requirements exist for participation in USExim programs. 
Generally, creditworthy U.S. exporters, U.S. financial institutions, and foreign 
financial institutions are eligible for programs, which support sales of goods 
and services by U.S. companies. Projects financed or loans guaranteed must 
offer reasonable assurances of repayment. Additionally, unless the benefit to 
the U.S. economy outweighs the detriments, USExim is prohibited from par- 
ticipating in any project that produces a commodity that: (i) will be surplus 
in world markets when the project becomes operable; (ii) competes with U.S. 
producers; or (iii) will result in substantial injury to U.S. producers. 

Finally, the host government and USExim must have in place a bilateral 
agreement. This agreement must give USExim recourse to the government if 
a political risk event, such as political violence, expropriation or inconvert- 
ibility occurs, and results in a default. 

[5] Export-Import Bankof Japan. The Export-Import Bank of Japan 
(JExim) provides four types of credits: buyer credits, supplier credits, over- 
seas investment credits and untied direct credits. Each type is discussed below. 

Buyer credits are available to foreign entities for financing the purchase 
of Japanese goods and services. In general, credits are available for Japanese 
goods and services. However, foreign-made components, if integral to the 
Japanese product, can also be financed by JExim. 

JExim also offers supplier credits, allowing Japanese exporters to pro- 
vide attractive deferred payment terms to purchasers, through one or more 
commercial financial institutions in Japan. The financing is consistent with 
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OECD requirements. In this structure, JExim usually provides up to 70% of 
the credit, with the remainder provided by commercial lenders. 

JExim has authority to loan funds (overseas investment credits) to Japanese 
companies for foreign investment and projects, as well. In addition, these cred- 
its are available both to overseas joint ventures and other business associations 
with Japanese capital investments in them, and to foreign governments seek- 
ing assistance with capital contribution or debt commitments to these entities. 
Overseas investment credits are not tied to the procurement of Japanese goods 
or services. 

Finally, untied direct credits are available. These are used to assist devel- 
opmental efforts in emerging markets, but are not available for use in limited 
recourse project financings. 

JExim established a project finance group in 1988. Terms for project finance 
activities comply with the OECD Consensus. It will often require a government 
or central bank guarantee as a prerequisite for participation in a project. 

[6] Overseas Private Investment Corporation. The Overseas Private 
Investment Corporation ("OPIC"), located in Washington, D.C., is an agency 
of the executive branch of the United States government. It is self-sustaining, 
operating at no cost to U.S. taxpayers. 

Established in 1971,58 OPIC is organized to assist participation by United 
States private companies in economic development of developing countries, 
emerging democracies and fledgling free market economies. Its mandate is 
worldwide. 

OPIC is widely known for its political risk insurance program, in which 
it covers losses attributable to certain political risks, including inconvertibility, 
expropriation and political violence. In addition to its political insurance 
program, OPIC provides financing on a limited recourse basis of foreign direct 
investment projects, through direct loans and loan guarantees. 

OPIC financing is available for transnational projects wholly owned by 
U.S. companies and joint ventures owned by U.S. companies and local com- 
panies in the  host country. Generally, a majority of the voting interests of the 
entity owning the project must be held by non-government interests, although 
exceptions can be made if a contract requires that management remain in the 
private sector and a direct U.S. interest exists. 

58 OPIC is an independent corporation operating under the Foreign Assistance 
Act of 1961,22 U.S.C. 52191. Well before its creation, the U.S. provided inconvert- 
ibility coverage to U.S. investors after World War I1 as part of the Marshall Plan. Later, 
before the creation of OPIC, the United States Agency for International Development 
provided political risk insurance to U.S. investors with investments in developing 
countries. 
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Guarantees of commercial loans can be issued to U.S. financial institu- 
tions, which must be more than 50% owned by U.S. citizens, corporations, or 
partnerships. Guarantees can also be issued to foreign financial institutions 
that are at least 95% owned by U.S. entities. 

The amounts for direct loans and loan guarantees have been historically 
low, ranging to US$25 million. It will lend up to 50% of the total costs of a new 
project, increasing to 75% if an existing venture is expanded. OPIC can cover 
up to 100% of a U.S. lending institution's credit exposure on a project. 

OPIC loan proceeds can be used for goods and services from the U.S., 
the host country or other developing countries. However, if substantial por- 
tions are from industrialized countries, OPIC financing will not generally be 
available. 

OPIC must be open in the host country. Thus, the U.S. and the host coun- 
try must enter into a bilateral agreement that relates to the OPIC programs. 
Under a bilateral agreement, the approval of the host government must be 
obtained before the OPIC insurance is issued. 

The effect of the proposed investment on the U.S. economy is a part of the 
criteria. The considerations include negative effects on U.S. employment (no 
net U.S. job loss), imposition of requirements by the host country that sub- 
stantially reduce the potential U.S. trade benefits of the investment, and sig- 
nificant adverse effects on the U.S. balance of payments. If any of the foregoing 
will exist because of the project, the loan is denied. 

Also, the effect of the investment on the host country determines eligi- 
bility. In general, OPIC supports projects that respond to development needs, 
and that improve private initiative and competition. 

Repayment terms vary from project to project. In general, OPIC is not sub- 
ject to OECD restriction. 

[7] Office National du Decroire (Belgium). Export credit programs 
in Belgium are administered by the Office National du Decroire. OND pro- 
vides export credit insurance as the credit enhancement for commercial bank 
loans. 

Export credits are provided by Creditexport. Copromex provides inter- 
est rate subsidization to increase competitiveness. 

[8] Export Development Corporation (Canada). The Canadian 
Export Development Corporation provides export financing and insurance 
support. The financing is in conformity with OECD guidelines. 

[9 ]  Eksportkreditraadet (Denmark). The Export Credit Council 
(Eksportkredihaadet) is the Danish export finance organization. It provides 
only guarantees. 
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[lo] Finish Export Credit Limited (Fiand).  The Finish Export Credit 
Limited is a joint stock company, majority-owned by the government. It pro- 
vides financing to exporters, buyers and bank-to-bank credit. 

[I 11 Compagnie Franpise d'Assurance pour le Commerce Extkrieur 
(France). Compagnie Frangaise d'Assurance pour le Commerce Extirieur is 
France's export credit agency. It provides commercial and political risk insurance. 

[I21 Kreditanstalt fiir Wiederaufbau (Germany). Export credits in 
Germany are provided by the Kreditanstalt fiir Wiederaufbau. Also, Hermes 
Kreditversicherungs AG, a private company, provides credit risk insurance, and 
Ausfuhrkredit-Gesellschaft, a private consortium of commercial banks, pro- 
vides export credits. 

[13] Instituto Centrale per il Credito a Medio Termine (Italy). Italy's 
export credit program is administered by Instituto Centrale per il Credito a 
Medio Termine. Export credit commercial and political risk insurance is pro- 
vided by Sezione Speciale per Assicurazione del Credito all' Esportazione (SACE), 
which formed a project finance group in 1997. 

[14] Netherlands. In the Netherlands, export financing is provided 
by commercial banks. The Nederlandsche Credietverzekering Maatschapij pro- 
vides insurance against credit risks. 

[15] Export Credit Guarantee Department (United Kingdom). In 
the United Kingdom, export financing is provided by commercial lenders. The 
Export Credit Guarantee Department (ECGD) guarantees payment to a United 
Kingdom financial institution to support United Kingdom goods and services. 

ECGD guarantees United Kingdom exporters against payment risks because 
of commercial and political risks. Also, ECGD insures against expropriation, 
war and currency inconvertibility for equity and loan investments made in a 
foreign country by a United Kingdom company. 

[16] Export Finance and Insurance Corporation (Australia). Export 
credit in Australia is provided by the Export Finance and Insurance Corporation 
(EFIC). EFIC provides export financing and commercial and political risk 
insurance. 

[17] Oesterreichische Kontrollbank AG (Austria). Export finance pro- 
grams in Austria are administered by the Oesterreichische Kontrollbank AG. 
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[IS] Garanti-Instituttet for Eksportkreditt (Norway). The Garanti- 
Instituttet for Eksportkreditt (GEIK) in Norway provides loan guarantees to 
support export financings. Also, the Norwegian Agency for Development 
Cooperation, together with Eksportfinans, provides export credit. Eksportfinans 
is an export credit agency owned by commercial banks and GEIK. 

[19] Swedish International Development Authority. The Swedish 
International Development Authority provides export credits. Guarantees are 
provided by the Swedish Export Credits Guarantee Board. 

1201 Export Credit Insurance Company (Spain). The Spanish Export 
Credit Insurance Company provides commercial and political risk insurance 
for export credits. Concessional export credits are provided by the Institute for 
External Trade. 

[21] Export-Import Bank of Korea. Bilateral loans are provided in 
Korea by the Export-Import Bank of Korea. 

[22] Other Bilateral Support. Bilateral agencies also provide other 
support to exporting entities and their lenders, particularly for projects in devel- 
oping countries. Most common is insurance against export commercial and 
political risks. Guarantees are also available to protect against these risks. 

521.10 GLOBAL ENVIRONMENT FACILITY 

The Global Environment Facility ("GEF"), established in 1991, is a trust fund 
established to provide grants and concessional financing for environmental 
projects and programs in developing countries. Projects that minimize global 
warming by reducing emissions of COz and methane are favored. There are 
approximately 90 member countries in this international program, which is 
administered jointly by the United Nations Environment Programme, the United 
Nations Development Programme and the World Bank. 

The GEF program is designed to finance projects that are made infeasi- 
ble from an economic analysis because of environmental protections. This 
analysis allows so-called "earth benefits" to receive the same importance in proj- 
ect analysis as economic benefits. 

521.1 1 SUBORDINATED DEBT 

[I] Generally. Subordinated debt is another form of financing used 
in project financings. It is a form differentiated in both terms and pricing. 
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The form of the financing is much like other types of financing, except that the 
subordinated lender has rights junior to other lenders with respect to repay- 
ment and exercise of its rights to collateral. Also, subordinated lenders insist 
upon higher interest rates and fees to compensate them for the increased 
payment and collateral risks. 

[2] Subordinated Debt Terms in Project Financings. 

Funding. The subordinated lender and project company must determine 
when the subordinated loans will be made to the project. Will the subordinated * ,  

debt be funded pro rata with senior debt construction draws, or at term con- 
version? In some projects, where the subordinated debt is a substitute for an 
equity contribution, the senior lenders want all of the subordinated debt drawn 
during the construction period. While this reduces the amount of senior debt, 
it increases the amount of interest payable during the construction period. 

Conditions to Funding. Alternatively, the subordinated debt can be 
funded pro rata with the senior construction draws. However, it is typical 
that the subordinated lender will have very little control over these condi- 
tions to funding. This is particularly true where the senior lender considers the 
subordinated debt a "hell or high water" commitment by the subordinated 
lender to fund without conditions. 

Similarly, if the subordinated loan is funded at term conversion, the sen- 
ior debt will want the funding conditions very limited. In some circumstances, 
limited conditions can be negotiated (such as a maximum level of senior debt), 
but these usually result in the senior debt looking to the project company to 
provide higher contingency reserves or similar protections. 

Other Indebtedness. Senior debt will want flexibility to increase the 
amount of its debt, at least to the extent necessary to remedy construction 
and operational problems. The senior lenders sometimes are willing to nego- 
tiate a cap on this amount. 

Payment Blockage Periods. Generally, senior lenders permit principal 
and interest payments to be made on subordinated debt as long as the senior 
debt payments are not unpaid, and as long as there is no default under the sen- 
ior loan agreement. If a default occurs, senior lenders will want to block pay- 
ments to subordinated lenders, often for an extended period. 

Amendment of Senior Debt Documents. The senior lenders' ability to 
deal with a problem project is often very broad. Generally, senior lenders require 
the ability to increase the amount of principal outstanding, increase the inter- 
est rates or fees, and to accelerate the amortization schedule. Subordinated 
lenders often can cap the amount of this increase or acceleration, in return 
for other concessions to senior debt or from the borrower. 
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Amendment of Project Contracts. Senior lenders generally want flexi- 
bility to permit the project company to amend the project documents. Often, 
senior lenders will agree not to permit the project company to do so if the effect 
would be to increase the senior debt principal amount nor to change the net 
cash flow in a way detrimental to subordinated debt. 

521.12 DEVELOPMENT LOANS 

[I] Introduction. The development phase of a project is some- 
times overlooked by project finance participants as an area of risk analysis.Yet, 
significant risks exist for the project sponsors during the developmental period. 
And, project development is expensive. Estimates of the cost of developing a 
project range from $2 million to $20 million. Funds for project development 
come from one or all of three sources: governmental grants, developmental 
loans, and equity. 

[2] Definition. A development loan is debt financing provided dur- 
ing a project's developmental period. It is an important source of financing for 
the project sponsor with insufficient resources to pursue development of a proj- 
ect, either because of undercapitalization or because cash is needed for other 
activities. Also, the developmental lender, typically a lender with significant 
project experience, brings important strategic benefits (credibility, financial 
support and experience) to the project sponsor's development of the project. 

[3] Goals of Project Sponsor. Project sponsors typically desire to 
retain ownership of the underlying project, or at least maintain a significant 
equity position. They also desire to maintain control of the developmental 
process, and to use the proceeds of the developmental funds at their discretion. 

[4] Goals of Developmental Lender. On the other hand, develop- 
mental lenders, funding the project sponsor at a very risky stage of the proj- 
ect, desire some equity rewards for the risk taken, some control over how 
funds are used, and the ability to foreclose on the project at some point and 
finish the development phase to the extent the project sponsor does not do 
so. It is not atypical for the developmental lender to secure rights to provide 
permanent financing for the project as part of the development financing 
arrangement. 

The developmental lender's role varies with the type of project and the 
experience of the developer. A passive developmental lender will review devel- 
opment reports, approve loan drawdowns and monitor progress. An active 
developmental lender, on the other hand, will provide expert advice to the proj- 
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ect sponsor on contracts and financeability, and actively provide input in the 
development process. 

Developmental loans are typically structured with milestone dates by which 
the project sponsor must have achieved the required activity. These include 
dates for execution of off-take and feedstock agreements, securing permits, 
obtaining financing commitments, and the like. Usually these dates are set far 
enough in advance that the developmental lender, if necessary, can develop the 
project itself if the project sponsor is unsuccessful in doing so. Of course, the 
ultimate milestone date is the date by which the project must be in commer- 
cial operation. 

Developmental loans are typically advanced to the project sponsor on a 
periodic basis, usually monthly. Advances are based on a budget prepared to 
cover the entire development stage of the project. 

As collateral for the loan, the developmental lender will typically require 
liens on all project assets, including permits and project contracts. Project assets 
will vary based upon the stage of development in which the loan is made, so 
ongoing monitoring of assets is needed. 

Repayment of the loan is typically from proceeds of construction financ- 
ing. Liens taken by the developmental lender ensure that it will be repaid, since 
the construction lender will not be content to make construction loans when 
the developmental lender's liens remain in place. 

Developmental loans are extremely risky for the lender. There is no assur- 
ance that the project can be developed. External uncertainties, separate from 
the project sponsor's abilities, can result in a failed project. 

During project development, any of several risks could render the devel- 
opment efforts worthless. These include the following: permitting risk; polit- 
ical opposition; citizen opposition; lack of creditworthy, long-term off-take 
purchasers; unavailability of needed inputs on financeable terms, such a raw 
materials, fuel and water; and changes in law. 

Also, these loans are risky because the value of the collateral is totally 
dependent on the ability to develop the project. That value can reduce to noth- 
ing at any point. 

$21.13 FINANCING FROM PROJECT PARTICIPANTS 

Financial support, of course, is not limited to actual loans that require funds 
be advanced. For example, the project contractor might be willing to provide 
a loan to the project in lieu of its right to receive the construction contin- 
gency at final completion, to the extent funds are not available to pay the 
contingent amount. Similar deferrals in the form of debt could be committed 
by the equipment suppliers, the project operator, fuel suppliers and other 
participants. If this type of support is needed by the project company, these 
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project participants are sometimes willing to provide these types of commit- 
ments rather than lose the business associated with the project. 

521.14 OTHER SOURCES 

[l] Generally. The alternative and supplementary sources of financ- 
ing necessary for a project are only as limited as the imagination. Special tranches 
of debt, deeply subordinated debt and other structures are available to provide 
specific returns while managing risks to both project participants and third- 
party lenders. 

[2] Host Government. The host government is one potential source 
of financing, in a direct or indirect manner. Directly, the government can 
loan funds to a project company. Indirectly, the government can provide financ- 
ing assistance through tax relief, such as tax holidays, and minimization of cus- 
toms duties for project equipment. 

There are a number of advantages to host country financing assistance 
in a project. These include leverage; subordination; a lessened foreign exchange 
burden; and increased host government support that decreases political risk. 

Host government lending can help attract private capital. In extremely large 
projects in less creditworthy countries, government lending of a large portion 
of the project costs-20 to 30°/6--increases the likelihood that private debt and 
equity will be involved in the project. Such a governmental lending level is far bet- 
ter, from the host government's viewpoint, than financing 100% of the project. 

If the government loans are repayable in local currency, the need for for- 
eign exchange is reduced. The larger the amount of the governmental financ- 
ing, the lesser the project's foreign exchange needs. 

Government financing can also assist a project to the extent the govern- 
mental loans are subordinate in payment and lien priority to the private sec- 
tor debt. In return for this concession, the government can charge a higher 
interest rate on its portion of the debt. 

A project with host government financing or equity participation is prob- 
ably less likely to suffer political opposition or attack than a project wholly- 
owned by foreign entities. In addition to profit sharing, the host government 
would be more likely to be aware of the details of the project through the role 
of lender or equity investor, as the case may be. 

[3] Contractor. 

Generally. Contractors are not lenders. If construction funding, in what- 
ever form, is provided by the contractor, it is generally understood that the 
price for the financing will be higher than for financing kom traditional sources. 
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Yet, in some circumstances, the unique risks involved in a project financing 
require that the project company look to untraditional financing sources. 

The contractor is a resourceful source of funding for a project. For exam- 
ple, unlike most equity investors that disdain equity investment prior to con- 
struction completion, contractors understand construction risks and are 
sometimes willing to invest equity in a project during construction. Similarly, 
a contractor's understanding of start-up risks makes it a source of mezzanine 
financing, providing financing during the final stages of construction. 

The contractor can also be a subordinated lender. Contractors are some- 
times asked to convert the retainage due at completion to subordinated debt, 
payable from the future revenues after payment of senior debt and operating 
costs. This avoids payment of retainage from construction loan or term loan 
proceeds. 

Retainage asFinancing. It is interesting to note that even if retainage is 
paid at completion, it has served as a form of financing for the project since 
there is no interest paid on the retained amount while it is withheld. This inter- 
est savings is a benefit for the project during construction. Of course, a pru- 
dent contractor includes the loss of the use of this money in its construction 
price. 

No Right of Ofiset. With contractor financing, the opportunity exists for 
the borrower to offset amounts due the contractor under the financing docu- 
ments with amounts it believes are owed from the contractor for construction 
deficiencies. Unless the borrower waives the offset rights, the contractor will be 
unable to sell the loan documents to another lender upon project completion. 

A sample provision follows: 

[Project Company] agrees that the obligations of the [Project Company] 
under this Agreement to repay the [Contractor] for Loans shall be uncon- 
ditional and shall not be affected, modified or impaired, upon the hap- 
pening from time to time of any event arising under the Construction 
Contract, including any of the following: 

(i) performance or nonperformance by [Contractor] of the Construction 
Contract; 

(ii) the existence of any claim, setoff, defense or other right which the 
[Project Company] may have at any time against the [Contractor]; 

(iii) the release or discharge by operation of law of the [Project Company] 
from the performance or observance or any obligation, covenant or agree- 
ment contained in the Construction Contract; or 

(iv) any other circumstance or happening whatsoever, whether or not sim- 
ilar to any of the foregoing. 
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521.15 FINANCINGS CONSISTENT WITH THE KORAN 

The Koran prohibits the charging of interest on loans.59 A similar restriction 
is found in the Christian and Hebrew Bibles. The Koran does not prohibit equity 
investments that produce equity returns, however. Thus, equity-like structures, 
lease transactions and installment sales are the acceptable financing techniques 
in Islamic financings. 

Both Islamic countries and Western financial institutions have devised 
financing structures that fit within the religious constraints of the Koran. 
Nonetheless, a committee will analyze the structure to determine whether it 
is consistent with Shari'a, the Islamic religious law. 

521.16 SECURITIZATIONS OF PROJECT CASH FLOWS 

[l] Generally. Securitization is becoming an increasingly mentioned 
financing technique for companies with unencumbered operating projects and 
for project acquisitions. In a securitization, cash flows and associated con- 
tract rights are isolated from the underlying project sponsor. These cash flows 
are then pooled together to provide credit support for asset-backed securities 
sold in the capital markets to investors. 

Stability and predictability of the underlying cash flows are important to 
the success of a project cash flow securitization. This is because these cash flows 
enable the principal and interest due on the securities to be serviced. 

The underlying securities can be structured in various ways. One option 
is for each securityto represent a pro rata share of the underlying cashhow. 
Another option is for the securities to be issued with different tranches. with 
each tranche having access to a different asset pool. 

Securitization of project cash flows is difficult to achieve. In part, this is 
because the offtake contracts that generate the cash flow are not easily assign- 
able. Also, a typical project is a complex business that requires active manage- 
ment, and is not merely a passive cash generator. 

Recently, securitization has been extended to "whole business" securiti- 
zation, which may permit securitization to be a more popular choice in proj- 
ect finance. Whole business securitization allows an entire line of business to 
be segregated and securitized, rather than the cash flows only. For example, 
in Europe, some large infrastructure projects are being financed using securi- 

59 "Those who consume interest shall not rise again, except as one arises whom 
Satan has prostrated by the touch: that is because they have said: 'Bargaining is the same 
as interest.' God has permitted bargaining but has forbidden interest."The Koran, Sura 
2:275-276. See generally, Mansoor H .  Khan, Designing an Islamic Model for Project 
Finance, 16 INT'L F IN .  L. REV. 13 (1997). 
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tization and project finance, on a whole business basis. While to date this financ- 
ing technique has been applied to acquisition financing, it may be used in the 
future as a financing option for new project development. 

[2] Benefits of Securitization. Securitization can provide a less costly 
source of long-term financing for some companies, particularly those with a 
rating that is below investment grade. These lower financing costs stem from 
the segregation of project cash flows from the project sponsor credit risks, 
thereby allowing a credit rating of project cash flows that is segregated from 
the credit quality of the project owner. 

Also, the financing terms can be less burdensome than with traditional 
bank financing. Currently, financial covenants and other financing terms are 
generally more favorable in a securitization context, at least in perception. 

Flexibility in default is another benefit. In a default scenario, a securiti- 
zation is administered by a bond trustee. Unlike a traditional bank financing, 
controlled by an agent bank and a bank group, the bond trustee is generally 
considered more flexible in addressing default concerns, unhampered by a few 
dissenting bank group members. 

The project sponsor can also improve its balance sheet through a securi- 
tization of project cash flows. By removing the securitized assets, and their 
accompanying funding liabilities, the sponsor's balance sheet will generally 
reflect the benefits. In addition, the sponsor's financial covenant compliance 
in its debt documents may become easier to satisfy. 

Finally, like a traditional project financing, a securitization allows a proj- 
ect sponsor to match a specific project's debt with that project's cash flow. In 
that way, a 20 year cash flow under an offtake sales agreement can be specifi- 
cally matched with project debt equal to the same term. 

[3] Structure of Securitizations. The precise structure of a securi- 
tization will depend, in part, on whether it is a cash flow or a whole business 
securitization. Among the other factors that will influence the structure of a 
securitization are the following: the objectives of the project sponsor; the credit 
quality of the underlying cash flow; the type of credit enhancement necessary 
to address defaults by the underlying obligors (offiake purchasers); whether 
the securities will be offered in the private or public markets; tax issues; and 
regulatory issues specific to the underlying business. 

Also, the bankruptcy of the project sponsor must not affect the securiti- 
zation. To accomplish this requirement, the local laws must be applied to cre- 
ate a bankruptcy-remote entity. In the United States, for example, the requirements 
of a "true salen must be satisfied. English law is more flexible, providing more 
emphasis on the legal structure selected by the parties. 
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922.01 PURPOSE 

As a first step in seeking commitments for project debt from financial insti- 
tutions, the project sponsors prepare an offering memorandum. The purpose 
of the memorandum is to explain the project to potential lenders. It includes 
the following general topics: experience of the project sponsors; the identity 
and experience of the major project participants, including the contractor, 
operator, suppliers and off-take purchasers; information on the host govern- 
ment; summaries of the project contracts; project risks, and how the risks are 
addressed; proposed financing terms; the construction budget; financial pro- 
jections; and financial information about the project sponsors and other proj- 
ect participants. 

522.02 KEY PROVISIONS 

This chapter sets forth a discussion of each of the major provisions of a debt 
offering memorandum used commonly in international project finance trans- 
actions. 

An offering memorandum is sometimes used to raise equity for invest- 
ment in the project. Such an offering memorandum is nearly identical to a debt 
offering memorandum, and emphasizes the proposed equity terms. 

522.03 PROJECT OVERVIEW 

A brief description of the proposed project is included first in the memoran- 
dum. The overview includes the type of project, background on the host coun- 
try, the status of development and other significant information. 

$22.04 BORROWER 

The description of the borrower explains the form of organization (corpora- 
tion, partnership, limited liability company) and place of organization of the 
borrower. It includes the ownership structure of the borrower. 

522.05 PROJECT SPONSORS 

The identity of the project sponsors and their involvement in the project is also 
included. This section explains how each sponsor will participate in the proj- 
ect, whether as a contracting party, manager, or passive equity investor. Summary 
financial information about the sponsors is also included. 
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This section also specifies the management structure of the project com- 
pany. For example, this may take the form of a management committee or man- 
aging general partner. If another entity will manage the project, it is typically 
pursuant to a management agreement, the major terms of which are outlined. 

522.06 DEBT AMOUNT 

How much debt the project will need is described generally in this section. Also 
included is the currency in which the loan is to be made and repaid. 

922.07 USES OF PROCEEDS 

The manner in which loan proceeds will be used is an important part of the 
memorandum. It identifies for prospective lenders whether, for example, the 
loan will be a construction loan, term loan, or both, and the project assets 
that will be purchased with the loan proceeds. 

922.08 COLLATERAL 

Equally important is the type of collateral the project company will provide for 
the loan. This discussion includes the identity of collateral, whether the collateral 
is junior in lien priority to other debt, and any special collateral considerations. 

Including a short description of the type of lien available in the host coun- 
try is also helpful. This depends on the laws of the host country, and is dis- 
cussed in chapter 26. 

Further, the lenders will be interested in an explanation of their right to 
enforce the obligation of equity investors to contribute equity to the project. 
This is discussed further below. 

922.09 SOURCES OF DEBT AND EQUITY 

The total construction budget and working capital needs of the project, includ- 
ing start-up pre-operation costs, are outlined in this section. Also, the sources of 
the funds needed for the project are explained, including debt and equity. This sec- 
tion also describes any bilateral or multilateral loans or investments in the project. 

922.10 EQUITY TERMS 

The terms of the equity are more completely described in this section. Included 
are explanations of the type of equity investments; dates on which equity will 
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be contributed; the manner in which equity will be funded, such as the entire 
amount at construction loan closing, side by side with construction loans, or 
at completion of construction; whether the commitment is absolute or subject 
to conditions, and if conditional, the reasons why equity may not be invested; 
and the general terms of the equity. 

Also included is a description of the agreement that equity investors will 
execute to memorialize the equity contribution obligation. If this agreement 
will be enforceable by the project lenders, as is often required, an explanation 
of the right of the lender to do so is also set forth. 

522.11 COST OVERRUNS 

Once the debt and equity sources are explained, the offering memorandum 
typically sets forth an explanation of how any cost overruns will be funded. 
The solution initially provided by the project sponsors in the offering memo- 
randum may change during negotiations. However, an initial position may 
comprise any of the following: a contingency account; a completion guarantee 
by the project sponsors; an explanation of the fxed price, date-certain turnkey 
construction contract; and an obligation by the contractor to convert its 
right to receive retainage to subordinated debt. 

922.12 OTHER SPONSOR GUARANTEES AND CREDIT 
ENHANCEMENT 

Any other guarantees or credit enhancement that the project sponsors will pro- 
vide are also described. This section should describe the manner in which the 
project sponsors are subject to liability for a risk appearing during construc- 
tion, start-up or operation. 

522.13 INTEREST RATE 

The project company will not typically mandate the interest rate in the offer- 
ing memorandum. Rather, the section is left blank, thereby inviting tenders 
from interested lenders, or the project company can set forth the interest rate 
options it wants, leaving the credit spreads blank. Typical interest rate options 
include a bank's prime (or reference) rate, being the rate typically offered to its 
best customers, LIBOR (London Interbank Offered Rate), Cayman (rates of 
banks with respect to Cayman Island branches), and HIBOR (Hong Kong 
Interbank Offered Rate). Rates can, of course, also be fixed. 
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$22.14 REPAYMENT AND DEBT AMORTIZATION; 
MANDATORY AND OPTIONAL PREPAYMENTS 

This section describes the proposed repayment terms of the debt. This includes 
the term, final maturity date and an amortization schedule for the principal 
amount of the debt. 

This section also specifies the terms of any optional and any mandatory 
prepayments. If a prepayment fee is due with any optional prepayment, that 
fee is also specified. 

Mechanical provisions, such as minimum amounts of prepayments, whether 
advance notice of prepayments is required, and reimbursement to the lender 
of expenses related to a prepayment. 

022.15 COMMITMENT, DRAWDOWN AND CANCELLATION 
OF COMMITMENT 

The total loan commitment that the project company desires is set forth in 
another section, with the contemplated drawdown schedule. If the project com- 
pany does not draw the full loan amount at closing, a commitment fee will typ- 
ically be charged. 

In the project finance context, it is typical for construction loans to be 
drawn down over the entire construction period. However, term loans are typ- 
ically drawn down at the term loan closing, with proceeds being used to repay 
construction loans. 

Mechanical provisions are typically included, although they are gener- 
ally identical in any type of loan agreement. These include minimum draw- 
down amounts, and timing and notice of drawdowns. 

$22.16 FEES 

The fees offered to the lenders, including structuring fees, closing fees, under- 
writing fees, and commitment fees are described. Amounts are usually left blank 
and resolved during negotiations. 

522.17 CONDITIONS TO CLOSING AND DRAWDOWN OF FUNDS 

Conditions to closing vary from project to project. These are described in 
chapter 24. 
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$22.18 CONDITIONS TO EACH DRAWDOWN OF FUNDS 

Conditions to drawdowns also vary from project to project. These are described 
in chapter 24. 

522.19 COVENANTS 

Conditions to drawdowns also vary from project to project. These are described 
in chapter 24. 

$22.20 DEFAULTS 

Defaults also vary from project to project. These are described in chapter 24. 

522.21 GOVERNING LAW 

In this section, the choice of law to govern the loan documents is listed. It is 
sometimes the law of the host country. However, as discussed in chapter 12, 
that is not so in financings in developing countries, unless lenders in the host 
country provide all debt. 

922.22 LAWYERS, ADVISORS AND CONSULTANTS 

This section will identify the lawyers, advisors and consultants involved in 
the project. The memorandum will sometimes propose an arrangement for 
approval of the lawyers to the lenders by the project sponsors. Often, a budget 
for legal fees is requested. 
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023.03 General Recommendations on Commitment Letters 

023.01 THE TERM SHEET 

Most project finance credit transactions begin with the preparation of a term 
sheet. The term sheet sets forth, in outline form, the main deal to be negoti- 
ated between the lender and the borrower. A difference exists between a term 
sheet (sometimes called a letter of intent or interest letter) and a commit- 
ment letter. One area of project finance that is consistently misunderstood, 
by developers, credit officers, contractors, utilities and other participants in a 
project financing, is the area of lender commitments, including the differences 
between a financing letter of intent and a formal commitment letter. This mis- 
understanding often leads to confusion over what a lender and project spon- 
sor have agreed to, the terms of a financing, how much time the developer 
has to satisfy the conditions to closing, the relationship between the lender and 
the project sponsor on future deals, and similar concerns. This confusion is 
unfortunate because it surrounds the very beginning of a relationship between 
the lender and the project sponsor. The following discussion summarizes the 
loan process in a project financing, from loan application, through the letter 
of intent to the commitment letter. 

[I] Approaching the Project Finance Lender for Business Advice. 
Sometimes, the project sponsor approaches lenders about the appropriate- 
ness of an investment in a potential project or a project in operation. Questions 
include such concerns as whether a contract is financeable, whether a partic- 
ular project is economic, and whether a contractor has a good reputation for 
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performing contracts. Ordinarily, U.S. courts do not recognize that any fidu- 
ciary duty is owed by a bank to a borrower or potential borrower. Banks are 
therefore generally free to talk to borrowers or potential borrowers about a 
potential financing or investment. 

Some U.S. courts have been willing to apply a fiduciary duty to a bank 
regarding its customer, however. These situations are typically limited to 
cases in which unusual circumstances existed. For example, one court found 
that a bank had a duty to reveal a lien it held on property in which a cus- 
tomer was investing.' Another court found that the bank had breached its fidu- 
ciary obligation to a borrower in a situation where the bank had actual knowledge 
about fraudulent activities connected to an investment.* 

Usually, where a project sponsor-borrower asks advice from a project 
finance lender, the fiduciary relationship will not exist unless the lender ben- 
efits from the transaction at the expense of the project sponsor, or there is a 
relationship in which the project sponsor-borrower relies, over an extended 
period, on the lender for financial advice. This will be rare in a project finance 
situation where project sponsors have retained lawyers and consultants to pro- 
vide professional advice and are sophisticated business people. 

[2 ]  The Project Finance Loan Application-When Should the Process 
Begin? No lender has an obligation to accept a loan application for a proj- 
ect financing. Once the application is accepted, however, the lender has a 
duty to process and evaluate the request. 

Custom in the project finance industry has been to avoid the use of a 
formal loan application. In its place, project sponsors circulate to potential 
lenders offering memoranda describing the project to be financed, the pro- 
posed terms for the financing and limited due diligence information, such as 
copies of important documents. 

This process sometimes leads to confusion for the project sponsor. For 
example, the project sponsor may believe that the submission of the offering 
memorandum means that the lender is actively reading and considering the pro- 
posal. The lender may cause further confusion by stating to the project sponsor 
that the information is "in consideration," when, in fact, nothing has been done. 

[3] The Letter of Intent-Showing Interest Without a Commitment. 
The letter of intent, or interest letter as it is sometimes called, is alive and well 
in the world of project finance. Many lenders use this type of letter to evidence 
interest in providing project financing to a project sponsor. They may do so 
even though internal guidelines have not yet been satisfied, such as presenta- 

I First National Bank Lenoxv. Brown, 181 N.W.2d 178 (Iowa 1970). 
Richfield Bank and Trust Co. v. Sjogren, 244 N.W.2d 648 (Minn. 1976). 
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tion of the potential financing for approval by the lender's credit or investment 
committee. In such situations, the lender has intended the letter to do noth- 
ing more than show an interest in pursuing the loan application process. 

In many situations, the lender uses this type of letter as a &mework for credit 
committee approval. Typically, the project sponsor will agree with the lender on 
the basic terms for a financing, and ask the lender to seek internal approval. It 
becomes a type of loan application. In this scenario, the interest letter looks very 
much like a commitment letter, although the text of the letter clarifies that the 
lender is not committing to provide funds, and the credit committee can make 
any such commitment only after internal guidelines are satisfied. 

What, then, is the usefulness of the interest letter? For the project spon- 
sor, it answers the important question of whether or not someone is actually 
analyzing the potential project financing presented to the potential lender. 
While clear and effective communication between the parties can also answer 
this question, project sponsors sometimes feel that a written communication 
is better. 

Also, the project finance due diligence stage is an expensive process. As 
discussed below, the project sponsor often agrees to reimburse the lender for 
the costs of legal and consultant review of the project and project contracts, 
whether or not the financial closing occurs. Consequently, this stage provides 
the project sponsor with an important initial indication of whether the lender 
is interested in the project on the terms proposed by the project sponsor. 

For the lender, the interest letter provides some framework for the terms 
under which the borrower wants the credit officer to seek internal credit approval. 
The terms often vary from the aggressive (often), optimistic (sometimes) terms 
originally announced by the project sponsor in its offering memorandum. It 
also makes clear the terms under which loan approval is sought. 

From the lender's perspective, this type of letter imposes upon the lender 
an obligation diligently to pursue the application, in a timely way. Also, it affords 
the lender with an opportunity to violate internal guidelines if incorrect lan- 
guage is used. So, lawyers should be consulted to ensure that the interest let- 
ter does not turn into a commitment letter. 

[4] The Oral Commitment. As the lender and project sponsor con- 
tinue toward negotiating a commitment letter, the project finance lender will 
be careful to avoid making an oral commitment to lend. For the project spon- 
sor, the use of language that carefully avoids use of any definitive terms can 
be frustrating. However, credit officers realize that banks may be required to 
lend because of their oral commitment. A commitment need not be in writ- 
ing; oral agreements can bind a lender.' 

See e.g. National Farmers Organization v. Kingsley Bank, 731 F.2d 1464, 
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523.02 THE COMMITMENT 

Usually, the commitment letter is the document in which the bank makes its 
formal offer to its customer to lend money. The borrower then accepts either 
the offer by signing the commitment letter, or negotiations continue until an 
acceptable commitment letter can be structured. 

Commitment letters have many common elements. The following sum- 
mary sets forth many typical clauses from a commitment letter and explains 
the purpose for the clauses. 

[ I ]  The Commitment and its Scope. 

Introduction. This provision explains the scope of the commitment. The 
lender clarifies that it has not had the opportunity to perform due diligence on 
the underlying project, and that the terms of the commitment may change 
based on that due diligence. The project sponsor, of course, will want this 
type of clause to be removed or limited in scope. On the other hand, the lender 
can only commit based on the facts it has before it. If a firm commitment is 
needed, the project sponsor must give the lender sufficient time to analyze 
the project finance proposal. 

Sample Provision. 

[Lender] is pleased to deliver to you a commitment to provide financing 
in connection with your [describe project], all as set forth below. The terms 
for the commitment are outlined below. The proposed terms and condi- 
tions are based on a limited due diligence review. Accordingly, the terms 
and conditions herein are subject to our review of the [Project] (as defined 
below) and the relevant documents, legal review by our lawyers of all rel- 
evant documents (this includes legal acceptability), technical review by 
our technical consultant, and negotiation of final loan and collateral 
documentation. 

[2] The Loan Amount. 

Introduction. The loan amount section of the commitment letter will 
specify the aggregate amount of the loans the lender is agreeing to provide to 
the borrower. In a project financing, this provision is sometimes divided into 
a construction loan commitment and a term loan commitment. 

1470 (10th Cir. 1984)(finding that a jury could fill in the deal on the following open 
areas: amount of the loan; time of loan; interest rate and repayment terms). 

485 
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Sample Provision. 

The total principal amount of the loan commitment to be provided pur- 
suant to the terms and conditions of the loan agreement to be negotiated 
between the Borrower and Lender (the "Loan Agreement") shall be an 
amount not to exceed US$[000,000,000] (the "Loan Commitment"). 

[3] Use of Proceeds. 

Introduction. This provision specifies how the borrower can use the loan 
proceeds. It typically includes an explanation of how funds will be used to con- 
struct a project. Unlike other commitment letters, in a project financing this 
section is usually very specific about proceeds use. 

Sample Provision. 

The Loan Agreement shall provide that the [Project Company] will use the 
proceeds of the loan made by Lender under the Loan Agreement (the 
"Loan") for the development, construction and start-up of the [Project], 
as set forth in the construction budget attached hereto as Attachment-. 

[4] Repayment Terms. 

Introduction. This provision is self-explanatory, yet many commitment 
letters fail to  cover one or  more of the points set out in this provision. It is 
important to  include the interest rate, method of interest rate calculation, 
frequency of repayments, the amount of repayments, the maturity date, and 
otherwise include the amortization schedule. 

Sample Provision. 

The Loan Agreement shall provide that the loan shall be repaid in [xx]  
consecutive semiannual installments, commencing on [date], according to 
the following schedule: [explain repayment schedule]. 

The loan shall mature on [date]. AU payments with respect to the loan shall 
be applied first to accrued and unpaid interest and then to principal. The 
Loan Agreement shall provide that the interest rate applicable to the loan 
shall be a [fuced/variable] rate per annum equal to the [describe interest 
rate; example: Lender's Reference Rate (as defined below)] plus [xwx] basis 
points (the "Interest Rate"). Interest shall be paid based on the amount 
of principal outstanding on the loan during the term of the loan. Interest 
shall be payable [describe payment dare; for example: quarterly], in arrears, 
on the first day of each [describe month;  for example: March, June, September 
and December], commencing [date]. Interest will be calculated on a 360- 
day year basis for the actual number of days elapsed. 
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The Loan Agreement shall provide that the [Project Company] shall pay a 
default rate of interest equal to the interest rate plus [xxx] basis points, 
upon the occurrence of a default or event of default under the Loan 
Agreement. 

[S] Representations and Warranties. 

Introduction. Often, project finance commitment letters contain a detailed 
listing of the representations and warranties that will be required in the loan 
documentation. Examples of representations and warranties found in project 
finance transactions are the subject of chapter 13, and are not reproduced here. 

As a general rule, provisions that state that representations and warranties 
"customary in a project financing" will be included in final documents should 
be avoided. Unfortunately, while a court could ultimately determine what is 
customary, the project company and lender may disagree, unnecessarily pro- 
longing negotiations. However, if such a shortened approach is thought nec- 
essary, a representative provision is suggested below. Another approach is to 
attach a list of representations and warranties standard for a bank as an attach- 
ment to the commitment letter. 

Sample Provision. 

The Loan Agreement shall include representations and warranties cus- 
tomary in financing a project, including without limitation, as to (a) organ- 
ization and existence of the [Project Company], (b) financial condition and 
statements of the [Project Company], (c) the absence of litigation, (d) the 
absence of breaches of documents, (e) authorizing action, (f) governmental 
approvals, (g) no tax liens and payment of taxes, (h) title to assets, (i) 
creation and perfection of first liens, and ( j )  compliance with laws, and 
shall, in addition, include the following: (i) each of the [Project Contracts] 
(as defined below) are legal, valid and binding agreements, enforceable 
against the parties thereto in accordance with their terms; and (ii) all finan- 
cial information regarding the [Project], including the capital budget, pro- 
jections, operating budget, each major project participant and similar 
information, reflects the [Project Company]% best and good faith budget 
and projections for the periods referenced therein. 

[6]  Covenants. 

Introduction. Similarly, the covenants contemplated for the project 
finance loan agreement are detailed in the commitment letter. Project finance 
loan covenants are discussed in detail in chapter 24. 

As with representations and warranties, terms such as "customary in a 
project financing" should be avoided. However, if time constraints require a 
shortened approach, important covenants can be specified and the general 
inclusive language can be used as a catchall. 
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Sample Provision. 

The Loan Agreement shall provide that the [Project Company] comply with 
affirmative and negative covenants customary in a project financing, and 
shall include the following: 

Affirmative: 

1. The [Project Company] shall provide for an adequate supply of fuel to 
the [Project] during the term of the loan. 

2. The [Project Company] shall create a revenue account, into which account 
the [Project Company] shall deposit an amount equal to (i) gross revenue 
of the [Project], and from which shall be paid (ii) the sum of (a) the costs 
of fuel, operations and maintenance of the Project and (b) debt service 
payable to Lender, which such funds may be applied by Lender, in its sole 
discretion, in the event of a default or event of default under the Loan 
Agreement. 

Negative: 

1. The [Project Company] shall not: 
(a) incur any liens other than those permitted by Lender; 
(b) incur any contingent liabilities relating to obligations of other 
yersonslentities; 
(c) incur any debt other than (i) the loan, (ii) subordinated debt approved 
by Lender in its sole discretion; and (iii) up to $ [ a ]  of debt incurred 
in the ordinary course of business. 

2. The [Project Company] shall not sell, lease, assign, transfer or dispose 
of any of its assets, other than in the ordinary course of its business in 
excess of $ [ m ]  per event and/or $ [ m ]  per year (unless replaced by equip- 
ment of like kind, nature and condition). 

3. The [Project Company] shall not merge into or consolidate with any 
person. 

4. The [Project Company] shall not engage in any business other than in 
connection with operation of the [Project]. 

5. The [Project Company] shall not amend, modify or supplement or exer- 
cise any option under, any [Project Contract]. 

[7] Events of Default. 

Introduction. Similar to  the representation and  warranty and covenant 
section discussions above, this provision sets out specific events of default that 

488 
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will be included in  the loan documentation. Early negotiation of these types 
of provisions accelerate the closing process. 

Sample Provision. 

The Loan Agreement shall provide events of default and remedies cus- 
tomary in a project financing, and shall include the following: 

1. Failure to pay any principal, interest or fee under the Loan Agreement 
when due. 
2. The bankruptcy or insolvency of the [Project Company] or any major 
[Project Participant]. 
3. A default or  event of default by the [Project Company] under any 
agreement to which it is a party. 
4. Any representation, warranty, statement or certification made by the 
[Project Company] is false or misleading. 
5. The breach of any covenant in the Loan Agreement. 
6. Lender shall fail to have a valid and perfected first priority security 
interest in, and lien on, the collateral. 
7. Any permit (as defined below) shall be revoked, terminated, with- 
drawn, suspended, modified or withheld, or cease to be in full force and 
effect, or shall fail to be obtained when necessary. 

[8] Conditions to Closing. 

Introduction. The conditions to  closing must be  very specific from 
the lender's perspective, since this provision will govern the time at which the 
lender is obligated to  advance funds. In a project financing, these provisions 
are very broad. 

Once the commitment letter is signed by both the bank and the borrower, 
each has a duty to  close the financing in good faith. If the borrower satisfies 
the conditions t o  closing set forth in  the commitment letter, the bank must 
close the financing or  it could be held liable for damages. 

Sample Provision. 

The closing date shall take place upon satisfaction by the [Project Company] 
of the conditions precedent described below, in addition to those standard 
and customary for a project financing (the "Closing Date"), and shall be 
no later than . : 

1. A favorable due diligence review of all documents necessary for the 
design, construction, operation and maintenance and fuel supply of the 
[Project] entered into by the [Project Company] and the respective par- 
ties thereto, with terms, conditions, guarantees and credit enhancement, 
all in form and substance satisfactory to Lender and its lawyers (the 
"Project Contracts"): 
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2. Project design, engineering, operation plans, project economics 
(including the operating budget and project projections) shall be in con- 
formity with the [Project Contracts], and shall be in form and sub- 
stance satisfactory to Lender, its lawyers and technical consultant. 
3. All permits, consents and approvals from all governmental jurisdic- 
tions, agencies or other entities thereof ("Governmental Permits") (i) 
required to construct the [Project] are obtained, are final and in full force 
and effect, are not appealable, are not the subject of or  related to any 
pending or threatened litigation or governmental action that may result 
in the modification or  revocation thereof and are satisfactory in all 
respects to [Lender] and its lawyers, and (ii) no Governmental Permit 
necessary for operation of the [Project] is the subject of or related to any 
pending or threatened litigation or governmental action that may result 
in the failure of issuance thereof, and there is no reason to believe that 
any Governmental Permits necessary for the operation of the [Project] 
will not be obtained, and those Governmental Permits necessary for the 
operation of the [Project] that are obtained are final and in full force and 
effect, are not appealable and are not the subject of o r  related to any 
pending or threatened litigation or governmental action that may result 
in the modification or  revocation thereof, and are satisfactory in all 
respects to Lender and its lawyers. 
4. The [Project Company] shall have granted to Lender, and Lender shall 
have obtained, a first priority security interest in, or lien on, all collat- 
eral, all in form satisfactory to Lender and its lawyers. 
5. No material adverse change in the condition of the [Project Company], 
the [Project] or any of the parties to the major [Project Contracts] shall 
have occurred since the date hereof. 
6. There shall have occurred no default or event of default, or any event 
with which the giving of notice or the passage of time, or  both, could 
result in a default or event of default, under any [Project Contract]. 
7. There shall be no pending or threatened litigation concerning the 
[Project]. 
8. An independent engineer's study shall have been prepared by - 
and submitted to Lender which such report shall be in form and sub- 
stance acceptable to Lender. 
9. An environmental audit of the [Project] shall have been submitted to 
Lender, which such report shall be in form and substance acceptable to 
Lender. 
10. The Loan Agreement and all related documentation shall be duly 
authorized, executed and delivered by the [Project Company], and shall 
be in form and substance satisfactory to Lender and its lawyers. 
11. A legal opinion satisfactory to Lender and its lawyers shall have been 
delivered opining as to the enforceability of the Loan Agreement and 
the other loan documents delivered in connection therewith, the enforce- 
ability of the documents related to the [Project], permit and regulatory 
matters, and such other matters as Lender may reasonably request. 
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12. Lender shall have received such certificates, opinions of lawyers and 
other dosing documents as may reasonably be requested, all in form and 
substance acceptable to Lender and its lawyers. 
13. Lender shall have received from the [Project Company] financial 
statements, capital budget projections and base case projections, in form 
and substance acceptable to Lender. 

[9] Term 

Introduction. The project finance commitment letter generally contains 
an expiration date. That is, all of the conditions to  closing must have been 
satisfied by the project sponsors on  or  before a specified date. If not, the 
commitment letter terminates and the project lender has no further duty or  
obligation, absent some action to the contrary, to continue to work toward a 
closing. The project sponsors continue to be liable for the lender's costs and 
expenses, however. 

Sample Provision. 

This commitment will expire at [ c i t y ]  time, if not agreed 
to and accepted by that date as evidenced by you executing a copy of this 
letter in the space indicated below and returning it to us by such time. 
Additionally, if the financial closing date does not occur by , 
the above terms and conditions will also no longer apply (except for Section 
- [expenses], which shall survive termination hereof), unless mutu- 
ally extended. 

Introduction. The confidentiality of the commitment letter is impor- 
tant to  the lender. From a business perspective, the lender does not want the 
borrower to "shop" the commitment letter to  other lenders, revealing confi- 
dential pricing information. From a legal perspective, the lender does not want 
to mislead third-party project participants, such as the contractor o r  utility, 
about whether or  not the loan will close. 

Sample Provision. 

This is a confidential communication, the contents of which may not be 
disclosed to any other person or entity without the prior written consent 
of Lender. This commitment is not assignable by the [Project Sp onsors/PrOiect 
Company] and may not be relied upon by any entity other than the [Project 
Sponsors/Project Company]. The commitment, after acceptance by you, 
supersedes all prior oral discussions and written communications between 
us as to the subject matter hereof. 
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[I  I ]  Expenses. 

Introduction. Regardless of whether or not the financing closes, each of 
the project sponsors are usually jointly and severally responsible for all expenses 
incurred by the lender in closing the project financing. These include the lender's 
out-of-pocket expenses and the expenses and charges of its consultants and 
lawyers. 

The project sponsors will want to attempt to limit these costs. Uncontrolled, 
these costs can dramatically increase and represent a large amount by the 
time of closing. 

Several options exist. The project sponsor can place a cap on the amount 
of these expenses. Once the cap is reached, all further expenses are for the 
account of the lender. If this approach is unacceptable to the lender, the proj- 
ect sponsor may be willing to rely on a budget of expenses prepared by the 
lender, with frequent reporting of actual expenses to the project sponsor. Another 
approach is to give the lender an agreed-upon fee amount, out of which the 
lender must pay (and control) these costs. 

Sample Provision. 

Borrower will pay all reasonable expenses related to the drafting, execu- 
tion, documentation and administration of the loan. Such fees and expenses 
shall include but not be limited to reasonable out of pocket legal, con- 
sulting (including the lawyers and consultants referred to above), and repro- 
duction costs incurred but will exclude Lender's related salary and general 
overhead expenses. 

[ 121 Material Adverse Change. 

Introduction. The lender should include a material adverse change 
("MAC") clause, so that the lender can decline to close the financing, or at a 
minimum renegotiate terms, if a material adverse change occurs to the devel- 
oper, a major project participant (such as the contractor, supplier or the off- 
take purchaser) or the project (through a change in law or other cause). 

Sample Provision. 

The lender shall have no obligation to dose hereunder if there shall occur 
any material adverse changes in the business, prospects or condition (finan- 
cial or otherwise) of the [Project Company/Project Sponsors], any affiliate 
thereof, the major [Project Participants], or the [Project], including, with- 
out limitation, the project budgets and cash flow projections. 
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523.03 GENERAL RECOMMENDATIONS ON COMMITMENT 
LETTERS 

In summary, reproduced below are a few guidelines for project finance com- 
mitment letters: 

The lender should be certain that the commitment letter is very detailed; 
the lender should avoid the use of phrases like "customary and rea- 
sonable covenants and events of default." As a general rule, the com- 
mitment letter should outline the major terms of a loan agreement. 
The lender, especially in a project financing, should include two dates: 
the first date is the date the commitment letter will expire if not accepted 
by the project sponsor; and the second date is the date by which either 
the transaction wiU close or the bank and project sponsor will have no 
obligation to try to close the transaction any longer. 
The lender should include a material adverse change ("MAC") clause, 
so that the lender can decline to close the financing, or at a mini- 
mum renegotiate terms, if a material adverse change occurs to the devel- 
oper, a major project participant or the project (through a change in 
law or other cause). 
The letter should be reviewed by project finance lawyers and other 
consultants. 
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Overview 

124.01 The Commercial Lender's Perspective 
424.02 Analysis of Project Risks in the Credit Appraisal Process by the 

Commercial Lender 
[I] Experience and Reputation of Project Sponsor 
[2] Experience and Reputation of Project Management Team 

[3] Experience and Resources of Contractor 
[4] Experience and Resources of Operator 
[5] Predictability of Price and Supply of Raw Materials to be 

Used for the Project 
[6] Predictability of Price and Supply of Energy to be Used for 

the Project 
[i'] Market for Product or Service 
[8] Terms and Enforceability of Off-take Contracts 

[9] Completion and Cost Over-run Risks are Addressed 
[ lo]  Technology 
[ l l ]  Real Estate 
[12] Construction of Related Facilities 
[13] Permits and Licenses 
[14] General Operating Expenses 
[15] Political Environment 
[16] Currency and Exchange Risks 
[17] Timing and Certainty of Equity Contributions 
[18] Equity Returns for Equity Owners 
[19] Value of Project and Project Assets as Collateral 
[20] Interest Rate 
[2 11 Force Majeure 
[22] Project-Specific Risks 
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524.03 Protecting the Lender from Project Risks 
[I] Due Diligence 
[2] Assignments 
[3] Control Over Excess Cash Flow 
[4] Approval of Contract Amendments 
[5] Restrictions on Sale of Project Interests 

$24.04 Overview of Project Finance Credit Agreements 
$24.05 Significant Provisions of the Project Finance Credit Agreement 
524.06 Conditions Precedent to Closing 

[I] Generally 
[2] Organization and Existence of Project Company, Project 

Sponsors, Guarantors and Other Major Project Participants; 
Copies of Governing Documents of Project Company, Project 
Sponsors, Guarantors and Other Major Project Participants 
- Generally 
- Draft Provision 

[3] Execution and Delivery of Credit Agreement and Related 
Financing Documents 
- Generally 
- Draft Provision 

[4] Lien Filings and Possession of Certain Collateral 
- Generally 
- Draft Provision 

[5] Availability of Funds 
- Generally 
- Draft Provision 

[6] Related Equity Documents and Availability of Funds 
- Generally 
- Draft Provision 

[7] Sponsor Support Documents 
- Generally 
- Draft Provision 

[8] Third-Party Support Documents and Credit Enhancement 
- Generally 
- Draft Provision 

[9] Host Government Concessions and Licenses 
- Generally 
- Draft Provision 

[ lo]  Off-take Agreements 
- Generally 
- Draft Provision 

[ l l ]  Supply Agreements 
- Generally 
- Draft Provision 
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[12] Construction Contract and Issuance of the Notice to Proceed 
- Generally 
- Draft Provision 

[I31 Operation and Maintenance Agreements 
- Generally 
- Draft Provision 

[14] Permits 
- Generally 
- Draft Provision 

[15] Insurance and Insurance Consultant's Report 
- Generally 
- Draft Provision 

[I61 Real Estate 
- Generally 
- Draft Provision 

[17] Financial Statements of Project Company, Project Sponsors, 
Guarantors and Major Project participants 
- Generally 
- Draft Provision 

[18] Construction Budget and Construction Drawdown Schedule 
- Generally 
- Draft Provision 

[19] Revenue and Expense Projections 
- Generally 
- Draft Provision 

[20] Engineering Reports 
- Generally 
- Draft Provision 

[21] Consultant's Reports 
- Generally 
- Draft Provision 

[22] Environmental Review 
- Generally 
- Draft Provision 

[23] Legal Opinions 
- Generally 
- Draft Provision 

[24] No Material Adverse Change 
- Generally 
- Draft Provision 

[25] No Defaults 
- Generally 
- Draft Provision 
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[26] No Litigation 
- Generally 
- Draft Provision 

[27] Other Conditions Precedent 
- Generally 
- Draft Provision 

524.07 Conditions Precedent to Each Construction Loan Drawdown 
[ I ]  Generally 
[2] Recertification of Representations and Warranties 

- Generally 
- Draft Provision 

[3] No Change in Law 
- Generally 
- Draft Provision 

[4] Permit Status 
- Generally 
- Draft Provision 

[5] No Default 
- Generally 
- Draft Provision 

161 NO Material Adverse Change 
- Generally 
- Draft Provision 

[7] No Litigation 
- Generally 
- Draft Provision 

[8] Construction Progress 
- Generally 
- Draft Provision 

[ 9 ]  Construction Budget and Funds Available to Complete the 
Project 
- Generally 
- Draft Provision 

[ lo]  Lien Waivers 
- Generally 
- Draft Provision 

[ l  1 ] Other Conditions Precedent 
- Generally 
- Draft Provision 

524.08 Conditions Precedent to Conversion of Construction Loan to a 
Term Loan 
[ I ]  Generally 
[2] Recertification of Representations and Warranties 
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- Generally 
- Draft Provision 

[3] No Change in Law 
- Generally 
- Draft Provision 

(41 Permit Status 
- Generally 
- Draft Provision 

[5] No Default 
- Generally 
- Draft Provision 

[6] No Material Adverse Change 
- Generally 
- Draft Provision 

[7] No Litigation 
- Generally 
- Draft Provision 

[S] Completion 
- Generally 
- Draft Provision 

191 Other Conditions Precedent 
- Generally 
- Draft Provision 

524.09 Representations and Warranties 
$24.10 Covenants 

(11 Generally 
[2] Reports on Project Construction and Completion 

- Generally 
- Mechanical Completion 
- Operation Completion 
- Final Completion 
- Draft Provision 

[3] Reports on Project Operation 
- Generally 
- Draft Provision 

[4] Notice of Certain Events 
- Generally 
- Draft Provision 

(51 Maintain Existence 
- Generally 
- Draft Provision 

[6] Maintain Interest in Project 
- Generally 
- Draft Provision 
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[7] Pay Taxes 
- Generally 
- Draft Provision 

[8] Compliance with Laws 
- Generally 
- Draft Provision 

[9] Obtain and Maintain all Approvals, Permits and Licenses 
- Generally 
- Draft Provision 

[ lo ]  No Merger or Consolidation 
- Generally 
- Draft Provision 

[ I l l  Engineering Standards for Construction and Operation 
- Generally 
- Draft Provision 

[12] Maintenance of Properties 
- Generally 
- Draft Provision 

[13] Environmental Compliance 
- Generally 
- Draft Provision 

[I41 Insurance and Insurance Proceeds 
- Generally 
- Draft Provision 

[15] Performance of Project Documents 
- Generally 
- Draft Provision 

[16] Amendment, Modification, Termination, Replacement, Etc. of 
Project Documents 
- Generally 
- Draft Provision 

[17] Change Orders 
- Generally 
- Draft Provision 

[ la]  Engaging in Other Business 
- Generally 
- Draft Provision 

[I91 Indebtedness 
- Generally 
- Draft Provision 

[20] Liens 
- Generally 
- Draft Provision 
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[21] Investments 
- Generally 
- Draft Provision 

[22] Dividends and Restricted Payments 
- Generally 
- Draft Provision 

[23] Maximization of Use of Export Financing, Sponsor Support, 
Subordinated Debt 
- Generally 
- Draft Provision 

[24] Mandatory Prepayment on Occurrence of Certain Events 
from Excess Cash Flow 
- Generally 
- Draft Provision 

[25] Financial Tests 
- Generally 
- Draft Provision 

[26] Special Milestones 
- Generally 
- Draft Provision 

[27] Change in Project 
- Generally 
- Draft Provision 

[28] Project Support 
- Generally 
- Draft Provision 

[29] Financial Reporting 
- Generally 

[30] Use of Proceeds 
- Generally 
- Draft Provision 

[31] Security Documents 
- Generally 
- Draft Provision 

[32] Operating Budget 
- Generally 
- Draft Provision 

[33] Accounts 
- Generally 
- Draft Provision 

[34] Guarantee Obligations of Others 
- Generally 
- Draft Provision 
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1351 Sale of Assets 
- Generally 
- Draft Provision 

[ 3 6 ]  Capital Expenditures 
- Generally 
- Draft Provision 

[ 3 7 ]  Transactions with Affiliates 
- Generally 
- Draft Provision 

[ 3 8 ]  Construction Cost Overruns 
- Generally 
- Draft Provision 

[ 3 9 ]  Other Covenants 
524.1 1 Events of Default 

[ I ]  Generally 
[2] Payment 

- Generally 
- Draft Provision (Project Company) 
- Draft Provision (Project Participant) 

[ 3 ]  Breach of Covenants 
- Generally 
- Draft Provision 

[4] Breach of Representation or Warranty 
- Generally 
- Draft Provision (Project Company) 
- Draft Provision (Project Participant) 

[ 5 ]  Filing of Bankruptcy Petition 
- Generally 
- Draft Provision (Project Company) 
- Draft Provision (Project Participant) 

[ 6 ]  Commencement of Bankruptcy 
- Generally 
- Draft Provision (Project Company) 
- Draft Provision (Project Participant) 

[7] Judgments 
- Generally 
- Draft provision (Project Company) 
- Draft Provision (Project Participant) 

[ a ]  Final Acceptance Date 
- Generally 
- Draft Provision 

[9] Government Approvals 
- Generally 
- Draft Provision 
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[lo] Project Contracts 
- Generally 
- Draft Provision 

[I 11 Abandonment 
- Generally 
- Draft Provision 

[12] Expropriation 
- Generally 
- Draft Provision 

[I31 Ownership and Control 
- Generally 
- Draft Provision 

[14] Payment of Obligations 
- Generally 
- Draft Provision (Project Company) 
- Draft Provision (Project Participant) 

[15] Breach of Credit Support 
- Generally 
- Draft Provision 

[16] Security Documents 
- Generally 
- Draft Provision 

$24.12 Remedies 
$24.13 Governing Law 
$24.14 Limitations on Recourse 

$24.01 THE COMMERCIAL LENDER'S PERSPECTNE 

In a nonrecourse project financing, lenders base credit appraisals on the pro- 
jected revenues from the operation of the facility, rather than the general assets 
or the credit of the project sponsors, and rely on the assets of the project, includ- 
ing the revenue-producing contracts and cash flow, as collateral for the debt. 
It is thus predicated on the economic and technical merits of a project rather 
than the credit of the project sponsor. Because the debt is nonrecourse, the 
project sponsor has no direct legal obligation to repay the project debt or make 
interest payments if the cash flows prove inadequate to service debt. 

Contracts that represent the obligation to make a payment to the project 
company on the delivery of some product or service are of particular impor- 
tance because these contracts govern cash flow. Each of the contracts necessary 
to construct and operate a project, such as the off-take agreement, site lease 
and construction contract, must not interfere unduly with the expectation for 
debt repayment from project revenues. If risks are allocated in an unacceptable 
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way from the lender's perspective, credit enhancement from a creditworthy third 
party is needed, such as letters of credit, capital contribution commitments, guar- 
antees and insurance. Also, the project finance contracts must be enforceable 
and have value to the lender as collateral security. 

A project financing is also based on predictable regulatory and political 
environments and stable markets, which combine to produce dependable cash 
flow. To the extent this predictability is unavailable or the risks of dependability 
are allocated unacceptably, credit enhancement is necessary to protect the lender 
from external uncertainties, such as fuel supply, product market instability and 
changes in law. In many instances, however, the project exists in an uncertain 
environment which subjects the project lender to some unallocated risks. 

The classic project financing would result in no potential liability to the 
project promoter for the debts or liabilities of an individual project. It would 
be nonrecourse. This is rarely the case. In most project financings, there are lim- 
ited obligations and responsibilities of the project promoter; that is, the financ- 
ing is limited-recourse. The degree of recourse that is necessary is determined 
by the risks presented in a project. 

524.02 ANALYSIS OF PROJECT RISKS IN THE CREDIT APPRAISAL 
PROCESS BY THE COMMERCIAL LENDER 

Commercial lenders in a project financing conduct a detailed review and analy- 
sis of a proposed project before the decision to lend is made. While the inten- 
sity, scope and methodology of the credit analysis varies from institution to 
institution, there are general fundamentals that almost every bank applies to 
the credit decision. These are summarized below. 

(1) Experience and Reputation of Project Sponsor. The project spon- 
sor's experience in similar projects in the host country is important to the lender. 
Although each project presents unique risks, similar experience is beneficial in 
project development, construction, start-up and operation. Also, an industry 
reputation for project support and completion, even in the face of a financially 
uncertain outcome, is evidence of a "bankable" reputation. 

[2] Experience and  Reputation of Project Management Team. 
Similarly, the project sponsor must have the requisite experience to manage the 
project in areas other than actual project operation. Day-to-day decisions about 
the project are essential to the success or failure of the project, including the 
repayment of project debt. Thus, the personnel, resources, reputation and expe- 
rience of management must be sufficient to address those tasks. 
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[3] Experience and Resources of Contractor. The seasoned experi- 
ence and good reputation of the contractor, subcontractors and suppliers should 
help ensure the timely completion of the project at the stated price. Similarly, 
the contractor, subcontractors and suppliers must possess the financial resources 

- - 

necessary to support contractual provisions relating to liquidated damage pay- 
ments, workmanship guarantees, indemnities, and self-insurance obligations. 

Also, the contractor must possess sufficient human and technical resources 
necessary to satisfy contractual requirements. The potential risk is that the con- 
tractor, major subcontractor or equipment supplier will be unable to per- 
form a contractual obligation because of a low commitment to the industry, 
insufficient resources, or lack of knowledge or experience. 

In an international project, the contractor should be particularly adept 
at working with the local labor force. Local construction site managers, with 
local experience, are particularly beneficial in reducing the risk of local labor 
problems. 

[4] Experience and Resources of Operator. The operation of the 
project in an efficient, reliable manner is essential to its long-term success. The 
entity operating the project, typically pursuant to a long-term operating agree- 
ment, must possess sufficient experience and reputation to operate it at the lev- 
els necessary to generate cash flow at projected levels. Similarly, the operator 
must possess the financial ability to support operating guarantees and other 
obligations under the operating agreement. 

[ 5 ]  Predictability of Price and Supply of Raw Materials to be Used 
for the Project. The project must be assured of a supply of raw materials at 
a cost within the acceptable ranges of financial projections. The formality of 
the commitments for the supply depends on the availability of the materials in 
the project area. For example, a supply of used tires necessary for a waste tire 
burning energy project in a state with large tire piles and strict tire disposal 
laws may produce a sufficiently assured supply that no need exists to contract 
for a one hundred percent supply. Yet, under various scenarios, such as pro- 
cessing of tires to produce other products, alternate sources may be needed. 
In addition, costs of import or export fees, transportation charges, storage costs, 
stability of product, monopolies, and finance costs, all are potential risks in 
determining whether an adequate supply exists. 

In many projects, long-term requirements contracts are developed to pro- 
vide the necessary raw material supply at a predictable price to reduce this risk. 
Less frequent are supply-or-pay contracts, in which a supplier is dependent on 
some aspect of the project and agrees to either provide the needed raw mate- 
rial or pay a fee to the project. With both contracts, however, the credit of the 
supplier must be sufficient to ensure performance of the contract. 
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The effect of the various transnational risks, discussed in chapter 3, on the 
ability of key suppliers to meet their obligations to the project must be exam- 
ined. Among the questions for consideration are whether foreign exchange will 
be available to pay foreign suppliers and whether suppliers to the project are 
subject to export restrictions in their home countries. 

[6]  Predictability of Price and Supply of Energy to be Used for the 
Project. Similarly, the utilities needed for project construction and operation 
must be available at the project site on reasonable terms. If not, the project 
must construct and operate its own utility services at the site. 

[7] Market for Product or Service. Once produced, of course, the 
project needs to generate revenue from sales of the product or service. Many 
project financings are based on long-term, take-and-pay off-take contracts, 
in which one or more purchasers agree to accept the production of the proj- 
ect at a firm or predictable price. Thus, provided the credit of the purchaser 
is adequate, a financeable market exists for the product and the cash flow to 
the project is assured if the project operates. 

Yet, off-take risk does not disappear simply because a long term take-and- 
pay contract is executed. Market competition with other producers, new tech- 
nologies, changing demand, increased operating costs, increased production 
costs, changes in the needs of the purchaser, and other events can combine to 
render the take-and-pay contract less valuable to the project. 

The effect of the various transnational risks, discussed in an earlier chap- 
ter, on the ability of off-take purchasers to meet their obligations to the proj- 
ect company must be examined. Among the questions for consideration are 
whether off-take purchasers are subject to unacceptable import restrictions 
in their home countries. 

[S] Terms and Enforceability of Off-take Contracts. As the main 
source of project revenue, the lender is particularly interested in the off-take 
contracts negotiated for the project. The entire contract must be analyzed from 
a technical, financial and legal perspective to determine what risks are involved 
in its performance. However, the lender's main focus generally is twofold. First, 
the lender will want to assure itself that the payments under the contract will 
be adequate to pay operating costs, service the debt and provide a reasonable 
equity return to the borrower. Second, the termination provisions must pro- 
vide the lender with an adequate opportunity to cure defaults by the project 
company before the contract is terminated. 

[9]  Completion and Cost Over-run Risks are Addressed. As dis- 
cussed in chapter 4, the risk that construction of the project will cost more than 

506 
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the amount of funds available from the construction loan, other debt sources 
and equity is an important risk for the participants in a project financing. 
Construction costs exceed estimates for various reasons, including inaccurate 
engineering and plans, inflation and problems with project start-up. This 
cost over-run risk may result in increased debt service costs during construc- 
tion, unavailability of sufficient funds to complete construction, and even if 
funded, in the inability of the project company to pay increased interest 
and principal that result from the additional debt required to complete 
construction. 

Amelioration of the cost over-run risk is possible even where the con- 
tractor has not assumed that risk in a fixed-price turnkey contract. Alternatives 
include infusion of additional equity by the project sponsor, other equity 
participants, or standby equity participants; standby cost overrun funding agree- 
ments for additional financing; and establishment of an escrow fund or con- 
tingency account under which the project sponsor establishes a fund available 
to complete the project in the event of a cost over-run. 

[ lo]  Technology. New, unproven technologies, by definition, make 
project performance unpredictable. Some form of credit enhancement to cover 
the risk that the new technology will not perform as expected is usually essen- 
tial in the project financing. 

[ll] Real Estate. The real estate necessary for the construction and 
operation of the project must be in place at closing, in a form acceptable to the 
project lender. Examples of the types of real estate rights necessary include the 
ownership or lease of the project site; construction lay down space; access to 
roads and utilities; and easements and rights of way necessaryto bring fuel and 
other supplies onto the site. In addition to real estate interests of the project 
sponsor, the lender will also want to verify that other project participants 
have the real estate interests necessary to perform their respective contractual 
obligations to the project. 

[I21 Construction of Related Facilities. International projects, par- 
ticularly in developing countries, often require the simultaneous construction 
of facilities related to the project. Large gas pipelines, docks, railways, manu- 
facturing facilities and electrical interconnection and transportation facilities 
may be required. Each of the related facilities will affect the success of the under- 
lying project and each must therefore be examined to determine the risks involved. 
Construction synchronization is perhaps the most important initial concern to 
the promoters of the underlying project. Of equal concern is compatibility of 
systems. Even existing infrastructure must be examined to determine whether 
the existing facilities can satisfy project requirements. Reasonable assurances 
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may be needed to guarantee that future improvements to existing and planned 
infrastructure will not render the project incompatible. 

[13] Permits and Licenses. The lender will review a project's permit 
status to analyze whether any permit application processes, or terms of issued 
permits, present any unacceptable risks. To undertake this analysis, the project 
company will supply the lender with a list of all permits necessary for the 
construction, start-up and operation of the project, copies of all permit appli- 
cations and copies of all issued permits. 

The risk that a project does not have, or might not obtain, permits nec- 
essary for the construction or operation of the project is, of course, a signifi- 
cant concern to all project participants. Generally, permits for the project must 
be obtainable, without unreasonable delay or expense. 

At the time of construction funding for a project financing, permits are 
classifiable in three categories: permits already obtained and in full force and 
effect, which are not subject to appeal, further proceedings, or to any unsatis- 
fied condition that may result in a material modification or revocation; per- 
mits that are routinely and mandatorially granted on application and fulfillment 
of applicable criteria and that would not normally be obtained before con- 
struction (ministerial permits); and permits other than those in full force 
and effect and those routinely granted on application (discretionary permits, 
the issuance of which are in the discretion of the issuing agency, and operat- 
ing period permits not yet obtainable). The last category of permits (discre- 
tionary permits and operating permits not yet obtainable) is, of course, an 
important area of concern for project participants. The application and approval 
process for the last category must be carefully examined to determine the 
likelihood of issuance, the cost associated with possible conditions attached 
to permit approval, and similar issues. 

Necessary permits vary depending on the state, site, technology, process, 
and a host of other variables. In any particular financing, the various govern- 
mental agencies with jurisdiction can range from the local fire department to 
the Army Corps of Engineers. The process of determining which permits are 
required is typically a role of the project sponsor working in conjunction 
with the contractor and operator. 

[14] General Operating Expenses. Operating expenses in excess of 
estimates is another risk to the project. These inaccuracies arise from errors . . 

in design engineering, excessive equipment replacement and unscheduled main- 
tenance, poor productivity of labor, incorrect assumptions concerning the labor 
force required to operate, and other operating problems. 

[15] Political Environment. The political climate of the host country 
must be analyzed carefully to determine its sentiments to foreign invest- 
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ments. The risk of expropriation by developing countries is obvious. Less obvi- 
ous is the negative effect of indirect governmental action in the form of tax 
increases or demands for equity participation on project economics. The lender 
will typically require that political risk insurance be obtained to protect against 
this risk. 

[16] Currency and Exchange Risks. Currency and exchange risks 
are important to a lender in a transnational project. These risks are discussed 
in detail in chapter 3 and are not repeated here. 

[17] Timing and Certainty of Equity Contributions. In many proj- 
ect financings, equity contributions by project sponsors and passive investors 
are not contributed to the project company at the time of financial closing. 
These funds may be contributed pari passu with construction loan draws, or 
await investment until project completion. This contribution requirement is 
typically accelerated if an event of default occurs under the project loan agree- 
ments, however. 

Equity contributions reduce the amount of debt necessary in a project 
financing, and thereby reduce lender exposure. Consequently, the contractual 
arrangements for the timing and certainty of the equity funding are each sig- 
nificant to the lender, 

[18] Equity Returns for Equity Owners. The project finance lender 
will want to verify that the project sponsors will earn a sufficient return on 
the equity invested to stay interested in the project. If not, there is a real risk 
that the equity investors will abandon the project, leaving the lender with a 
worthless project and unpaid debt. 

[19] Value of Project and Project Assets as Collateral. In addition to 
the business strength of the underlying contractual arrangements, the project 
lender will review the contracts to verify that they are each assignable. In the 
event of a foreclosure, the contracts will only have value to the lender if they 
can be assumed by the lender and later assigned to a purchaser of the project. 
Otherwise, the lender may have little ability to recover its unpaid loans, since 
few projects have value without the underlying project contracts, particularly 
the off-take contract. 

[20] Interest Rate. Where interest rates vary over the term of the financ- 
ing, the risk of unrealistic interest rate projections can impact the ability of the 
project revenues to service debt. The interest rate projections are typically a 
component of the feasibility study. 
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[21] Force Majeure. "Force majeure" is the term used generally to refer 
to an event beyond the control of a party claiming that the event has occurred, 
including fire, flood, earthquakes, war, and strikes. The party who will bear the 
risk is always a subject of negotiation, and often rests with the party best able 
to control each particular force majeure risk. It is a particularly cumbersome 
part of negotiations because, by definition, none of the parties negotiating 
the provision would be responsible for the occurrence of the event. 

International projects are structured with, and negotiated among, many 
diverse parties, often from different countries. Sometimes, the underlying proj- 
ect contracts are negotiated by separate teams of negotiators and lawyers, result- 
ing in uncoordinated force majeure provisions. This could result in a situation, 
for example, where the contractor is excused from its obligation to complete 
the project by a date certain, while the power contract does not provide the 
developer with similar relief. The result could be a terminated offtake contract. 
Even where the inconsistencies are not of such dramatic proportions, the effect 
on the project's schedule or economics may be significant. 

Inconsistent force rnajeure provisions can be cured with a so-called "res- 
urrection" clause, in which the contractor agrees with the developer that where 
force majeure inconsistencies exist between contracts, the contractor will not 
receive relief greater than the relief available to the developer under other rel- 
evant contracts. In the earlier example, the contractor could not have been 
excused from performance to the extent such excuse would have resulted in a 
project delay of such length that the offtake contract would be terminated. 
However, a less extensive delay would be permissible. 

In negotiating a force majeure provision for a construction contract, it is 
important to understand the local circumstances of contract performance. In 
short, the parties must understand what is uncontrollable in that location. 
For example, the nature of the construction trade in the United States allows 
contractors in a United States project to, in most circumstances, agree that a 
strike at the construction site by the contractor's employees or subcontrac- 
tors is not a force majeure. However, a contractor may be less likely to accept 
this risk when the contract is performed in a foreign jurisdiction. 

A similar problem arises with the unforeseeabilify of other risks. The phrase 
"unforeseeable weather conditions:' for example may have a different defini- 
tion in a different country. Adverse weather conditions may be sufficiently pre- 
dictable and regular to result in the word unforeseeable being meaningless in 
some areas of the world, such as the Philippines. 

Different legal systems can create havoc on well-planned, matched force 
majeure provisions. As discussed elsewhere in this book, the choice of appli- 
cable law and the jurisdiction of disputes is a critical element in ensuring that 
the force majeure structure is respected and enforced. 

Despite this careful planning, complete elimination of the risk of incon- 
sistencies in force majeure provisions may not be possible. Rather than rely 
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on contract provisions, project sponsors may need to seek alternate solu- 
tions, such as standby credit, dedication of reserve funds, employment of addi- 
tional labor, and the like. 

[22] Project-Specific Risks. The foregoing list is not exhaustive, of 
course. Projects have differences based on their own unique characteristics. 

$24.03 PROTECTING THE LENDER FROM PROJECT RISKS 

[I] Due Diligence. An important level of protection can be given 
to the lender by its counsel and consultants in the due diligence process. Due 
diligence is the term applied to the process of reviewing and analyzing the var- 
ious project participants and contracts for the purpose of determining the risks 
present in a project. 

The lender will want to verify the technical aspects of a project with pro- 
fessional consultants. These include engineering firms, fuel consultants and 
technology experts. Such reviews, with conclusions acceptable to the lenders, 
are typically conditions to financial closing. 

Technical feasibility includes a review of technical processes, plant design, 
permitting, construction budgeting, construction schedules, operations and 
maintenance costs, maintenance plans and schedules, and revenue projections. 
Fuel consultants undertake a similar review on the fuel aspects of a project. 
Technology specialists focus on the choice of technology for the project. 

The independent engineer and other consultants are generally retained by 
the project lender, with costs paid by the project company. They are "inde- 
pendent" in the sense that they are disinterested parties, capable of rendering 
objective opinions. 

121 Assignments. The project contracts must be assignable to be use- 
ful as collateral. They must be assignable as collateral to the lender. Also, in the 
event of a foreclosure, the contracts must be assumable by the lender and assign- 
able to a post-default purchaser of the project. Otherwise, the lender may have 
little ability to recover its unpaid loans, since few projects have value without 
the underlying project contracts, particularly the off-take contract. 

[3] Control Over Excess Cash Plow. Lenders usually insist upon close 
control over money available for distribution to the project owners. This 
cash, termed excess cash flow or distributable cash, is typically defined as the 
project revenue remaining after operating costs and debt service are paid and 
contingency accounts are funded. 

Generally, distribution of excess cash flow is only permitted on a periodic 
basis, and then only if the project company is not in default under the loan agree- 
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ment and negotiated debt service coverage ratios are satisfied. Other project- 
specific conditions are often included as conditions that must be satisfied. 

Upon the continuance of certain major defaults for a specified period, the 
excess cash flow is sometimes applied by the lender to prepay debt. These defaults 

- - - - 

generally relate to money, including operating costs in excess of the operating 
budget: construction cost overruns funded by the lender; and debt service cov- - - 

erage ratios below a negotiated level. This right provides the project sponsor 
with an incentive to remedy the underlying problems as quickly as possible, 
rather than contentedly watch as undistributed profits collect in a bank reserve 
account. 

[4] Approval of Contract Amendments. After the lender has under- 
taken an extensive due diligence process, any change to the project contracts 
could interfere with the revenue, operating costs and risk allocation on which 
the financing is based. Consequently, the project company is typically pro- 
hibited under the financing documents from making any change to any of 
the project contracts without the lender's consent. This restriction is some- 
times eased by permitting immaterial changes. 

[S] Restrictions on Sale of Project Interests. The lender bases part 
of its credit decision on the experience and reputation of the project sponsor. 
If the project sponsors were to sell all or a substantial portion of their invest- 
ment in the project company, it is possible that they would then be more 
likely to abandon a project or not otherwise support it if financial or other 
problems arise. Lenders often restrict the amount of project interests that can 
be sold without lender consent. 

$24.04 OVERVIEW OF PROJECT FINANCE CREDIT AGREEMENTS 

The structure and content of project finance credit agreements for a transna- 
tional project are substantially similar to credit agreements used for other types 
of project finance transactions. They are also similar to non-project finance 
credit agreements used for secured commercial bank financing where the 
borrower is a foreign entity. 

The standard type of project finance credit agreement in a transnational 
project contains these familiar provisions: mechanical provisions for the loan 
commitments and disbursement of loan proceeds; interest rates and provisions; 
lender protection against increased costs and illegality; representations and 
warranties, setting forth the factual assumptions upon which the financing is 
based; covenants, outlining the degree of regulation the lender will require over 
the construction, start-up, operation, maintenance and ownership of the proj- 
ect; events of default; and miscellaneous provisions, including submission to 
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jurisdiction. In addition, the credit agreement contains provisions that result 
from the transnational structure of the financing. These indude: waiver of sov- 
ereign immunity (to the extent the borrower is owned in whole or in part by 
a government); identification of the currency that will be accepted for debt 
payment; and "gross-up" provisions to protect the lender from foreign with- 
holding taxes. 

The project finance credit agreement in a transnational project is similar 
to credit agreements used where the borrower is a foreign entity, including 
mechanical provisions for the loan commitments and disbursement of loan 
proceeds; interest rates and provisions; lender protection for increased costs 
and illegality; representations and warranties; covenants; events of default; and 
miscellaneous provisions. Also, these agreements have in common provisions 
relating to any mismatch between the currency of the debt and the currency of 
the host country, requiring identification of the currency that will be accepted 
for debt payment. 

In contrast, because of the nonrecourse, or limited recourse nature of a 
project financing, the project finance lender will require a higher level of reg- 
ulation of the borrower's business and contracts, in an effort to minimize the 
project risks. Yet, this regulation of the project finance borrower's project is 
easier drafted than employed as a guarantee of risk avoidance. 

Unfortunately for the project finance lender, certain risks cannot be ade- 
quately guarded against in a credit agreement, including changes in political 
control and economic factors. Nonetheless, the goal of the project finance lender 
is to address the control over as many project risks as is possible. To the extent 
risks cannot be adequately regulated, these must be addressed in the interest 
rate and fee pricing of the credit. 

524.05 SIGNIFICANT PROVISIONS OF THE PROJECT FINANCE 
CREDIT AGREEMENT 

The following sections of this chapter summarize the significant provisions 
of project finance credit agreements. Not every section is summarized; in 
general, those relating to pricing, interest rate definitions, agency, and the 
like, which are not unique to project finance, are not repeated here. 

524.06 CONDITIONS PRECEDENT TO CLOSING 

[I] Generally. Before a lender agrees to advance funds to a project 
company, it will require that the borrower first comply with a set of conditions 
precedent. Once satisfied, the lender is obligated to make the loan. 

Conditions to closing are designed to ensure that the closing does not 
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occur unless and until each of the elements of a feasible project are in place 
or waived by the bank. These include economic and technical viability of the 
project; permit compliance; enforceable project contracts; and adequate col- 
lateral arrangements. As a whole, the conditions precedent are designed to 
include each of the conditions for lending imposed by the bank's internal credit 
approval process. 

Conditions precedent in a project finance transaction include many of 
the same conditions found in asset based loan transactions. These include exe- 
cution and delivery of the note and security agreement, lien perfection and 
priority, authorizing resolutions of the board of directors or other governing 
body of the borrower, incumbency certificates of officers executing the doc- 
ument, an opinion of counsel to the borrower, and delivery of a certificate of 
no default. 

The other conditions precedent in a project finance transaction will be 
determined by the industry in which the project will operate, the identity of 
the host country, project economics, and the risk allocations made in the under- 
lying project contracts. 

[2] Organization and Existence of Project Company, Project Sponsors, 
Guarantors and Other Major Project Participants; Copies 

- 

of Governing Documents of Project Company, Project Sponsors, 
Guarantors and Other Major Project Participants. 

Generally. The project company must be duly and legally established 
under the laws of the place organized. Copies of the organizational docu- 
ments are typically provided to the project lender. This is more than rou- 
tine due diligence in a project financing. The formalities of the organization 
and existence of the project entity must be assured because of the importance 
of the underlying permits and project contracts in the name of the project 
company. 

Draft Provision. 

Organization of [Project Company/Project Sponsors]. Certified copies of the 
charter and by-laws (or equivalent documents) of the [Project 
Company/Project Sponsors] and all partnership or corporate action taken 
by each such [Project Company/Project Sponsor] approving the [Project 
Documents] to which such [Project CompanyProject Sponsor] is or is intended 
to be a party (including a certificate setting forth the resolutions of the 
board of directors of, or the partnership action of, such [Project 
Company/Project Sponsor] adopted in respect of the transactions con- 
templated by this Agreement). 
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[3] Execution and  Delivery of Credit Agreement and  Related 
Financing Documents. 

Generally. The credit agreement between the project company and the 
lender must be executed and delivered on the closing date. Also, other financ- 
ing documents related to  the project, typically referenced individually in the 
credit agreement, must also be executed and delivered on the closing date. 

Draf t  Provision. 

Loan Documents. Each of the Credit Agreement and the other [Loan 
Documents] shall have been duly executed and delivered by the [Project 
Company] and the other parties thereto, and shall be in full force and effect, 
and no default (or any event that with the lapse of time or the giving of 
notice would constitute a default) shall have occurred thereunder. 

[4] Lien Filings and Possession of Certain Collateral. 

Generally. On the closing date, all fdings or recordings necessary to evi- 
dence the liens of the lender in the assets of the project company must be accom- 
plished. Similarly, to the extent necessary, collateral that cannot be perfected 
without possession, must be delivered to the lender. 

Drafr Provision. 

Liens. The [Lender] shall have received evidence that all filing and record- 
ing fees, and all taxes and other expenses related to such filings, registra- 
tions and recordings, necessary for the consummation of the transactions 
contemplated by this Agreement and the other [Prcject Documents], includ- 
ing for the perfection of the security interests granted pursuant to the 
[Security Documents], have been paid in MI by or on behalf of the [Project 
Company]. 

[5] Availability of Funds. 

Generally. Sufficient debt funds must be committed on  the closing date 
to provide the debt needed to finance the project. Thus, if other lenders are 
providing debt to the project, the requisite credit documents must be executed 
and delivered on or before the closing date. 

Draft  Provision. 

Availability of Funds. The [Export Financing Agreement] and the [Standby 
Subordinated Loan Aveement] shall have been duly executed and delivered 
by the [Project company] and the other parties thlreto, and shall be in full 
force and effect, and no default (or any event that with the lapse of time 
or the giving of notice would constitute a default) shall have occurred 
thereunder. 
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(61 Related Equity Documents and Availability of Funds. 

Generally. Similarly, all equity funds necessary for the project must either 
be contributed to the project company, or  committed in capital coritribution 
agreements (also called investment agreements) in a form acceptable to the 
lender. 

Draft Provision. 

Equity Documents and Availability of Funds. The [Capital Contribution 
Agreements] shall have been duly executed and delivered by the [Project 
Sponsors], and shall be in full force and effect, and no default (or any event 
that with the lapse of time or the giving of notice would constitute a default) 
shall have occurred thereunder. 

[7] Sponsor Support Documents. 

GeneralZy. Any credit support provided by a project sponsor must be in 
a form acceptable to the lender, be authorized, executed and delivered to the 
project company and lender, and be enforceable in accordance with its terms. 
Examples include standby capital contribution agreements for specified risk 
events, and completion guarantees. 

Draft Provision. 

Sponsor Credit Enhancement. The [Completion Guarantee] shall have been 
duly executed and delivered by the [Project Sponsors], and shall be in full 
force and effect, and no default (or any event that with the lapse of time 
or the giving of notice would constitute a default) shall have occurred 
thereunder. 

[8] Third-Party Support Documents and Credit Enhancement. 

Generally. Any credit support provided by a third party must be in a 
form acceptable to the lender, be authorized, executed and delivered to the proj- 
ect company and lender, and be enforceable in accordance with its terms. 
Examples include performance and payment bonds, sovereign guarantees, and 
political risk insurance. 

Draft Provision. 

Other Credit Enhancement. The [Performance and Payment Bonds] shall 
have been duly executed and delivered by the [Surety], and shall be in 
full force and effect, and no default (or any event that with the lapse of 
time or the giving of notice would constitute a default) shall have occurred 
thereunder. 
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[9] Host Government Concessions and Licenses. 

Generally. All concessions and licenses necessary for ownership, con- 
struction or operation of the project must be obtained and in full force and 
effect. 

Draft Provision. 

Host Government Enhancement. The [Government Guarantee] shall have 
been duly executed and delivered by the [Government], and shall be in full 
force and effect, and no default (or any event that with the lapse of time 
or the giving of notice would constitute a default) shall have occurred 
thereunder. 

[lo] Off-take Agreements. 

Generally. The off-take agreement must he in a form acceptable to the 
lender, be authorized, executed and delivered to the project company by the 
off-take purchaser, and be enforceable against the off-take purchaser in accor- 
dance with its terms. As discussed in chapter 18, because of the importance 
of the project to the off-take purchaser, milestones are often included in off- 
take agreements. Failure to satisfy these milestones can result in reduced sales 
prices, contract damages and contract termination. Consequently, the lender 
will be interested in whether all milestones have been satisfied, and will typi- 
cally require a letter or  some other assurance from the off-take purchaser to 
that effect. 

Draft Provision. 

Off-take Agreement. The [Off-take Agreement] shall have been duly exe- 
cuted and delivered by the [Off-take Purchaser] and the [Project Company], 
and shall be in full force and effect, and no default (or any event that 
with the lapse of time or the giving of notice would constitute a default) 
shall have occurred thereunder. 

[I 11 Supply Agreements. 

Generally. The supply agreements must be in a form acceptable to  the 
lender, be authorized, executed and delivered to the project company by the 
supplier, and be enforceable against the supplier in accordance with its terms. 

Draft Provision. 

Supply Agreement. The [Supply Agreement] shall have been duly executed 
and delivered by the [Supplier], and shall be in full force and effect, and 
no default (or any event that with the lapse of time or the giving of notice 
would constitute a default) shall have occurred thereunder. 
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[12] Construction Contract and Issuance of the Notice t o  Proceed. 

Generally. The construction contract must be in a form acceptable to 
the lender, be authorized, executed and delivered to the project company by 
the contractor, and be enforceable against the contractor in accordance with 
its terms. 

As discussed in chapter 15, there is typically a period of time between exe- 
cution of the construction contract and actual commencement of construc- 
tion. This is because the construction contract is often negotiated and signed 
well before the construction loan closing. The contractor usually insists upon 
waiting for the closing, and the related assurance of construction fund avail- 
ability, before commencing work. The lender will want to  assure that con- 
struction will indeed begin after loan closing, however. Consequently, the lender 
will require evidence that the notice to proceed has been given by the project 
company to the contractor, and that the contractor has accepted it and acknowl- 
edges its obligation to  begin work. 

Draft Provision. 

Construction Contract; Notice to Proceed. The [Construction Contract] shall 
have been duly executed and delivered by the [Contractor] and the [Project 
Company], and shall be in full force and effect, and no default (or any event 
that with the lapse of time or the giving of notice would constitute a default) 
shall have occurred thereunder; evidence satisfactory to the [Lender] shall 
be delivered showing that the [Project Company] has issued the [Notice to 
Proceed] (as defined in the [Construction Contract]) pursuant to the 
[Construction Contract] contingent only upon the effectiveness hereof. 

[13] Operation and Maintenance Agreements. 

Generally. The operation and maintenance agreement must be in a form 
acceptable to the lender, be authorized, executed and delivered to the project 
company by the operator, and be enforceable against the operator in accor- 
dance with its terms. 

Draft Provision. 

O&MAgreement. The [OhMAgreement] shall have been duly executed 
and delivered by the [Operator] and the [Project Company], and shall be 
in full force and effect, and no default (or any event that with the lapse of 
time or the giving of notice would constitute a default) shall have occurred 
thereunder. 

[14] Permits. 

Generally. The lender will require certified copies of all governmental 
actions, filings, permits and approvals necessary for the ownership, construc- 
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tion, start-up and operation of the project and the related facilities. These must 
be final, not subject to appeal, revocable only for clearly articulated defaults, 
and contain only such conditions and restrictions as are acceptable to the lender. 
Also, certified copies of the permit applications and correspondence between 
the governmental agencies and the project company must be submitted. 

Not all of these will be issued or made by the construction loan closing 
date, either because they cannot reasonably be obtained or are not required 
until a later stage of construction or when operations begin. Consequently, 
the lender will not require those that (i) are routinely and mandatorially granted 
on application and fulfillment of applicable criteria and that would not nor- 
mally be obtained before construction (ministerial permits); and (ii) are not 
required to be obtained until a later stage of project development or when 
operation begins. The lender will carefully examine permits under the last cat- 
egory to determine the likelihood of issuance, the cost associated with possi- 
ble conditions attached to permit approval, and similar issues. If the issuance 
of a permit is within the discretion of an issuing agency, and can be granted 
or denied based upon such things as the agency's view of the project or on 
public policy grounds, then it will receive extra attention from the lender, its 
counsel and advisors. 

Draft Provision. 

GovernmentalApprovals. Copies of all [Governmental Approvals] referred 
to in Section [ c r o s s - r e f e r e n c e  to representation on permits] and such 
other [Governmental Approvals] as the [Lender] may reasonably request 
and which, in the opinion of the [Lender] are necessary or desirable under 
applicable law and regulations in connection with the transactions con- 
templated by the [Project Documents], each of which shall have been duly 
obtained in the name of the Borrower and shall be in full force and effect 
and not subject to appeal. 

[15] Insurance and Insurance Consultant's Report, 

Generally. The lender will require copies of all insurance policies required 
by the terms of the credit agreement and the other project documents. To 
verify that the insurance policies satisfy the requirements of the credit docu- 
ments, the lender will either undertake a review of the policies using its own 
insurance department, or require a report of an insurance consultant. The 
report must verify that the project company has in place all the insurance 
required by the credit agreement and that it is in full force and effect. It also 
must verify that the insurance is not cancelable except on advance notice to the 
lender and otherwise satisfy the requirements of the credit agreement. 
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Draft Provision. 

Insurance. A certified copy of the insurance policies required by [Section 
] (or, if copies of any thereof are unavailable to the Borrower, cer- 
tificates of the issuers thereof evidencing the same), such policies to be 
issued by companies satisfactory to the Majority Banks, together with evi- 
dence that the payment of all premiums therefor is current, and a certifi- 
cate of a nationally recognized insurance broker satisfactory to the Agent, 
or such broker's authorized representative, certifying that insurance com- 
plying with this Agreement, covering the risks referred to therein, has been 
obtained and is in full force and effect. 

[16] Real Estate. 

Generally. Where available, it is customary for the lender to  obtain land 
surveys of, and title insurance on, the project site and other real estate inter- 
ests important to  the project. 

Draft Provision. 

Title Insurance; Survey. (1) A binding commitment to issue policy or poli- 
cies of title insurance on forms issued by the [Title Company], in form and 
substance satisfactoryto the [Lender], (i) insuring the [Lender] in an amount 
equal to $xmr,000,000 that good and marketable title to the [Project Site 
and Other Project Real Estate Interests] is vested in the [Project Company] 
and that the [Mortgage/Deed of Trust] constitutes avalid first priority mort- 
gage lien on the [Project Site and Other Project Real Estate Interests] sub- 
ject only to Permitted Liens and such exceptions set forth in the [Title 
Policy] as are acceptable to [Lender], (ii) providing full coverage against 
mechanics,' workers's, materialmen's and similar liens and (iii) containing 
such other coverages and endorsements as the [Lender] may reasonably 
require; (2) a survey of the [Project Site] by a licensed surveyor satisfac- 
tory to the [Lender], certified to the [Lender]; and (3) true, correct and 
complete copies of a11 documents evidencing the [Project Site and Other 
Project Real Estate Interests]. 

[17] Financial Statements of Project Company, Project Sponsors, 
Guarantors and Major Project Participants 

Generally. The most recent financial statements of each of the project 
company, the project sponsors, guarantors and each of the major project par- 
ticipants, such as the off-take purchaser and the contractor, must be submit- 
ted t o  the lender. These assist the lender in its determination whether these 
entities have the requisite creditworthiness to  perform their respective obli- 
gations under the project documents. 
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Draft Provision. 

Financial Information. Financial statements of the [Project Company], each 
[Project Sponsor], the [Contractor], the [Operator], the [OfJ-take Purchaser], 
the [Supplier], [others], which shall be in form and substance acceptable 
to [Lender], including without limitation as to the creditworthiness of each 
thereof necessary, in the sole discretion of the [Lender] to finance the 
[Project] using nonrecoursellimited recourse project financing techniques 
and credit analysis. 

[IS] Construction Budget and Construction Drawdown Schedule. 

Generally. An important safeguard against cost overruns available to the 
lender is the project construction budget. Periodic reporting, often monthly 
during the construction period, provides the lender with important informa- 
tion on the constructions costs, the cost still needed to complete the project, 
and the funds available to complete the project. 

Construction cost overruns develop from a host of conditions. These 
include construction contracts with improperly definitive descriptions of the 
scope of work, change orders, inaccurate budgeting processes, inadequate con- 
struction contingencies, uninsured losses, delays, labor problems, and an increase 
in the cost of non-fked price construction costs. 

Once a cost overrun is identified, the loan documentation must specify 
the corrective action to be taken. First, reporting the overrun is necessary, of 
course. Then, a source of funds for the overrun must be identified and con- 
tributed to the project. A typical source for additional funds are completion 
guarantees from project sponsors. 

A construction drawdown schedule is either submitted separately, or  
included in the construction budget. This schedule verifies the timing of con- 
struction draws and the need for interest during construction. If the construction 
drawdown schedule is front-loaded, the project will have higher interest costs 
during construction. Thus, the drawdown schedule affects the project's con- 
struction loan needs. 

Draft Provision. 

Construction Budget; Drawdown Schedule; Milestones. A budget of 
[Construction Costs], a schedule of the dates upon which construction loan 
drawdowns will be requested and a milestone performance schedule 
shall be delivered. 

[19] Revenue and Expense Projections. 

Generally. The revenue and expense projections are variously called the 
base case and the projections. However termed, these financial statements 
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present the most reasonably anticipated, projected financial outcome for the 
project on an annual basis for the period beginning on the construction loan 
closing date and ending two to three years after the anticipated debt maturity 
date. Included are projected revenues and expenses, based on financial and 
operating assumptions about such things as project availability, inflation, 
currency values and similar variables. These financial predictions will be reviewed 
and approved by the independent engineer, and must be acceptable to the lender. 

Draft Provision. 

Projections. A projection of the anticipated revenues and expenses of the 
project over the term of the financing. 

[20] Engineering Reports. 

Generally. A report prepared by an engineering firm acceptable to the 
lender must be submitted. This report analyzes technical and economic feasi- 
bility of the project, including a review of technical processes, plant design, 
equipment selection, permitting, construction budgeting, construction sched- 
ules, operations and maintenance costs, maintenance plans and schedules, pro- 
jected performance, and revenue projections. 

Draft Provision. 

Engineering Consultant's Report. A report of the [Engineer] as to the tech- 
nical and economic feasibility of the [Project], including a review of tech- 
nical processes, plant design, equipment selection, permitting, construction 
budgeting, construction schedules, operations and maintenance costs, 
maintenance plans and schedules, projected performance, and revenue 
projections acceptable to the [Lender]. 

[21] Consultant's Reports. 

Generally, The need for the reports by other consultants varies with the 
type of project and risks involved. Consultants that are sometimes used include 
those experienced with fuel, transportation, mining and hazardous waste dis- 
posal. In such circumstances, a report prepared by a consultant acceptable to 
the lender must be submitted on topics about which the lender is particularly 
interested. 

Draft Provision. 

Consultant's Report. A report of the [identify type of consultant] as to [iden- 
tify scope of report] acceptable to the [Lender]. 
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1221 Environmental Review. 

Generally. In most countries, project lenders will require some form 
of environmental audit and report by an environmental consultant. The 
scope of the analysis and report may include an environmental audit and risk 
assessment, review of permit applications and issued permits, and evaluation 
of environmental risk mitigation plans developed by the project company or 
operator. 

Draft Provision. 

Environmental Audit. An environmental audit of the [Project Site] prepared 
by an expert acceptable to the [Lender]. 

1231 Legal Opinions. 

Generally. Opinions of lawyers are intended as a mechanism to ensure 
that due diligence has actually been performed by competent, careful coun- 
sel. It is not a risk-shifting device or intended to serve as a guarantee for the 
underlying debt. Legal opinions address standard topics such as due organi- 
zation, authorization, execution and delivery of financing and project docu- 
ments, enforceability and noncontravention of laws and contracts. Opinions 
of counsel are typically obtained for each jurisdiction selected as the govern- 
ing Law for the underlying documents and in the country in which the project 
is located. 

Opinions will also confirm that judgments decided in one country will be 
honored and enforced in another country, that the relevant parties can be sued 
in litigation and that the various laws chosen to govern the documents will be 
applied and upheld, and the agreements to submit to the jurisdiction of par- 
ticular courts are enforceable. 

Opinions relating to the creation, perfection and priority of liens are, of 
course, significant to the lender. Also important are opinions that address the 
immunity of the host government from litigation, to the extent it or a com- 
pany with partial government ownership or control is involved in the project. 

In addition to these issues, local counsel will include in its opinions the 
status of governmental approvals and permits necessary for the project, includ- 
ing financing, construction, start-up and operation. Local counsel will also dis- 
cuss other issues governed by local law, including regulatory oversight and real 
estate matters. 

Opinions of counsel are also required from parties other than the proj- 
ect company. These include major off-take purchasers and suppliers. This type 
of third-party opinion typically covers the legality, validity, binding effect 
and enforceability of the documents to which it is a party. 



International Project Finance 

Draft Provision. 

Legal Opinions. Legal opinions of [identify lawyers] in the form attached 
hereto as Exhibit ; and such other opinions as may be reasonably 
requested by the [Lender]. 

[24] No Material Adverse Change. 

Generally. On the closing date, there must be no material adverse change 
in the financial condition of the project sponsors, the project company, or  
any major project participant, or  in the financial or  technical feasibility o r  
prospects for the project. 

Draft Provision. 

No Material Adverse Change. There shall have occurred no material adverse 
change in the business, properties or affairs of the [Project Company] or 
any [Major Project Participant], or in the feasibility, economic or other- 
wise, of the Project. 

[25] No Defaults. 

Generally. There must not exist, on the closing date, any default or event 
of default under any of the project contracts. The borrower typically must 
deliver a certificate on the closing date to this effect. Also, the lender may require 
that the major project participants certify, either in the consent (discussed in 
chapter 26), or in a separate certificate, that it is not aware of any default or  
event of default under the contract between it and the borrower. 

Draft Provision. 

No Default. No Default, and no default by the [Project Company] or by any 
[Major Project Participant] under any [Project Document], shall have occurred 
and be continuing or will result from the [describe credit event1,which such 
status shall be certified by the [Project Company]. 

[26]  No Litigation. 

Generally. There must be no litigation in existence, or  any judgment, 
decision or order rendered in litigation that is still subject to appeal, which 
relates to  the project o r  the project company, or  to  the participation by any 
project sponsor or  other major project participant in the project. 

Draft Provision. 

Litigation. There are no legal or arbitral proceedings or any proceedings 
by or before any [Governmental Person], now pending or threatened against 
the [Project Company] or any [Major Project Participant]. 
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[27] Other Conditions Precedent. 

Generally. The lender will include other conditions precedent required 
by the unique risks of the particular project under development. 

Draft Provision. 

Additional Docurnen~. Such other documents relating to the Project or the 
matters contemplated by this Agreement as the [Lender] may reasonably 
request. 

024.07 CONDITIONS PRECEDENT TO EACH CONSTRUCTION 
LOAN DRAWDOWN 

[I] Generally. Once a project finance construction loan has closed 
and initial funds been disbursed, the lender typically has the ability to approve 
subsequent drawdowns (the initial drawdown usually occurs on the closing 
date) based on conditions precedent. Once satisfied, the lender is obligated to 
allow the drawdown of loan proceeds. 

Conditions to subsequent loan drawdowns are designed to ensure that the 
project company is in compliance with the loan agreement at the time of the 
new disbursement. These include construction schedule compliance; con- 
struction budget compliance and absence of cost overruns; permit compliance; 
absence of liens and continuing adequate collateral arrangements. 

It is sometimes said that once a project lender disburses the first con- 
struction loan, it must continue to make loans. This is argued based on the 
premise that the only way to recover the money disbursed is to complete con- 
struction. This is not true, and indeed construction lenders do stop funding 
projects when problems develop. 

[2] Recertification of Representations and Warranties 

Generally. Each of the representations and warranties made on the clos- 
ing date by the project company in the credit agreement and the related financ- 
ing documents must be repeated on the loan drawdown date. 

Draft Provision. 

Representations and Warranties. The [Project Company] shall deliver a cer- 
tificate that each of the representations and warranties of the Borrower set 
forth in this Agreement and in each document delivered in connection 
herewith are true and correct on the date hereof and after giving effect 
hereto. 
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[3] No Change in Law 

Generally. Between the closing date and the drawdown, there must 
not have occurred any change in law, rule or regulation that affects the finan- 
cial or  technical feasibility of the project. 

Draft Provision. 

Change of Law. The [Project Company] shall deliver a certificate that as of 
the date hereof there has been no change in or enactment or promulga- 
tion of any [Governmental Rule] from and after the [ClosingDate] that 
[describe change in law that could have a material adverse effect on the Projectj. 

[4] Permit Status 

Generally. All governmental actions, filings, permits and approvals nec- 
essary for the ownership, construction, start-up and operation of the project 
and the related facilities in effect at closing must remain in full force and effect 
and not be the subject of any challenge or appeal. In addition, all such actions 
that by the drawdown date can be reasonably obtained or  are required at the 
stage of construction, must have been obtained and be in full force and effect. 
Those that are not required to be obtained until a later stage of project devel- 
opment or when operation begins will not typically be required on the draw- 
down date. 

Draft Provision. 

Governmental Approvals. Copies of all [Governmental Approvals] referred 
to in Section [ c r o s s - r e f e r e n c e  to representation on permits] and such 
other [Governmental Approvals] as the [Lender] may reasonably request 
and which, in the opinion of the [Lender] are necessary or desirable under 
applicable law and regulations in connection with the transactions con- 
templated by the [Project Documents], each of which shall have been duly 
obtained in the name of the Borrower and shall be in full force and effect 
and not subject to appeal. 

[5] No Default 

Generally. There must not exist, on the drawdown date, any default or  
event of default under any of the project contracts. 

Draft Provision. 

No Default. No Default, and no default by the [Project Company] or by any 
[Major Project Participant] under any [Project Document], shall have occurred 
and be continuing or will result from the [describe credit event], which such 
status shall be certified by the [Project Company]. 



Credit and Related Documentation for Project Finance Transactions 

[6] No Material Adverse Change 

Generally. On the drawdown date, there must be no material adverse 
change in the financial condition of the project sponsors, the project company, 
or any major project participant, or in the financial or technical feasibility or 
prospects for the project. 

Draft Provision. 

No MaterialAdverse Change. There shall have occurred no material adverse 
change in the business, properties or affairs of the [Project Company] or 
any [Major Project Participant], or in the feasibility, economic or other- 
wise, of the Project. 

[7] No Litigation 

Generally. There must be no litigation in existence, or any judgment, 
decision or order rendered in litigation that is still subject to appeal, which 
relates to the project or the project company, or  to the participation by any 
project sponsor or other major project participant in the project. 

Draft Provision. 

Litigation. There are no legal or arbitral proceedings or any proceedings 
by or before any [Governmental Person], now pending or threatened against 
the [Project Company] or any [Major Project Participant]. 

[8] Construction Progress 

Generally. The construction progress must be in conformity with the con- 
struction schedule provided by the project company to the lender at closing. 

Draft Provision. 

Construction Progress. The progress of construction is in conformity with 
the [Construction Schedule]. 

[9]  Construction Budget and Funds Available to Complete the Project 

Generally. There must not be any construction cost overrun. Also, the 
funds available to complete the project must be no less than the cost of com- 
pleting the project, as calculated on the date of the drawdown. 

Draft Provision. 

Cost Overrun; Funds Available to Complete the Project. There has occurred 
no [Cost Overrun], and the [Funds Available to Complete the Project] exceed 
the [Cost to Complete the Project]. 
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[lo] Lien Waivers 

Generally. The borrower must deliver to the lender copies of receipts or 
other evidence that it has used the previous construction draws to pay proj- 
ect costs. No liens must exist on the project as a result of the borrower's fail- 
ure to pay the contractor according to the terms of the construction contract. 

Draft Provision. 

No Liens. No Liens other than Permitted Liens shall have been filed against 
or otherwise encumber or affect any assets, properties or revenues of the 
[Project Company]. 

[ l l ]  Other Conditions Precedent. 

Generally. The lender will include other conditions precedent required 
by the unique risks of the particular project under development. 

Draft Provision. 

Additional Documens. Such other documents relating to the Project or the 
matters contemplated by this Agreement as the [Lender] may reasonably 
request. 

524.08 CONDITIONS PRECEDENT TO CONVERSION OF 
CONSTRUCTION LOAN TO A TERM LOAN 

[I] Generally. Once construction is complete, the construction loan 
will be repaid and converted into a term loan by the same lenders, or will be 
repaid from the proceeds of a term loan provided by other lenders. If the 
loan is converted into a term loan by the same lenders, conditions precedent 
to that conversion must be satisfied by the project company. If the construc- 
tion loan is paid from the proceeds of a term loan provided by other lenders, 
the other lenders will impose their own set of conditions precedent much like 
those discussed above as conditions to dosing. 

This section concentrates on the loan conversion. Upon satisfaction of the 
conditions precedent to closing, the lender is obligated to convert the loans 
from construction loans to term loans. This is important to the project com- 
pany. Term loans typically bear lower interest rates than construction loans, 
since the market considers construction risk to require a higher interest rate. 
Other advantages to the project company after conversion include: longer amor- 
tization schedule; the ability to receive distributions of profit; and the release 
of any unused construction contingency. 

Typical conditions to loan conversion include receipt of all operating per- 
mits; satisfaction of performance tests; and continued economic viability of 
the project. 
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[2]  Recertification of Representations and Warranties 

Generally. Each of the representations and warranties made on the clos- 
ing date by the project company in the credit agreement and the related financ- 
ing documents must be repeated on the conversion date. 

Draft Provision. 

Representations and Warranties. The [Project Company] shall deliver a cer- 
tificate that each of the representations and warranties of the [Project 
Company] set forth in this Agreement and in each document delivered in 
connection herewith are true and correct on the date hereof and after giv- 
ing effect hereto. 

[3] No Change in Law 

Generally. On the conversion date, there must not have occurred any 
change in law, rule or regulation that affects the financial or technical feasi- 
bility of the project. 

Draft Provision. 

Change of Law. The [Project Company] shall deliver a certificate that as 
of the date hereof there has been no change in or enactment or prom- 
ulgation of any [Governmental Rule] from and after the [Closing Date] 
that [describe change in law that could have a material adverse effect on 
the Project]. 

[4] Permit Status 

Generally. All governmental actions, filings, permits and approvals nec- 
essary for the ownership, construction, start-up and operation of the project 
and the related facilities must be in full force and effect and not the subject of 
any challenge or  appeal. 

Draft Provision. 

Governmental Approvals. Copies of all [Governmental Approvals] referred 
to in Section [ c r o s s - r e f e r e n c e  to representation on permits] and such 
other [Governmental Approvals] as the [Lender] may reasonably request 
and which, in the opinion of the [Lender] are necessary or desirable under 
applicable law and regulations in connection with the transactions con- 
templated by the [Project Documents], each of which shall have been duly 
obtained in the name of the Borrower and shall be in full force and effect 
and not subject to appeal. 
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[5] No Default 

Generally. There must not exist any default or event of default under 
any of the project contracts. 

Draft Provision. 

No Defaults. There shall exist no Default or Event of Default under any 
of the [Project Contracts]. 

[6] No Material Adverse Change 

Generally. There must be no material adverse change in the financial 
condition of the project sponsors, the project company, or any major project 
participant, or  in the financial or technical feasibility or  prospects for the 
project. 

Draft Provision. 

No Material Adverse Change. There shall have occurred no material adverse 
change in the business, properties or affairs of the [Project Company] or 
any [Major Project Participant], or in the feasibility, economic or other- 
wise, of the Project. 

[7] No Litigation 

Generally. There must be no litigation in existence, or any judgment, 
decision or order rendered in litigation that is still subject to appeal, which 
relates to the project or the project company, or to the participation by any 
project sponsor or other major project participant in the project. 

Draft Provision. 

Litigation. There are no legal or arhitral proceedings or any proceedings 
by or before any [GovernmentalPerson], now pending or threatened against 
the [Project Company] or any [Major Project Participant]. 

[8] Completion 

Generally. The construction of the project must be complete. The occur- 
rence of completion can have a triggering effect throughout the collection of 
contracts used in a project financing. Under the construction contract, com- 
pletion determines if and when the contractor is liable for liquidated dam- 
ages arising from construction delays or performance guarantees. Under the 
operating agreement, it determines the date the operator begins it responsi- 
bilities of operation. The majority of supply obligations under input agree- 
ments, and purchase obligations under off-take agreements typically begin 
on completion, as well. 
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Equity commitment obligations sometimes mature on this date. These can 
arise from the obligation to invest equity as originally contemplated in the 
sources and uses of funds for the project, or to contribute additional equity 
due to cost overruns. Under a completion guarantee provided by the project 
sponsors, the definition of completion will determine when and if additional 
funds must be used to finish construction, or whether construction has occurred 
and the contingent liability terminated. 

Multilateral and bilateral involvement in a project is sometimes trig- 
gered by the occurrence of completion. For example, U.S. Export-Import Bank 
does not provide funds for construction financing of projects, awaiting com- 
pletion to participate as a lender. 

Because of the importance of this concept throughout the project docu- 
ments, it is important that the definition of completion be thoroughly con- 
sidered and used consistently in project documentation. A draft definition 
appears in chapter 12. 

Draft Provision. 

Completion. Completion shall have occurred, as certified by the [Project 
Company] and there shall be no facts or circumstances of which the 
[Independent Engineer] is aware that would cause the [Independent Engineer], 
in the exercise of its professional judgment, to believe that [Completion] 
has not occurred. 

[9] Other Conditions Precedent. 

Generally. The lender will include other conditions precedent required 
by the unique risks of the particular project under development. 

Draft Provision. 

Additional Documents. Such other documents relating to the Project or the 
matters contemplated by this Agreement as the [Lender] may reasonably 
request. 

524.09 REPRESENTATIONS AND WARRANTIES 

Representations and warranties are discussed in chapter 13. 

524.10 COVENANTS 

[ l]  Generally. Covenants in a project finance transaction are designed: 
(i) to ensure that the project company constructs and operates the project in 
the manner contemplated in the technical and economic assumptions that 
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are the foundation of financial projections; (ii) to provide the lender with 
advance or prompt warning of a potential problem, whether political, finan- 
cial, contractual or technical; and (iii) to protect the lender's liens. These include 
covenants that the project will be constructed on schedule, within the con- 
struction budget and at agreed-upon performance levels; be operated in accor- 
dance with agreed standards; that project contracts will not be terminated or 
amended; and comply with operating budgets approved by the lender. 

Covenants in a project finance loan agreement include many of the same 
covenants required by lenders in asset based loan transactions. However, unlike 
asset based transactions, project finance loan documents are designed to closely 
monitor and regulate the activities of the project company. These include obli- 
gations to provide the lender with periodic project operating information, 
copies of notices given the project company by the host government, and notices 
of default under material project agreements. 

Other covenants in a project finance transaction will be determined by 
the industry in which the project will operate, the identity of the host coun- 
try, project economics, and the risk allocations made in the underlying proj- 
ect contracts. 

[Z] Reports on Project Construction and Completion. 

Generally. Periodic reporting on the progress of construction provides 
important information to the lender on the ability of the contractor and 
project sponsors to complete the project according to the construction sched- 
ule used as a basis for project economic projections. These reports typically 
contain information on construction progress generally; status of equipment 
orders, deliveries and installation; minutes of construction progress meet- 
ings; force majeure events; and expected dates for completion. 

The concept of completion is an important, albeit sometimes elusive, con- 
cept in project financing. It is from the date of completion that many financial 
commitments are made and released: project sponsor completion guarantees are 
terminated; loan pricing changes from rates reflective of construction risks to 
rates reflective of operating risks; since the project can now produce operating 
revenues, loan amortization begins; capital contribution agreements provide for 
the contribution of capital, or for the release of the obligation to do so; dividends 
and other payments are distributable to the project sponsors; responsibility for 
the project switches from the contractor to the operator; and so forth. 

Failure to achieve completion can result in several remedies for the lender. 
These are default and foreclosure; additional equity contributions by project 
sponsors; and application of excess cash flow to debt repayment. 

There are generally three levels of completion in a project finance trans- 
action: mechanical completion; operational completion; and final completion. 
Each has a separate purpose in the loan agreement. 
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Mechanical Completion. Mechanical completion is achieved when the 
project is completed to the project specifications. This is confirmable by achieve- 
ment of the tests outlined in the construction contract. These tests confirm safe 
operability, not necessarily performance guarantees. 

Operation Completion. Operational completion is achieved when the 
project is operated at the levels guaranteed in the construction contract, and 
within environmental requirements. These tests confirm that the project is 
capable of operation at agreed-upon levels over an extended period of time. 
These time periods vary based on the type of project, but are always designed 
to confirm long-term reliability and performance within the assumptions made 
in project financial projections (operating costs, feedstock costs, labor require- 
ments, maintenance costs, revenue produced). 

Final Completion. Final completion is the point at which all provisions 
of the construction contract have been performed. Usually, these are minor 
obligations, such as completion by the contractor of minor portions of the 
work, usually referred to as "punch list"items, releases of minor liens, and sim- 
ilar requirements. 

Draft Provision. 

At least once during each month occurring before the [Completion Date], 
[Project Company] shall provide to [Lender] a progress report setting forth 
in reasonable detail (1) the construction status of the Project, progress of 
start-up activities and the status of Contractor's adherence to the mile- 
stone schedule, (2) the status of [Governmental Approvals] necessary for 
construction of the Project, (3) the estimated [Completion Date], (4) a 
determination of whether sufficient funds remain available as [Construction 
Loans] and [Contingent Equity] in order to achieve [Completion] by the 
[Completion Date] and ( 5 )  any other critical event or circumstance which 
could have a material effect on the construction, completion and/or cost 
of the Project. 

[3] Reports on Project Operation. 

Generally. Similarly, the project company is typically obligated to pro- 
vide periodic reports on the project's operation and maintenance. While the 
content of these reports varies with the industry involved, typical requirements 
include comparisons of project operation to prior periods, unusual operating 
conditions, details on unscheduled maintenance and repairs, casualty reports, 
force majeure reports, and other data. 

Draft Provision. 

Within ;a: days after the end of each quarter ending after the [Completion 
Date], a report on the operation of the Project, in the form attached as 
Exhibit -. 
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[4] Notice of Certain Events. 

Generally. Advance warning of problems with the project is a signifi- 
cant benefit to the project lender. Project difficulties may take time to resolve, 
and the more advance notice of these that the lender obtains, the more corn- 
fortable it is with the risks in a project financing. Consequently, project finance 
loan agreements contain provisions obligating the borrower to provide notice 
of certain events, including the following: litigation against the project com- 
pany; any default or  event of default (whether with the giving of notice or pas- 
sage of time, or both) under any project contract; and any default, termination, 
cancellation, amendment, supplement or modification of any governmental 
permit, license or  concession. 

Draft Provision. 

The [Project Company] shall provide [Lender] with notice of (a) all legal 
or arbitral proceedings, and of all proceedings by or before any 
[GovernmentalPerson], and of any development relating thereto, affecting 
any [Major Project Participant] and (b) the [Project Companyl's obtain- 
ing knowledge of the commencement of any proceedings by or before any 
[Governmental Person] for the purpose of revoking, terminating, with- 
drawing, suspending, modifying or withholding any [ GovemmentaIApproval] 
necessary for the execution, delivery or performance by any [Major Project 
Participant] of its obligations, or the exercise of its rights or remedies, 
under the [Project Documents] to which such [Major Project Participant] 
is party, or for the construction or operation of the Project as contem- 
plated by the [Project Documents]. 

[ 5 ]  Maintain Existence. 

Generally. The borrower will agree to take all action necessary to preserve 
its existence. This includes such things as making required filings with govern- 
mental authorities and observing corporate or partnership formalities accord- 
ing to the laws of the jurisdiction of organization of the project company. 

Draff Provision. 

The [Project Company] shall preserve and maintain its partnership exis- 
tence in [specify jurisdiction of formation] and its rights, franchises and 
privileges in [specify jurisdiction in which Project is located] and in all juris- 
dictions where necessary in light of its business or properties. 

[6] Maintain Interest in Project. 

Generally. The project company will be obligated to maintain its own- 
ership of the project. It is also generally required that the project sponsors main- 
tain either ownership interest in the project or voting control of the project 
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company, for a negotiated period. This provides the lender with some com- 
fort that the original equity investors will continue to be involved in the proj- 
ect, and that the lender can continue to transact business with the original 
sponsors. 

Draft Provision. 

The [Project Company] shall maintain its ownership of the Project. Each 
of the [Project Sponsors] shall maintain at least a 51% voting interest in the 
[Project Company]. 

[7] Pay Taxes. 

Generally. AU taxes and other governmental charges must be paid when 
due and payable. Exceptions are usually permitted for situations in which the 
project company is contesting the tax obligation in good faith, provided it has 
set aside a reserve for payment in the event it fails in contesting the liability. 

Draft Provision. 

The [Project Company] shall pay and discharge or cause to be paid or 
discharged, all taxes, assessments and governmental charges or levies 
imposed on it or on its income or profits or on any of its property prior 
to the date on which penalties attach to its income, profits or property, and 
all lawful claims which, if unpaid, might become a Lien upon the property 
of the [Project Company] (subject to the next sentence). The [Project 
Company] shall have the right, however, to contest in good faith the valid- 
ity or amount of any such tax, assessment, charge, levy or claim by proper 
proceedings timely instituted, and may permit the taxes, assessments, 
charges, levies or daims so contested to remain unpaid during the period 
of such contest if: (a) the [Project Company] diligently prosecutes such 
contest, (b) during the period of such contest the enforcement of any con- 
tested item is effectively stayed and (c) adequate security in the form of a 
bond or other security satisfactory to the [Lender] is provided by the [Project 
Company] to the [Lender] for the payment of any contested item such that 
enforcement of any contested item is effectively stayed and any Lien aris- 
ing thereby is effectively removed. The [Project Company] will promptly 
pay any valid, final judgment enforcing any such tax, assessment, charge, 
levy or claim and cause the same to be satisfied of record. 

[8]  Compliance with Laws. 

Generally. The project company will agree to comply with all laws appli- 
cable to it and to the project. 
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Draff Provision. 

The [Project Company] shall at all times comply with, and cause the Project 
to comply with, all applicable [Governmental Approvalsj and [Governmental 
Rules]. 

[9 ]  Obtain and Maintain all Approvals, Permits and Licenses. 

GeneraIIy. Similarly, the project company will covenant that it will obtain 
and maintain all approvals, permits and licences necessary or advisable in con- 
nection with: (i) development, construction, start-up and operation of the 
project; (ii) execution, delivery, and performance of the project contracts and 
the credit documents; and (iii) taking of any action contemplated by these 
documents. 

It is important that the project lender remain abreast of project develop- 
ments. Consequently, it will require that the project company provide copies of 
all documents furnished to the project company by any governmental authority. 

Draff Provision. 

The [Project Company] shall obtain all applicable [GwernmentaZApprovalr] 
as shall now or hereafter be necessary under applicable [Governmental 
Rules] for the construction, ownership, operation or maintenance of the 
Project or the execution, delivery and pirfoirnance by the [Project Company] 
of any of the [ProjectDocuments] and shall promptly furnish copies thereof 
to the [Lender]. 

[lo] No Merger o r  Consolidation. 

Generally. The project company will agree not to merge with or  con- 
solidate with any other entity. This assures the project lender that it contin- 
ues to lend money to the entity organized for the sole purpose of owning the 
project. This is particularly important in project finance transactions, where 
lenders base credit appraisals on the feasibility of a project. 

Draft  Provision. 

The [Project Company] shall not merge into or consolidate with any Person 
or sell, lease, transfer or otherwise dispose of any of its assets other than 
sales of [describe of-take] pursuant to the [Off-takeAgreement], and equip- 
ment that is obsolete or no longer useful or necessary for the proper oper- 
ation of the Project, and sales of assets in the ordinarycourse of its business 
having a fair market value not in excess of $xxx,000 for a single transac- 
tion or $xxx,000 in the aggregate for all such sales. 
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[I 11 Engineering Standards for Construction and Operation. 

Generally. The project company will covenant to satisfy an overall stan- 
dard of care and operation consistent with the industry. An example is "in a 
proper manner in accordance with good industry practice." 

Draft Provision. 

The [Project Company] shall cause the Project to be duly constructed and 
completed in accordance with the [Gnmuction Contmct] and all [Governmental 
Approvals] and in accordance with pmdent engineering practices. 

[I21 Maintenance of Properties. 

Generally. The borrower typically covenants to maintain the projects 
and the assets in good working order, making all repairs and replacements nec- 
essary to maintain and preserve the efficiency of the project. 

Draft Provision. 

The [Project Company] shall maintain and preserve the Project and all of 
the [Project Companyl's other properties necessary or useful in the proper 
conduct of its business, in good working order and condition, ordinary 
wear and tear excepted, and in accordance with prudent and efficient util- 
ity practice. 

[I31 Environmental Compliance. 

Generally. Environmental compliance in the international context is com- 
plicated by the developing nature of environmental law. The project company 
typically agrees to comply with the laws of the jurisdiction in which the project 
is located, and to promptly give notice of any environmental hazard. 

Draft Provision. 

The [Project Company] shall operate, maintain and preserve the Project 
and all of the [Project Companyl's other properties necessary or useful in 
the proper conduct of its business, in strict compliance with all 
[Environmental Rules] and [GovernmentalApprovals]. 

[I41 Insurance and Insurance Proceeds. 

Generally. The project company will be required to obtain and main- 
tain insurance. The type of insurance coverage typically required is discussed 
in chapter 20. The insurance must satisfy the requirements of the lender con- 
cerning form, creditworthiness of insurers, suitability of named insured, loss 
payee and subrogation provisions, and other concerns. 
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Insurance proceeds are typically payable to the lender. The use of casualty 
insurance proceeds after receipt is a subject of negotiation. Typically, minor 
amounts may be used by the project company for project repair. Major amounts 
can be used for repair, but only after a showing by the project company that 
the project will continue to be feasible after the repair. 

Draft Provision. 

The [Project Company] shall maintain, or shall cause to be maintained, the 
following insurance coverages with carriers authorized to cover risks and 
licensed to underwrite policies in the [describe jurisdiction] and having a 
[Best's] rating of o r  higher as are selected by the [Project Company] 
with the approval of the [Lender] (which approval will not be unreason- 
ably withheld or delayed): [describe insurance requirements]. Also, the 
[Project Company] shall maintain, or cause to be maintained, all insurance 
required to be maintained pursuant to any other [Project Document]. 

All insurance policies required hereby covering loss or damage to the Pmject 
shall name the [Lender] as additional named insured under a lender's 
loss payable endorsement and shall provide that any payment under such 
policies for any loss or damage shall be made to the [Lender] and applied 
as provided in the [Security Agreement]. 

All liability insurance policies required hereby shall name the [Lender] and 
its assigns, subsidiaries and employees as additional insureds as their inter- 
est may appear, except for workers' compensation coverage and automo- 
bile liability coverage. 

If the [Project Company] fails to maintain insurance as required above, then 
the [Lender], in addition to its other rights hereunder, may at its option main- 
tain the required insurance and, in such event, the [Project Company] shall 
reimburse the [Lender] upon demand for the cost of such insurance together 
with interest on such cost at a rate per annum equal to [interest rate]. 

[15] Performance of Project Documents. 

Generally. The project company typically agrees to perform its obliga- 
tions under, and otherwise comply with, each of the project documents, not to 
create any default thereunder and to otherwise maintain them in full force and 
effect. 

Draft Provision. 

The [Project Company] shall perform and observe each and every provi- 
sion of the [Project Documents] in all material respects on its part to be 
performed or observed. 
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[16] Amendment, Modification, Termination, Replacement, Etc. of 
Project Documents. 

Generally. The project company will agree not to take any action to 
amend, modify o r  terminate, waive timely performance of, or  replace or  enter 
into any project contract without the consent of the project lender. In some 
situations, the project company is also precluded from electing any optional 
action under a contract. 

Exceptions to this covenant are sometimes negotiated where, for example, 
a project contract is easily replaceable or where the amendment is not mate- 
rial in cost, effect or technical implication to the project. A qualification typi- 
cally requested by the project company is that it can take any of the foregoing 
action if the amendment, modification, termination o r  waiver would not 
have a material adverse effect on the project. 

Draft Provision. 

The [Project Company] shall not enter into or consent to any amendment, 
modification or supplement of, or the exercise of any option under, any 
[Project Document] unless such amendment, supplement or waiver, or exer- 
cise of option, could not have a materially adverse effect on the [Project 
Company], the Project, the [Project Companyl's ability to perform its obli- 
gations under the [Project Documents] or the rights or remedies of the 
[ ~ e n d e r ] .  The [project  omp pan^] shall supply to the [Lender] copies of any 
such amendment, modification or supplement promptly following the exe- 
cution thereof. Notwithstanding the foregoing, the [project   om pan^] 
(a) shall not cancel or terminate any [Project Document] to which it is a 
party; (b) shall not sell, assign or otherwise dispose of (by operation of 
law or otherwise) any part of its interest in any such [Project Document]; 
(c) shall not waive any default under or breach of any such [Project 
Document] or waive, fail to enforce, forgive or release any right, interest or 
entitlement, howsoever arising, under or in respect of any such [Project 
Document] or vary or agree to the variation in any way of any material pro- 
vision of any such [Project Document] or of the performance of any mate- 
rial obligation by any other Person under any such [Project Document]; 
and ( d )  shall not petition, request or take any other legal or administra- 
tive action that seeks, or may reasonably be expected, to rescind, terminate 
or suspend any such [Project Document] or amend or modify any thereof. 

[17] Change Orders. 

Generally. Changes to  a project during the construction phase are 
inevitable. Small, insignificant changes are not usually subject to approval by 
the lender. Other changes, however, must be reviewed to determine whether 
the change affects the construction costs, construction schedule, operating 
costs, performance guarantees, and long term reliability of the project. They 
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must also be examined to confirm that they will not cause a default under 
any of the other project contracts. 

Draft Provision. 

The [Project Company] shall not enter into change orders pursuant to 
the [Construction Contract] if such change orders, in the aggregate, (a) 
change the Technical Specifications in any material adverse respect, (b) 
increase the aggregate amount payable thereunder, (c) extend or cause 
an extension of the [Scheduled Completion Date], (d) result, directly or 
indirectly, in any increase in any operation or maintenance expense in 
excess of $xx,xxx in any year, or (e) require an amendment of any other 
provision of the [Construction Contract] which is materially adverse to the 
[Project Company], the Project or the rights or remedies of the [Lender]. 

[18] Engaging in Other Business. 

Generally. The project company will agree not to engage in any busi- 
ness other than the development, construction, start-up and operation of the 
project. This restriction is important to the lender's credit decision, which is 
made on the assumption that the company will be solely operated as owner 
of the project. 

Draft Provision. 

The [Project Company] shall engage solely in the business of production 
and sale of [describe off-take]. 

[19] Indebtedness. 

Generally. Because the project lender is relying on the ability of the proj- 
ect revenues to repay the project debt, additional debt could impair the bor- 
rower's ability to make debt payments. Additional indebtedness is not permitted 
without the approval of the project lenders, or if permitted, in excess of nego- 
tiated amounts. The term "debt" is defined expansively to include all types of 
indebtedness. 

There are typical exceptions negotiated to this covenant. They include: 
indebtedness subordinated on terms acceptable to the project lender; current 
accounts and other amounts payable in the ordinary course of the project com- 
pany's business if incurred for the construction or operation of the project; 
debt not in excess at any one time of a negotiated amount; and loans by proj- 
ect sponsors, unsecured and subordinated on terms acceptable to the lender. 

Draft Provision. 

The [Project Company] shall not incur or assume any Debt other than 
(a) Debt under this Agreement, (b) Debt under the [Subordinated Loan 
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Agreement], ( c )  Debt in respect of equipment purchases up to but not 
exceeding $xxx,000 in the aggregate at any one time outstanding, (d) 
capital lease obligations permitted under [specify section], (e) Debt to the 
[Project Company] from [partners/shareholden/owners], and (f) other Debt 
in an aggregate principal amount not to exceed $x,000,000 provided that 
Debt referred to in clauses (e) and (f) shall be evidenced by documents 
incorporating subordination provisions substantially in the form of Exhibit 
a n d  otherwise in form and substance satisfactory to the [Lender]. 

[20] Liens. 

Generally. A typical lien covenant is that the borrower will not create, 
incur or suffer to exist any lien on the project assets, other than permitted liens. 
Permitted liens are generally liens imposed by law, and liens that do  not mate- 
rially impair the project assets. 

Draft Provision. 

The [Project Company] shall not create or suffer to exist any Lien on any 
of its assets securing any debt or other obligation of any Person, other than 
[Permitted Liens]. 

(211 Investments 

Generally. The project company is not permitted to make investments 
in another entity, or  to invest its own funds in any investment unless selected 
from a list approved by the lender. 

Draft Provision. 

The [Project Company] shall not directly or indirectly invest funds held by 
the [Lender] pursuant to the [Security Agreement/Disbursement 
Agreement/AccountsAgreement], other than in [Permitfed Investments] with 
maturities which will ensure that funds are available for payment of inter- 
est on a monthly basis without the incurrence of penalties. The [Project 
Company] shall not make any loan or advance (other than travel advances 
and the like to employees made, and account receivables created, in the 
ordinary course of business) to, or investment in, any Person, except for 
[Permitted Investments], or purchase or otherwise acquire the capital stock 
of, all or a substantial portion of the assets of, or any obligations of or 
any interest in, any Person. 

[22] Dividends and Restricted Payments. 

Generally. Release of profits and other distributions to the project spon- 
sors is closely controlled by the project lender. Once the money is released, 
the funds are not typically available for use at the project. An exception exists 
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where distributions are made contingent on delivery of guarantees by the proj- 
ect sponsors requiring that if funds are needed at the project for specified con- 
tingencies, such as operating cost overruns or  capital costs, the funds will be 
returned as equity contributions in the project company. 

Release of profits is typically conditioned on the following: at  the time 
of the distribution there must not exist any default or  event of default; all 
amounts required to be on deposit in various reserve accounts, such as the debt 
service reserve account or maintenance account, have been fully funded; and 
that the debt service coverage ratio for the project satisfies a negotiated amount. 

Draft Provision. 

The [Project Company] shall not declare or make any Restricted Payment; 
provided that the [Project Company] may, on [specqy distribution date], 
declare or make a Restricted Payment if on such date (the "Restricted 
Payment Date"): 

(a) no Default shall have occurred and be continuing; 
(b) all [Debt Service] then due and payable shall have been paid in full; 
(c) the balance in the [Debt Service Reserve Account] shall be at least equal 
to [amount]; 
(d) the [Debt Service Coverage Ratio] for the next quarter shall be greater 
than 1.x to 1. 

1231 Maximization of Use of Export Financing, Sponsor Support, 
Subordinated Debt 

Generally. There is often a covenant of the project company to make 
maximum use of other debt sources available to the project. These can include 
export-import financing; equity contributions from project sponsors and sub- 
ordinated debt. 

Draft Provision. 

To the fullest extent permitted under the [Export Financingiigreement], 
the [Project Company] shall use all financing provided thereunder before 
requesting any loans hereunder. 

[24] Mandatory Prepayment o n  the Occurrence of Certain Events from 
Excess Cash Flow. 

Generally. Project finance credit agreements typically contain manda- 
tory prepayment sections to address unique project risks. These provisions 
allow the lender to block distributions of profits to the project sponsors, and 
use this excess cash flow to prepay debt. 
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Alternatively, the excess cash flow is deposited in a special reserve account. 
Funds in the reserve account remain on deposit for a negotiated period of time 
during which the borrower attempts to remedy the situation that results in the 
mandatory deposit of funds. If it cannot be cured, or if the borrower fails to 
d b s o  within the negotiated period, the funds on deposit are then used to 
prepay debt. 

Examples of situations where this remedy is used include the following: 
loss of an important project contract; loss of a project permit; operating budget 
cost overruns; and failure to satisfy a minimum debt service coverage test. 

This mechanism allows the project lender to reduce its exposure and avoid 
the expense of foreclosure. It also provides the project sponsors with an incen- 
tive to correct the problem as promptly as possible. 

Drapl Provision. 

If the [Debt Service Coverage Ratio] for each of four fiscal quarters pre- 
ceding each one year anniversary of the [Completion Date], is greater than 
or equal 1.x to 1 and less than or equal to 1.x to 1 then all [Excess Cash 
Flow] may be ayplied by the [Lender] for the purpose of payment andlor 
prepayment of the [Loans] (to be ayplied pro rata according to the out- 
standing installments of such loans). 

[25] Financial Tests. 

Genera+. Financial tests, such as debt service coverage ratios, minimum 
working capital requirements, net worth, and the like are the subject of nego- 
tiation. These are tailored to the specific risks of the project and the view of the 
credit officer structuring the transaction toward the efficacy of financial tests 
in a project financing. One view is that financial tests are not useful because 
at the time triggered, the project is already in serious difficulty. Others view 
them as helpful as early indications of difficulties and establish conservative 
tests for use as an early warning mechanism. 

The debt service coverage ratio is a convenient mechanism for the proj- 
ect lender to monitor project performance and the likelihood for loan repay- 
ment. It is one meter for use in monitoring a project, however, and is seldom 
viewed by project lenders as the only necessarycovenant. This is because many 
events can occur in the life of a project that do not have immediate negative 
effects. For example, an amendment of a project contract to reduce project rev- 
enues in the later years of a project would have no effect on the coverage ratio 
for the current fiscal period.Yet, in such a scenario, the project lender may want 
to begin reserving excess cash flow for later use. 

Draft Provision. 

The [Project Company] shall not permit the [Debt Service Coverage Ratio], 
for any quarter, to be less than 1.x to 1. 
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[26] Special Milestones. 

Generally. Project due diligence may reveal one or more events that must 
be completed by specified dates if the project is to be feasible. Examples include 
dates that relate to construction deadlines, and termination dates under off- 
take purchase agreements if the project is not in commercial operation. These 
are incorporated into the loan agreement with covenants requiring the bor- 
rower to take the required action by the date specified. 

It is typical for the loan agreement to establish a date for compliance 
that is well before the date specified in the underlying project contracts. This 
gives the lender time to cure the failure itself. 

Draft Provision. 

The [Project Company] shall take all action necessary to achieve [Commercial 
Operations (as defined in the Off-take Agreement)] at least [specify num- 
ber of months] before the date required therein. 

[27] Change in the Project. 

Generally. Prohibitions on the project company altering the project 
are sometimes overlooked. Participants incorrectly believe that by prohibit- 
ing changes to the underlying project documents, they have preserved the proj- 
ect unchanged. After completion, for example, it is possible to completely alter 
the project, however, by making changes to plant capacity, production sched- 
ules and similar operating matters, without any contract changes. 

The project company can agree that it will not make any change or addi- 
tion to the project design or construction, or alter or reduce the project capac- 
ity, maintenance schedule or other operating procedures in a manner that is 
reasonably expected to reduce production below a negotiated amount. 

Draft Provision. 

The [Project Company] shall not make any change in any plan or specifi- 
cation, or otherwise change any aspect of the Project from that described 
in the [Construction Contract] without the prior consent of the [Lender]. 

[28] Project Support 

Generally. The project company covenants that it will support the proj- 
ect in all respects, including completion. It also agrees to resist any regulatory 
change that would have an adverse effect on the Project. 

Draft Provision. 

[Project Company] shall diligently complete the project in accordance with 
the design specifications approved by the Lender; take all action required 
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to meet the [set forth description of milestone dates under Project Contracts 
and performance standards to be achieved]; provide administrative support 
and personnel to the Project; provide operational support and personnel 
to the Project; and otherwise support the Project in any manner reason- 
able or necessary to ensure that the [Project Company] complies with the 
Project Contracts. In addition, the [Project Company] agrees to use its rea- 
sonable efforts to resist any proposed regulatory change that is reasonably 
expected to have a material adverse effect on the Project. 

1291 Financial Reporting 

Generally. The project company covenants that it will provide the lender 
with annual audited financial information, certified by a nationally-recognized 
accounting firm acceptable to the lender, and quarterly unaudited financial 
statements, certified by an officer of the project company, all prepared in accor- 
dance with generally accepted accounting principles consistently applied. It 
also covenants to provide the lender with access to accounting records for inspec- 
tion purposes. 

[30] Use of Proceeds 

Generally. The project company will covenant that loan proceeds will 
be used only for the development, construction, start-up and operation of 
the project. Also, it will covenant that the proceeds of each construction loan 
drawdown will be used for the purposes requested. The project lender will want 
to avoid any use of proceeds for unapproved project changes or uses. Also, if 
the construction lender approves a drawdown during construction, it desires 
that the payments due be made by the project company, not withheld for use 
as negotiating leverage to resolve a dispute between the project lender and 
another contracting party. 

Draft Provision. 

The [Project Company] shall use the proceeds of the loans solely to pay for 
the costs relating to the development, construction, construction man- 
agement, financing and performance testing and start-up of the Project in 
accordance with the [Project Documents]. The proceeds of each requisi- 
tion for funds during the [Construction Period] shall be applied as pro- 
vided in the [Construction Certijkate] delivered in respect of such requisition 
or borrowing. 

1311 Security Documents. 

Generally. The borrower will covenant that it will take all action required 
to maintain and to preserve the liens created by the security documents and 
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the priority of such liens. In addition, it covenants to provide consents to assign- 
ment in a form acceptable to the lender for any new project contracts. 

Drafr Provision. 

The [Project Company] shall take or cause to be taken all actions required 
or desirable to maintain and preserve the Liens created by the [Security 
Documents] and the senior priority of such Liens. The [Project Company] 
shall execute or cause to be executed any and all further instruments (includ- 
ing financing statements, continuation statements and similar state- 
ments with respect to any of the [Security Documents]) requested by the 
[Lender] for such purposes. 

[32] Operating Budget. 

Generally. The project company is typically required to submit an annual 
project operating budget for approval by the lender. Generally, the budget is 
submitted 60 days prior to the next operating year. Once approved, the proj- 
ect operating expenses cannot exceed the budgeted amount, plus a margin, 
without consent of the lender. 

Draft Provision. 

The [Project Company] shall, not less than xxdays prior to the beginning 
of each fiscal year, adoyt a budget of [Operating Costs], divided into monthly 
operating periods, for each such fiscal year (each, an "Operating Budget"). 
Copies of a proposed Operating Budget, or an amendment to the Operating 
~ u d ~ e t  for the remaining portion of the year covered by the most recently 
delivered Operating Budget, shall be delivered to the [Lender] not less than 
xx days before the date on which the [Project Company] is required to 
deliver an Operating Budget pursuant to the preceding sentence or the 
date on which such amendment to the Operating Budget is to become 
effective, as the case may be. The [Lender] shall have the opportunity to 
review and comment on each Operating Budget and amendment thereto. 
If a Default shall have occurred and be continuing, the [Project Company] 
shall not adoyt an Operating Budget, or any amendment.thereto, with- 
out the prior written consent of the [Lender] (which approval shall not be 
unreasonably withheld or delayed). 

[33] Accounts. 

Generally. As discussed in chapter 26, it is typical for all project revenues 
to flow through a revenue control account maintained by the project company 
at the lender. All revenues generated by project operation, liquidated damage 
payments under project contracts, and other receipts, are deposited into this 
account. The project company agrees to establish this account at closing. 
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The project company also agrees to apply the funds on deposit in  the 
revenue account in the order of an agreed-upon priority. As an example, rev- 
enue in a project could be used in the following priority: payment of operat- 
ing and maintenance expenses; payment of debt service; funding a standby 
capital repair account; funding a debt service reserve account; and profit dis- 
tributions to the project sponsors. The mechanics of this procedure is discussed 
in greater detail in chapter 26. 

Drafr Provision. 

The [Project Company] shall, forthwith upon the receipt of any [Revenues], 
pay the same in the same form as received by the [Project Company] 
(with any necessary endorsement) to the [Lender] to be held by the [Lender] 
in the [Receipt Account] subject to and in accordance with the provisions 
of the [Security AgreementlDisbursement Agreement/Account Agreement]. 

[34] Guarantee Obligations of Others. 

Generally. The project company will agree that it shall not guarantee the 
obligations of any other entity, except for those that exist under the project 
contracts. 

Draft Provision. 

The [Project Company] shall not enter into any guarantee agreement or 
otherwise guarantee the debt or obligations, performance or payment, of 
any other Person. 

(351 Sale of Assets. 

Generally. Generally, no  assets may be sold by the project company, 
except pursuant to the terms of the project contracts. An exception is permit- 
ted for assets sold in the ordinary course of business, if not in excess of a nego- 
tiated amount. 

Draft Provision. 

The [Project Company] shall not sell, lease, transfer or otherwise dispose 
of any of its assets other than sales of [describe off-take] pursuant to the 
[Off-take Agreement], sales of equipment that is obsolete or nolonger use- 
ful or necessary for the proper operation of the Project, and sales of 
assets in the ordinary course of its business having a fair market value 
not in excess of $xxx,000 for a single transaction or $xxx,000 in the aggre- 
gate for all such sales. 
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[36] Capital Expenditures. 

Generally. The project company is typically prohibited from making 
capital expenditures for the project, unless previously approved. Such a pro- 
hibition may seem counterintuitive. If the project sponsors want to invest addi- 
tional equity to make changes at the project, it may be difficult to understand 
why this is not acceptable to a lender. 

This type of prohibition is to avoid any changes inconsistent with the proj- 
ect contracts or the plans and specifications approved by the lender and its con- 
sultants. An exception is permitted if the expenditures enhance the project or to 
make repairs if such enhancement or repair would not have a material adverse 
effect on the project or  performance by the project company of the project 
contracts. 

Draft Provision. 

The [Project Company] shall not make any capital improvement that results 
in any change to any plan or specification, or otherwise changes any aspect 
of the Project from that described in the [Construction Contract] without 
the prior consent of the [Lender]. 

[37] Transactions with Affiates. 

Generally. Because the lender places restrictions on when profits can be 
distributed to the project sponsors, indirect distributions are similarly disal- 
lowed. One indirect way to do so is through above-market transactions with 
affiliates. This covenant blocks those transactions. 

Draft Provision. 

The [Project Company] shall not, except as expressly permitted by [add 
cross-reference to the covenant that permits distributions], enter into any 
transaction directly or indirectly with or for the benefit of any affiliate; 
provided that (i) the [Project Company] may enter into transactions with 
an affiliate if the monetary or business consideration arising therefrom 
would be as advantageous to the [Project Company] as the monetary or 
business consideration that the [Project Company] would obtain in a com- 
parable arm's length transaction with a Person not an affiliate. 

[38] Construction Cost Overruns. 

Generally. I t  is important t o  clearly outline the sources of money 
that can be applied if there is a construction cost overrun. A typical covenant 
obligates the project company to apply those funds in a particular order, often 
reserving for the last application the most expensive options for the project. 
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Draft  Provision. 

If the [Project Company] shall, at any time prior to the [Completion Date], 
incur [Construction Costs] in excess of $xxx,xxx,xxx ("Construction Cost 
Overruns"), the [Project Company] shall yay Construction Cost Overruns 
from the following sources in the following order of priority: (a) the first 
$x,xxx,xxx from the [Construction Contingency], (b) the next $x,xxx,xxx 
from the [Construction Cost Overrun Guarantee], and (c) any other amount 
from the (c) [Standby Equity Contribution Commitment]. 

[39] Other Covenants. 

Generally. In addition to those listed above, the loan agreement will con- 
tain other covenants, including compliance with pension laws; not enter into 
any lease agreement which in the aggregate exceeds a negotiated amount; not 
enter into any sale and leaseback arrangement; not create any subsidiary; not 
sell, lease, transfer or otherwise dispose of all or substantially all of the proj- 
ect company's properties to any other entity. 

524.1 1 EVENTS OF DEFAULT 

[I ]  Generally. Many of the events of default in a project finance credit 
transaction are similar to the defaults in other loan agreements. These include 
failure to pay principal, interest and fees; misrepresentations; breaches of the 
covenants discussed in this chapter; failure of lien creation, perfection or pri- 
ority; a judgment being entered against the project company in excess of a nego- 
tiated amount which is not vacated or paid; and insolvency or bankruptcy. 

Events of default not common in other loan transactions include failure 
to complete construction by a date certain; termination of any project contract; 
bankruptcy or insolvency of major project participants; expropriation; project 
abandonment; and revocation of permits or governmental authorizations. 

[2] Payment. 

Generally. Like other credit agreements, it is an event of default if the 
project company, as borrower, fails to make a required payment of interest or 
principal. 

Unlike most other types of financing structures, the creditworthiness of 
third parties can affect the financing. Because of this, it is common for a pay- 
ment default by another project participant under a project document to be 
included as a credit agreement default. 
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Draft Provision (Project Company). 

The [Project Company] shall default in the payment of any principal of 
or interest on any [Loan] or any [Reimbursement Obligation] or any other 
amount payable by it hereunder when due; 

Draft Provision (Project Participant). 

The [Contractor; Operator; Off-takePurchaser] shall default in the payment 
when due of any amount payable, or in the performance when due (g;iv- - ,  - 
ing effect to any applicable grace period) of any obligation to be performed, 
pursuant to the [Construction Contractor; O&MAgreemen$ Off-take Purchase 
Agreement] ; 

[3] Breach of Covenants. 

Generally. A breach of one of the covenants set forth in the credit agree- 
ment is an event of default. The lender typically provides the project com- 
pany a cure period for certain, specified covenants that are capable of cure. 

Similarly, because of the importance of the project contracts to the trans- 
action, an event of default is included for breaches of the project contracts by 
major project participants. A materiality qualification is sometimes added to  
this default. 

Draft Provision (Project Company). 

The [Project Company] shall default in the performance of any of its 
obligations under Sections [specify] (other than Sections [specify]); or 
the [Project Company] shall default in the performance of any of its obli- 
gations under Sections [specify] and such default shall remain unreme- 
died for a period of 10 days after notice of such default is delivered by 
the [Lender] to the [Project Company]; or the [Project Company] shall 
default in the performance of any of its obligations under Section [spec- 
ify] and such default shall remain unremedied for a period of 30 days 
after notice of such default is delivered by the [Lender] to the [Project 
Company]; 

Drafr Provision (Project Participant). 

Any [Major Project Participant] shall fail to perform or observe in any mate- 
rial respect any other term, covenant or agreement contained in any [Project 
Document] other than this Agreement to which such [Major Project 
Participant] is a party on its part to be performed or observed and such 
failure shall remain unremedied for 30 days; 
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[4] Breach of Representation o r  Warranty. 

Generally. A breach of one of the representations and warranties set 
forth in the credit agreement is an event of default. Since representations and 
warranties cannot be cured, no cure period is permitted. 

A breach of a representation or warranty by a major project participant is 
sometimes also added as an event of default. This is sometimes objected to by 
the project sponsor, inaccurately believing that because it has no ability to ver- 
ify those representations and warranties, it should not be a default. However, 
from the project lender's viewpoint, the representations and warranties made 
are as much a basis for the financing as those made by the project company. 
Any inaccuracy can affect, for example, the structure of the financing, o r  
even the credit decision to close the financing. The project lender will often 
include a materiality standard to this default, however, so that no default will 
exist unless the inaccuracy could have a material adverse effect on the finan- 
cial condition o r  operations, or  the prospects or  business taken as a whole. 

Draft Provision (Project Company). 

Any representation, warranty, statement or certification made by the [Project 
Company] in this Agreementiany [Project Document] to which the [Project 
Company] is party or any certificate, financial statement or other docu- 
ment furnished to the [Lender] by or on behalf of the [Project Company] 
shall prove to have been false or misleading at the time made (or deemed 
made) or furnished in any material respect; 

Draft Provision (Project Participant). 

Any representation, warranty, statement or certification made by or on 
behalf of any [Major ProjectParticipant] other than the [Project Company] 
in any [Project Document] to which such [Major Project Participant] is a 
party or any representation, warranty or statement in any certificate, finan- 
cial statement or other document furnished to the [Lender] by or on behalf 
of such [Major Project Participant] shall prove to have been false or mis- 
leading as the time made (or deemed made) or furnished in any material 
respect, the effect of which could have a material adverse effect on the 
financial condition or operations, or the prospects or business taken as a 
whole, of the [Project Company], or which materially adversely affects, or 
could materially adversely affect, the [Project Company], the [Project] or 
the ability of such [Major Project Participant] to perform its obligations 
under the [Project Documents] to which such [Major Project Participant] 
is party; 
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[5] Filing of Bankruptcy Petition. 

Generally. If the project company, any project sponsor or any major 
project participant, such as the contractor, operator, off-take purchaser or  sup- 
plier, files a petition for bankruptcy or  takes similar action, it is an event of 
default. A borrower preferred qualification to  this event of default is that 
such a filing by persons other than the project company shall not be an event 
of default unless it is reasonably expected to have a material adverse effect on 
the project or  the borrower's ability to perform its obligations under the credit 
agreement or any of the project documents. 

Draft Provision (Project Company). 

The [Project Company] shall ( 1 )  apply for or consent to the appoint- 
ment of, or the taking of possession by, a receiver, custodian, trustee or 
liquidator of itself or of all or a substantial part of its property, (2) make 
a general assignment for the benefit of its creditors, (3) commence a 
voluntary case under the [specify applicable bankruptcy code] (as now or 
hereafter in effect), (4) file a petition seeking to take advantage of any 
other law relating to bankruptcy, insolvency, reorganization, winding-up, 
or composition or readjustment of debts, (5) fail to controvert in a timely 
and appropriate manner, or acquiesce in writing to, any petition filed 
against it in an involuntary case under the [specify applicable bankruptcy 
code] or ( 6 )  take any corporate action for the purpose of affecting any 
of the foregoing; 

Draft Provision (Project Participant). 

Any [Major Project Participant] shall ( 1 )  apply for or consent to the appoint- 
ment of, or the taking of possession by, a receiver, custodian, trustee or 
liquidator of itself or of all or a substantial part of its property, (2) make 
a general assignment for the benefit of its creditors, (3) commence a 
voluntary case under the [specify applicable bankruptcy code] (as now or 
hereafter in effect), (4) file a petition seeking to take advantage of any 
other law relating to bankruptcy, insolvency, reorganization, winding-up, 
or composition or readjustment of debts, (5) fail to controvert in a timely 
and appropriate manner, or acquiesce in writing to, any petition filed 
against it in an involuntary case under the [specify applicable bankruptcy 
code] or ( 6 )  take any corporate action for the purpose of affecting any 
of the foregoing; 

[6] Commencement of Bankruptcy Proceeding. 

Generally. Similarly, it is an event of default upon the commencement 
of a bankruptcy proceeding against the project company, any project sponsor 
or any major project participant, which continues undismissed for a specified 
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period. A borrower preferred qualification to this event of default is that such 
a filing against persons other than the project company shall not  be an  event 
of default unless it is reasonably expected to  have a material adverse effect o n  
the project or  the borrower's ability to  perform its obligations under the credit 
agreement o r  any of the project documents. 

Draft Provision (Project Company). 

A proceeding or case shall be commenced, withoutthe application or con- 
sent of the [Project Company], in any court of competent jurisdiction, seek- 
ing (1) its liquidation, reorganization, dissolution or winding-up, or the 
composition or readjustment of its debts, (2) the appointment of a trustee, 
receiver, custodian, liquidator or the like of such [Project Company] or of 
all or any substantial part of its assets, or (3) similar relief in respect of 
such [Project Company] under any law relating to bankruptcy, insol- 
vency, reorganization, winding-up, or composition or adjustment of debts, 
and such uroceedine or case shall continue undismissed, or an order, judg- - . - 
mentor decree approving or ordering any of the foregoing shall be entered 
and continue unstayed and in effect, for a period of [specify number of days] 
days; or an order f i r  relief against such [Project company] shall be entered 
in an involuntary case under the [specify applicable bankruptcy code]; 

Draft Provision (Project Participant). 

A proceeding or case shall be commenced, without the application or con- 
sent of the applicable [Major Project Participant], in any court of compe- 
tent jurisdiction, seeking (1) its liquidation, reorganization, dissolution or 
winding-up, or the composition or readjustment of its debts, (2) the appoint- 
ment of a trustee, receiver, custodian, liquidator or the like of such [Major 
Project Participant] or of all or any substantial part of its assets, or (3) sim- 
ilar relief in respect of such [Major Project Participant] under any law relat- 
ing to bankruptcy, insolvency, reorganization, winding-up, or composition 
or adjustment of debts, and such proceeding or case shall continue undis- 
missed, or an order, judgment or decree approving or  ordering any of 
the foregoing shall be entered and continue unstayed and in effect, for a 
period of [specify number of days] days; or an order for relief against 
such [Major Project Participant] shall be entered in an involuntary case 
under the [specify applicable bankruptcy code]; 

[7] Judgments. 

Generally. Final judgments rendered against the project company, any 
project sponsor o r  any major project participant are considered an event of 
default. Generally, the judgments must be in  excess of a negotiated minimum 
amount. Like other events of default that include entities other than the proj- 
ect company in  their scope, a borrower i referred qualification is that such a 
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judgment filed against persons other than the project company shall not be 
an event of default unless it is reasonably expected to  have a material adverse 
effect on the project or  the borrower's ability to perform its obligations under 
the credit agreement or  any of the project documents. 

Draft Provision (Project Company). 

A final judgment or judgments for the payment of money in excess of 
$xxx,000 in the aggregate shall be rendered by a court or courts against 
the [Project Company] and the same shall not be discharged (or provi- 
sion shall not be made for such discharge), or a stay of execution thereof 
shall not be procured, within 30 days from the date of entry thereof and 
it shall not, within said period of 30 days, or such longer period during 
which execution of the same shall have been stayed, appeal therefrom 
and cause the execution thereof to be stayed during such appeal; 

Draft Provision (Project Participant). 

A final judgment or judgments for the payment of money in excess of 
$xxx,000 in the aggregate shall be rendered by a court or courts against 
any [Major Project Participant] and the same shall not be discharged (or 
provision shall not be made for such discharge), or a stay of execution 
thereof shall not be procured, within 30 days from the date of entry thereof 
and such [Major Project Participant] shall not, within said period of 30 
days, or such longer period during which execution of the same shall have 
been stayed, appeal therefrom and cause the execution thereof to be stayed 
during such appeal; 

[8 ]  Final Acceptance Date. 

Generally. It is an event of default if the project completion date, typi- 
cally called the final acceptance date, does not occur by a date certain. This date 
is selected based on the construction schedule agreed to in the construction 
contract and on  the milestone dates in major project contracts, such as an 
off-take purchase agreement. 

Draff Provision. 

The [Final Acceptance Date] shall not have occurred by [specifi date]; 

[9] Government Approvals. 

Generally. An event of default also exists if the project company fails 
to obtain, maintain, renew, replace or comply with all governmental approvals. 
The borrower will desire to limit the reach of this event of default to only those 
failures that could reasonably be expected to  have a material adverse effect on 
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the project, or  the borrower's ability to perform its obligations under the credit 
agreement or any of the project documents. 

Draft Provision. 

Any [Governmental Approval] required to be obtained shall be revoked, 
terminated, withdrawn, suspended, modified or withheld, or shall cease 
to be in full force and effect, or shall fail to be obtained when necessary, 
and such revocation, termination, withdrawal, suspension, modification, 
withholding, cessation or failure could have a materially adverse effect 
on the financial condition or operations, or the prospects or business taken 
as a whole, of the [Project Company], or which materially adversely affects, 
or which could materially adversely affect, the [Project Company], the 
Project or the ability of any [Major Project Participant] to perform its obli- 
gations under the [Project Documents] to which such [Major Project 
Participant] is party; 

Any [Governmental Person] or any Person acting under governmental 
authority shall have taken any action to condemn, seize or appropriate 
all or any substantial part of the property of the [Project Company] or to 
displace the management of the [Project Company] or to curtail its author- 
ity to conduct its business in any material respect; 

[lo] Project Contracts. 

Generally. An event of default will arise if (i) any person takes any action 
to terminate a project contract because of a default by the project company; 
(ii) any party to a project contract repudiates the contract or otherwise main- 
tains it has no obligation to perform the contract in accordance with its terms; 
(iii) a default occurs under any project contract by any party thereto; or  (iv) any 
project contract ceases to  be in full force and effect prior to the stated termina- 
tion date in such contract. The borrower will desire to limit the reach of this 
event of default to only those occurrences that could reasonably be expected to 
have a material adverse effect on the project, or the borrower's ability to perform 
its obligations under the credit agreement or any of the project documents. 

Draft Provision. 

Any [Project Document] or any provision thereof shall at any time for 
any reason cease to be valid and binding or in full force and effect or any 
party thereto (other than the [Lender]) shall so assert in any legal action 
in writing; or any material prwision of any [Projert Document] shall be 
declared to be null and void, or the validity or enforceability thereof 
shall be contested by any Person thereto (other than the [Lended) or any 
[Governmental Person]; or any person not a party to a [Project Document] 
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shall take any action to contest the validity or enforceability of such [Project 
Document] and as a result of such action any party to such [Project Document] 
shall be enjoined or otherwise prevented from performing its obligations 
thereunder; or any [Major Project Participant] shall deny that it has any or 
further liability or obligation under any such [Project Document], except 
upon fulfillment of its obligations thereunder; 

[I  I ]  Abandonment. 

Generally. Abandonment of the project by the project company is an 
event of default. Typically, however, an exception is provided for a force majeure 
event that does not last longer than a negotiated period. 

Draft Provision. 

The [Project Company] shall abandon construction of the Project or sus- 
pend, other than for Force Majeure (as defined in the Construction Contract) 
construction of the Project for a period exceeding [specify] months; 

[I21 Expropriation. 

Generally. An expropriation, whether a complete taking or  an act of 
"creeping expropriation," discussed in chapter 3, is an event of default. 

Draft Provision. 

Any [Governmental Person] or any Person acting under governmental 
authority shaU have taken any action to nationalize all or any substantial 
part of the property of the [Project Company] or to expropriate (whether 
"creeping" or de facto) all or any substantial part of the property of the 
[Project Company] or to displace the management of the [Project Company] 
or to curtail its authority to conduct its business in any material respect; 

1131 Ownership and Control. 

Generally. Failure of the project sponsors to maintain either an agreed- 
upon ownership interest in the project or  voting control of the project com- 
pany, for a negotiated period, is an event of default. This provides the lender 
with some comfort that the original equity investors will continue to be involved 
in the project, and that the lender can continue to transact business with the 
original sponsors. 

Draft Provision. 

[Project Sponsor] or a wholly-owned subsidiary of [Project Sponsor] shall 
hold, beneficially and of record, directly or indirectly, less than [spec$y]% 
of the [general partnership interests; stock] issued by the [Project Company]; 
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[14] Payment of Obligations. 

Generally It is an event of default if the project company, any project 
sponsor or any major project participant, such as the contractor, operator, off- 
take purchaser or  supplier, defaults in a payment obligation in excess of a spec- 
ified amount. A borrower preferred qualification to this event of default is that 
such a failure by persons other than the project company shall not be an 
event of default unless it is reasonably expected to have a material adverse effect 
on the project or the borrower's ability to perform its obligations under the 
credit agreement or any of the project documents. 

Draft Provision (Project Company). 

The [Project Company] shall at any time default in the payment when 
due of any principal of or interest on any of its [Debt] (other than the 
[Obligations] hereunder) aggregating at such time $mm,000 or more; or at 
any time any event specified in any note, agreement, indenture or other 
document evidencing or relating to any such [Debt] aggregating at such 
time $xxx,000 or more shall occur if the effect of such event is to cause, or 
(with the giving of any notice or the lapse of time or both) to permit the 
holder or holders of such [Debt] (or a trustee or agent on behalf of such 
holder or holders) to cause, such [Debt] to become due prior to its stated 
maturity; 

Drajl Provision (Project Participant), 

Any [Major Project Participant] shall default in the payment of any prin- 
cipal of or interest beyond any applicable period of grace on any of its 
[Debt] aggregating at such time $xxx,000 or more; or any event specified 
in any note, agreement, indenture or other document evidencing or relat- 
ing to any such [Debt] shall occur if the effect of such event is to cause, 
or (with the giving of any notice or the lapse of time or both) to permit 
the holder or holders of such (Debt] (or a trustee or agent on behalf of 
such holder or holders) to cause such debt to become due prior to its stated 
maturity; 

[15] Breach of Credit Support. 

Generally. It is an event of default if any party to a credit support doc- 
ument, such as the sovereign under a sovereign guarantee, or  any credit sup- 
port obligation under a project contract, such as a liquidated damage payment 
obligation of the contractor under the construction contract, is not paid when 
due. Also, providers of subordinated debt and parties obligated to make capi- 
tal contributions are included in the scope of this default. 
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Draft Provision. 

Any [Credit Support Document] or any provision thereof shall at any 
time for any reason cease to be valid and binding or in full force and effect 
or any party thereto (other than the [Lender]) shall so assert in any legd 
action in writing; or any material provision of any [Credit Support Document] 
shall be declared to be null and void, or the validity or enforceability thereof 
shall be contested by any Person thereto (other than the [Lender]) or any 
[Governmental Person]; or any person not a party to a [Credit Support 
Document] shall take any action to contest the validity or enforceability of 
such [Credit Support Document] and as a result of such action any party 
to such [Credit Support Document] shall be enjoined or otherwise pre- 
vented from performing its obligations thereunder; or any [Credit Support 
Provider] shall deny that it has any or further liability or obligation under 
any such [Credit Support Document], except upon fulfillment of its obli- 
gations thereunder; 

[I 61 Security Documents. 

Generally. If any security document, such as a security agreement, stock 
pledge agreement or  mortgage, ceases to be in full force and effect, or is no 
longer effective to  create a first priority lien on the collateral, then an event of 
default occurs. 

Draft Provision. 

The [Lender] shall fail to have a valid and perfected security interest in, 
and mortgage lien on, the [Collateral], subject to no prior or equal [Liens] 
(other than [Permitted Liens]); 

524.12 REMEDIES 

Remedies are particularly troublesome in a project financing because of the 
need to preserve project operability, or  to make the project operable in an expe- 
dient fashion. These are project-specific processes. 

In general, project finance loan agreements have three types of remedy 
provisions: funding remedies; retention remedies and foreclosure remedies. 
Each is crafted to address the degree of project difficulties encountered. 

The funding remedies are designed to stop additional loan advances to the 
project until a problem is resolved. This remedy is particularly helpful during 
Litigation or  a permit dispute. 

Retention remedies permit the lender to require the establishment of cash 
collateral accounts by the borrower, mandate prepayments of debt and other- 
wise restrict distributions by the project company to the project sponsors (div- 
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idends, fees, and similar amounts), pending resolution of the problem. These 
remedies are helpful with small problems, since the project sponsors will 
have an incentive to cure them quickly, and large problems where all available 
cash flow is needed to repay debt. 

Finally, foreclosure remedies are available to the lender. These include tra- 
ditional enforcement rights of any secured lender. 

$24.13 GOVERNING LAW 

Predictability is an important element of nonrecourse project financing. This 
can be increased in the context of the project finance credit agreement by 
providing that, irrespective of the location of the project, the agreement and 
related credit documents will be governed by the law of a jurisdiction with a 
developed commercial law, case law precedents and experienced judges. 

524.14 LIMITATIONS ON RECOURSE 

Exceptions to nonrecourse provisions include: limiting recourse to the con- 
struction and start-up period; withholding tax gross-ups; other tax indemni- 
ties; claims based on misrepresentation and fraud; claims based on a failure 
of the security arrangements to create valid and perfected liens on the project 
assets. The extent of the recourse is sometimes capped at a negotiated limit, 
or limited to the amount of dividends distributed to the project sponsors. 
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525.01 THE EXPORT LENDER'S PERSPECTIVE 

[I] Generally. Commercial lenders and export-import financing 
agencies have a common perspective in project financings. Like commercial 
lenders, export-import financing agencies base credit appraisals on the pro- 
jected revenues from the operation of the facility, rather than the general assets 
or the credit of the sponsor of the facility, and rely on the assets of the facility, 
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including the revenue-producing contracts and cash flow, as collateral for the 
project debt. The credit appraisal of the export-import financing agency mak- 
ing a project finance loan is therefore based on the underlying cash flow from 
the revenue-producing contracts of the project, independent of the project 
sponsor's assets. 

Unlike a commercial lender, however, the export-import financing agency 
is a political creature. They are formed to promote trade or other interests of 
an organizing country, and are generally nationalistic in purpose and nation- 
alistic and political in operation. Bureaucracy and budget constraints, like in 
any governmental agency, affect their efficiency and ability to respond to 
project financing needs. Funding for bilateral agencies generally comes from 
their organizing governments. 

[2] The OECD Consensus. Concessional financing by the world's 
governments for exports and imports affects competition, manufacturing effi- 
ciency and prices. In recognition of this, the member countries of the Organisation 
for ~cono&ic co-operation and Development (OECD) signed the %rrLgement 
on Guidelines for Officially Supported Credits."' It is also called the OECD 
Consensus. 

The OECD Consensus establishes guidelines and limits on the terms of 
export credit. In the OECD Consensus, each of the member countries agree 
to limit export credit to no more than 85% of the underlying contract value. 
Also, interest rates applicable to the financing cannot be less than the OECD 
interest rate schedules, which are semiannually revised. 

The OECD Consensus was recently amended to provide bilateral organ- 
izations with greater flexibility in project finance transactions. Chapter 21 
includes an explanation of the OECD Consensus and this amendment. 

425.02 METHODS OF EXPORT-IMPORT FINANCING 

There are three common financing methods for an export-import bank to 
use in providing funds to an importing entity, These are: direct lending; inter- 
mediary lending and interest rate equalization. 

[l] Direct Lending. The simplest structure is a traditionally docu- 
mented loan in which the borrower is the importing entity and the lender is 
the export-import bank. Most commonly, the loan is conditioned upon the 

1 The OECD has 25 full members, including Australia, Britain, Canada, France, 
Germany, Japan, Mexico, and the U.S. The member countries agree to promote eco- 
nomic growth in developing nations while expanding world trade. 
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purchase of goods or services from businesses in the organizing country. 
Loan terms are within the parameters of the OECD Consensus. 

If the loan is not conditioned upon the purchase of goods or services from 
business in the organizing country, a so-called "untied loan," international com- 
petitive bidding is required by the export-import bank. Untied loans need 
not follow the OECD Consensus, since competitive bidding replaces the need 
for its protection. 

[2] Financial Intermediary Loans (Bank-to-Bank). Another struc- 
ture is based on an indirect lending model. Under this structure, the export- 
import bank lends funds to a financial intermediary, such as a commercial bank, 
that in turn loans the funds (also commonly called relending or onlending) 
to the importing entity. 

[3] Interest Rate Equalization. Under an interest rate equalization 
structure, a commercial lender provides a loan to the importing entity at below- 
market interest rates. It, in turn, is compensated by the export-import bank for 
the difference between the below-market rate (often the OECD Consensus rate) 
and the rate the commercial lender could otherwise obtain in the market for 
its loans. 

625.03 EXPORT-IMPORT BANKS 

Export banks are described in greater detail in chapter 21. That chapter also 
contains a description of the export-import banks in the world. 

125.04 OVERVIEW OF PROJECT FINANCE EXPORT CREDITS 
AGREEMENT 

The export credit agreement used in a project financing is very similar to the 
type of agreement used by a commercial bank. There are exceptions, how- 
ever, related to the unique nature of this type of financing. These exceptions 
are summarized below. 

$25.05 SIGNIFICANT PROVISIONS OF THE PROJECT FINANCE 
EXPORT CREDITS AGREEMENT 

[I]  Currency of Loan. The loan amount and repayment terms are 
generally denominated in the currency of the export credit agency. Because the 
purpose of the loan is to purchase goods and services in the export lender's 
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country, such a denomination avoids some of the currency repayment risk in 
the transaction. 

[2] Right to Prepay. Typically the borrower has the right to prepay 
the loan anytime, without a penalty. In the commercial loan market, prepay- 
ment penalties are more likely, particularly with a loan from institutional lenders, 
such as pension funds or insurance companies. 

[3] Conditions Precedent. Conditions to the drawdown of funds are 
similar to a commercial project finance loan. However, because of the unique 
purpose of export financing, conditions are included to assure the export bank 
that funds are used to purchase goods and services from its country. An exam- 
ple is a supplier's certificate, in which the supplier of the exported good or serv- 
ice verifies the country of manufacture or origination. 

Conditions to closing are also typically similar to a commercial project 
finance loan. In addition, conditions are added for approval of the project by 
the project's host country; evidence of availability of additional debt or equity 
to pay the amount of the purchase price for the goods or services that exceeds 
the amount provided by the export bank (typically 80-85% is provided by 
the export bank); evidence of availability of foreign exchange for loan repay- 
ment; evidence of insurance coverage on the good financed, obtained from 
companies in the export bank's home country; and requirements for ocean 
shipping on a vessel flying the flag of the export bank's host country. 

[4] Representations and Warranties. In addition to representations 
and warranties found in commercial loan agreements, export credit loan 
documents include some additional provisions relating to governmentally- 
supplied funding. For example, where a tax or other treaty exempts interest 
paid to an export bank from withholding, a representation would be added to 
that effect. 

[5] Covenants. Similarly, covenants are included that are similar to 
those used in commercial loan documents. Additional covenants relating to 
governmentally-supplied funding are added, however. These include require- 
ments that proceeds be used only for goods or services manufactured or orig- 
inating in the host country; for obtaining required insurance only from insurers 
in the host country of the export bank; and other covenants required by the 
laws or regulations of the bank's host country. 

[6] Events of Default. Events of default are similar to those contained 
in commercial loan agreements. However, these are often much less extensive. 
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[4] Reinsurance 
[5] Waiver of Subrogation 
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926.12 Adapting Collateral Security Laws to a Global Economy 

526.01 THE ROLE OF COLLATERAL IN A PROJECT FINANCING 

111 Generally. The project finance structure, like most asset-based 
transactions, is centered around the assets of the borrower. Like all lenders, proj- 
ect finance lenders take collateral from a borrower so that if the loan cannot be 
repaid the collateral can be sold and the proceeds applied to loan repayment. In 
a project financing, the collateral documentation cannot be overlooked or its 
value minimized. Yet, the unlikelihood of disposition of a troubled project in a 
liquidation sale that recovers the full loan amount must be clearly understood. 

[2]  Collateral as a Defensive Tool. The project lender desires the 
right to take control of the assets necessary to operate the project, or to sell the 
entire project in a liquidation so that another entity can operate the project 
and apply the proceeds ahead of all other creditors to repayment of its loan. 
Preserving all the elements of a project are usually necessary to achieve this goal. 

Project lenders have additional goals in taking a security interest in all of 
the project company's assets. The lender desires that the project assets not be 
sold or otherwise disposed of without its consent, thereby ensuring that impor- 
tant assets are available to operate the facility, or are sold for a price that allows 
replacement. Also, for the same reason, the lender does not want any third party 
to have rights to any of the project's assets. 

Thus, although the project finance lender undertakes to achieve the abil- 
ity to sell the collateral in a foreclosure proceeding for repayment of its loan, 
the collateral package for the lender is primarily defensive in nature. This is 
because in many types of project financings the lender has little expectation of 
realizing the full value of the loan in a foreclosure sale of the collateral. 

Most projects have value only where the project is located and only if it 
is operating and producing revenue. High transaction costs and other "soft" 
costs make it extremely unlikely, in the early term of a highly-leveraged proj- 
ect loan, that the project assets could be sold for the fullvalue of the loan. Even 
in the later years, if the project sponsors cannot profitably operate the proj- 
ect, it is unlikely that anyone else can either. 

Projects located in developing countries may have a limited number of 
potential purchasers in a foreclosure sale. Not every project sponsor wants to 
own and operate a project in these countries. This is particularly true in situ- 
ations where the host country's political actions and economic policies have 
contributed to the project's demise. 
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[3] Collateral as an Offensive TOOL However, there is offensivevalue 
to the lender's collateral package. On occasion, projects are mismanaged in such 
a way that the project has value and can be sold to a third party at a price that 
permits the lender to recover the loan advanced. It is important to remember 
that most projects have value primarily because of the contracts negotiated 
to support it and the underlying financing. By taking a lien on these con- 
tracts, and obtaining properly structured rights to keep the contracts in effect 
without third party consents, the lender helps to ensure that the project has 
continuing value. 

[4] Uncertainty in Collateral Protections Available to  Lenders-You 
Can't Always Get What You Want. Beyond the value of the collateral, com- 
plicated issues exist relating to the creation of security interests in transnational 
projects. In their Uniform Commercial Code,' the states of the United States 
have one of the most developed, predictable security interest laws available to 
lenders. Lenders in transnational projects do not always enjoy the predictabil- 
ity offered in the U.S. There is no collection of international laws that govern 
the creation, perfection and priority of security interests.2 It is the rare proj- 
ect financing that does not require compliance with the security laws of the 
host country, at least for part of the collateral. The risks presented by these laws 
must be understood and the requirements complied with. 

Also of significant concern to the project lender is whether the collateral 
laws in a host country permit the lender to foreclose on and complete construction 
of, or operate, a troubled project. Not every country allows secured lenders to 
take over and operate a company. This is particularly true with concessions. 

026.02 THE COLLATERAL. PACKAGE 

[l] The "Blanketn Lien. The project lender typically receives a so- 
called "blanket" lien, which covers all the assets of the project company. That 
is, each and every asset, real or personal, tangible or intangible, of the project 
company is pledged to the lender as collateral for the loan. Also, each asset nec- 
essary for the ownership, development, construction, start-up and operation 
of the project must be owned (or leased) by the project company, so that the 
lender has a complete collateral package. 

[2] Project Cash Flow. Lenders almost always take a security inter- 
est in the cash flows generated by the project under long-term off-take agree- 

UNIFORM COMMERCIAL CODE OFFICIAL TEST AND COMMENTS (1972). 
Exceptions exist for security interests in ships and aircraft, which are governed 

by multilateral conventions. 



Project Collateral 

ments. This is usually accomplished through a cash collateral account in which 
the off-take purchaser pays all revenue into an account established by the lenders. 
The lenders then apply this money to debt service, after operating expenses 
of the project are paid. 

The value of a security interest in cash flow is not always of high signifi- 
cance. Where guaranteed payments to the project are made, such as in a take- 
or-pay contract where a third party pays the project company an agreed-upon 
amount whether or not the project operates, this approach is valuable. However, 
where payments are dependent upon the project operating, such as with a take- 
and-pay contract, the lien on cash flow is not very valuable if the project is 
not producing output; that is, cash flows only if the project operates. 

[3] Personal Property. All personal (moveable) property of the proj- 
ect company is usually part of the project lender's collateral. Examples include 
equipment, computers, vehicles, pipelines, transmission lines, and similar assets. 
In some situations these assets have value and can be sold in a foreclosure 
setting, independent of the project. 

In general, the Uniform Commercial Code ("U.C.C.") in effect in the states 
of the United States provides secured parties a reasonable degree of freedom 
in choosing the law that will govern security interests. As discussed later in this 
chapter, this is not universally true for other countries. 

Much less latitude is provided under the U.C.C. for choice of law in per- 
fection of security interests, however. Various facts must be analyzed to deter- 
mine which jurisdiction's law will govern, including the place of the borrower's 
(debtor's) formation, the borrower's places of business and the location of 
the collateral.' 

Intangiblehsets. Intangible assets important to the project are included 
in the collateral. Examples of intangible assets include technology rights and 
technology licenses. 

Pennits, Licenses and Concessions. An important part of the collateral 
package is the inclusion of permits, concessions and licenses. Local law should 
be consulted to determine whether a security interest can be obtained in 
these rights. If so, it should next be determined whether the permit, conces- 
sion or license can be transferred to the lender or its transferee, and the proj- 
ect operated again, without additional consent of the issuing governmental 
body. Neither is necessarily permitted in all countries. 

With permits, concessions and licenses, the project lender will prefer 
that the issuing entity agree to provide it with advance notice and a reasonable 
cure period before an important right is revoked. However, project lenders 
are not always successful with this requirement because of constitutional issues 

See RESTATEMENT (SECOND) OF CONFLICTS 5251 (1988). 
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and governmental interests in maintaining credibility of laws and regula- 
tions. In such cases, lenders must decide whether to assume the political risk 
involved. 

In some situations, permit consultation and cooperation agreements are 
entered into between the lender and the sovereign. These agreements provide 
assurances that before a permit, concession or license is modified or revoked, 
the issuing governmental authority will attempt to notify the lender and pro- 
vide it with opportunities to remedy any problems that the project may have. 
Neither the sovereign nor the lender undertake any liabilities under this type 
of agreement to the other; performance, in effect, is optional. 

Contracts. All of the significant project contracts, including the revenue- 
producing off-take contracts, are made part of the collateral of the lender. These 
are discussed in a later section of this chapter. 

Insurance Proceeds. The project company will be required to deliver 
to the lender an insurance program to protect the physical assets of the proj- 
ect from damage or destruction. Often, project lenders require that the bor- 
rower deliver a report of an insurance consultant to verify that the necessary 
insurance has been obtained and that the policies satisfy the requirements of 
the loan and project documents. 

If insurance proceeds are payable, it is usually required that these proceeds 
be paid directly to the project lender. The project lender, pursuant to the terms 
of the loan documents, then either uses the proceeds to prepay debt or allows 
the project company to use the proceeds for repair or replacement of the dam- 
aged facility. 

Surety Bonds. If performance bonds are required to be provided by 
the contractor pursuant to the construction contract, assignment of these bonds 
to the project lender will be required. The assignment provisions will ensure 
that payments of amounts demanded under these bonds are directly deposited 
with the lenders for debt prepayment or project completion. 

Guarantees. Guarantees, whether from project sponsors, the sovereign 
government or third parties, are also part of the collateral granted to the lenders. 
Any payments due under the guarantee are usually payablkdirectly to the lenders 
as part of the collateral arrangements. Guarantees are discussed in chapter 20. 

Liquidated Damages. Similarly, to the extent liquidated damage pay- 
ments are negotiated in construction contracts or operating agreements, these 
payment rights are also part of the collateral granted to the lenders. Any liq- 
uidated damage payments commonly are payable directly to the lenders as part 
of the collateral arrangements. The project lender, pursuant to the terms of the 
loan documents, then either uses the liquidated damages to service the debt, 
such as payment of construction period interest for construction contract 
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completion delays; prepay debt, such as for liquidated damages paid because 
of inadequate facility performance levels; or allows the project company to use 
the damages for modifications to the underperforming facility. 

Political Risk Insurance. Political risk insurance provided to the lenders 
is included in the collateral. This insurance provides protection against war, 
insurrection or revolution; expropriation, nationalization or requisition of 
assets; and non-conversion of currency and imposition of discriminatory 
exchange rates. Political risk insurance is discussed in chapter 20. 

Accounts. Finally, the project lender typically will insist on a pledge of 
the project company's interest in its bank accounts. This includes a pledge of 
its interest in the revenue account, into which all of the project's revenue will 
be directly deposited. The deposit and release of funds in these accounts is dis- 
cussed below in the section on the disbursement agreement. 

Project accounts can be established either within the host country of the 
project or offshore, depending primarily on whether the project output is for 
use in the country or for export. If for export, an offshore account is typically 
used to reduce exchange and currency risks. Offshore accounts are discussed 
below in this chapter. 

If the market for project output is domestic, an escrow or trust account 
is still helpful as a means of monitoring the project's use of cash flow. However, 
problems of foreign exchange availability and transfer of funds out of the coun- 
try remain issues. 

[4] Real Property The lender also takes a lien on the real property 
interest associated with the project, through a mortgage, deed of trust or simi- 
lar real property interest document. The real property on which the project is . .  . 

located is usually crucial to the project's continued operation. There are excep- 
tions, of course, such as electrical production projects located on moveable barges. 

526.03 COLLATERAL DOCUMENTS 

[I] Generally. Collateral documents used in a project financing are 
designed, like collateral documents in other types of loan transactions, to safe- 
guard the borrower's assets from other creditors in the event the collateral must 
be sold to recover the loans advanced. In the project finance context, how- 
ever, the collateral is typically only useful to the extent it can be operated. 
Consequently, the project lender will structure collateral documentation to 
ensure that it has the contractual rights to complete construction of an unfin- 
ished project, and to operate the project once finished, all in a manner con- 
sistent with the original plans of the project sponsor, or to sell the project to 
someone who will. To do so, of course, it must be given a lien on all of the assets 
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of the project company, including a collateral assignment of the material 
project contracts. 

[2] Personal Property Security Agreement The structure and con- 
tent of a project finance security agreement for a transnational project is sub- 
stantially similar to security agreements used for domestic project finance 
transactions. These agreements are also similar to those used for secured com- 
mercial bank financings where the borrower is a foreign entity. 

The standard type of project finance security agreement in a transnational 
project contains these familiar provisions: creation of a security interest; con- 
trol and funding of collateral accounts; mechanical provisions for the main- 
tenance and release of liens; representations and warranties; covenants; remedies 
and foreclosure on collateral; and miscellaneous provisions, including sub- 
mission to jurisdiction. In addition, the credit agreement contains provisions 
that result from the transnational structure of the financing. These include pro- 
visions relating to foreclosure in the country in which the collateral is located. 

All of the project's assets are included in the collateral given by the project 
company to the lender. These include equipment; accounts, onshore and off- 
shore; revenue and the underlying off-take contracts; permits, licenses, author- 
izations and concessions; and construction, operation and supply contracts. 

[3] Mortgage, Deed of Trust and Indenture. The mortgage provides 
the project lender with a lien on the real property interests of the project 
company. If a deed of trust or indenture is used in the host country, the real 
property interests are conveyed to a trustee that holds the trust as beneficiary 
for the project lenders. 

[4] Pledge of Ownership Interests. If a credit problem develops in 
a project finance transaction, the project lenders must have the ability to 
react quickly. As discussed elsewhere in this book, the only way for the proj- 
ect lender to receive repayment of its debt may be for the project to operate. 
Otherwise, the nonrecourse or limited recourse nature of the financing leaves 
no other source for repayment of debt. 

For maximum ability to react quickly, project lenders often require a pledge 
of the project sponsor's ownership interest in the project company. If the proj- 
ect company is organized as a corporation, a stock pledge is required. If the 
project company is a partnership, a pledge of partnership interests is required. 

It is the hope of the project lender that it can take control of the owner- 
ship interests of the project sponsors in the project company much more expe- 
diently than foreclosing on the project assets. This management control provides 
the project lender with the immediate ability to make decisions about a proj- 
ect at a time when the project sponsor may not be entirely cooperative. 
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[ 5 ]  Voting Trust. Where a project sponsor is precluded under exist- 
ing loan covenants from pledging its ownership interest in the project com- 
pany to the project lender, a voting trust may be accepted by the project 
lender as an alternative. Under this structure, the ownership interests are placed 
in a voting trust. The project sponsors retain beneficial interest in the project 
company, and voting interest except in specified circumstances. 

Upon the occurrence of a specified set of defaults, the project lenders could 
exercise the right to vote the ownership interests in a way to modify project 
management. The lenders would not have the right, however, to foreclose on 
the ownership interests or to receive dividends or other distributions arising 
from the ownership interests. Yet, management control is available. 

[6] Offshore Accounts. Creation of an offshore account, and use of 
that account for deposit of project revenues, will in general terms, protect those 
funds from other creditors of the project company. In addition, as discussed in 
chapter 20, offshore accounts and a waterfall of cash uses provide the project 
lender with regulation over the use of those funds. 

The law governing creation and perfection of security interests in an off- 
shore account is usually the law of the jurisdiction where the account is located. 
The local laws of the jurisdiction in which the project company is located should 
also be consulted, however. 

[7] Disbursement Agreement. As discussed above, the project lender 
will typically take a pledge of the project company's interest in its bank accounts. 
The deposit and release of funds in the accounts is made pursuant to the dis- 
bursement agreement. 

The project lender typically desires a great deal of control over the amounts 
deposited in the project company's accounts. The rights of the project com- 
pany and the project lender to the deposit and disbursement of these funds is 
governed by the credit agreement and the security agreement. Alternatively, 
and increasingly more common, is the use of a completely separate document, 
the disbursement agreement, which governs the parties rights to amounts in 
the various bank accounts. 

It is typical for all amounts received by the borrower as project revenue be 
deposited in a bank account pledged to the project lender as collateral. Amounts 
on deposit in this account, typically called the revenue account, may be disbursed 
according to the priority and procedure in the credit documents. 

This priority is generally referred to as a "waterfall" or "cascade:' since 
the cash (water) flows downward into a series of pools, each below the oth- 
ers, in its downward journey to the project sponsors. Each pool represents a 
project cost that must be paid or a contingency for which amounts must be 
reserved. For example, water in one pool is used to pay operating costs then 
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due, another to pay interest due, another to fund a debt service reserve account. 
The number, purpose and depth of the pools varies with the types of pay- 
ment necessary and the risks that must be addressed. 

As the water flows downward out of the revenue account, it fills each 
successive pool. Once a pool is filled, the excess water runs off the edge of the 
pool and continues down into the next pool until it is likewise filled, and so 
on. When all the pools are filled, any excess water continues to flow down 
and is given to the project sponsors as a profit distribution. 

This waterfall approach ensures that the project company adequately man- 
ages its cash needs, and prevents premature distributions of profit to project 
sponsors. The procedure is usually verified through submission to the lender 
of various certificates of compliance by the project company. 

526.04 NEGATIVE PLEDGES 

In some transnational project financings, it is not prudent, practical or legal 
for the lender to require the grant of a security interest in certain types of the 
project company's assets. In such circumstances, the project lenders rely on a 
negative pledge to provide some form of protection. A negative pledge is an 
agreement between the lender and the project company that the project com- 
pany will not create, directly or indirectly, any security interest, lien or encum- 
brance in its assets for the benefit of any other entity. 

A negative pledge provides the project lender with some comfort that no 
other lender or party will interfere with its rights to repayment. The negative 
pledge is not binding upon third parties. It does not provide legal protection 
to the lender over competing claims of other lenders or other creditors, does 
not provide the lender with a legal priority of payment over others, and does 
not confer upon the lender the right to foreclose, sell or own the borrower's 
assets. 

While the negative covenant does provide the lender with a useful claim 
against the project company if it is violated, as a practical matter, it is only effec- 
tive to the extent the project company fulfills its promise to the lender. This is 
because in most jurisdictions the security interest granted to another entity is 
enforceable by the other entity against the project lender, even though the neg- 
ative pledge is violated. Actual knowledge of the negative pledge by the entity 

- ~ 

receiving the security interest may, however, provide the project lender with a 
reasonable argument in court that the security interest is invalid. This is why, - 
in part, lenders ask their borrowers to represent that the giving of a lien does 
not violate any other agreements to which it is a party. 
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926.05 THE FLOATING LIEN 

Projects change over time; new assets are acquired and project documents are 
amended. The common law floating lien (which should not be confused with 
the floating charge, discussed below) enables a project finance lender to take 
a security interest in all of the project company's assets then-existing or there- 
after acquired, without the need for new documentation whenever an asset is 
sold or acquired. This concept is unavailable in many countries. In such coun- 
tries, local law may provide alternate, although less satisfactory, mechanisms. 

$26.06 OTHER COLLATERAL PROBLEMS 

In addition to negative pledges and floating liens, other collateral security issues 
should be considered by the project lender. These should be understood and ana- 
lyzed early in the structuring process, because each will affect the transaction struc- 
ture and could cause the lender to decline participation in the transaction. 

[ I ]  Types of Liens Allowed. The first consideration for the lender or 
contracting party to understand before entering into a project is the type of 
lien permitted by the laws of the host country and any other country that 
may be involved.* 

Common Law Countries. Generally, common law countries provide that 
a lien may be taken for collateral purposes over all assets. A floating charge is 
a lien on all of a borrower's assets, including personal and real property. It trans- 
forms (crystallizes) into a so-called fixed charge when the debtor enters liqui- 
dation proceedings, or  upon enforcement of security rights by a secured 
party following an event of default. England, New Zealand and Australia rec- 
ognize floating charges. 

While the lien floats, it is subordinate to liquidation expenses, certain taxes 
and certain labor costs. Also, prior to crystallization of the lien, the borrower 
is free to sell or otherwise deal with the collateral, making the lien applicable 
only to assets owned at the time of crystalization. 

Civil Law Countries. By contrast, civil law countries generally enact 
statutes to govern creation, perfection and priority of security interests. These 
vary from country to country to such an extent that generalizations are unwise 
and unwarranted. A word of caution: little comfort can be taken from experi- 
ence learned in one country, even a civil law country, for application to another. 

See generally, AMERICAN BAR ASSOCIATION NATIONAL INSTITUTE ON MULTINATIONAL 

COMMERCIAL INSOLVENCY (1993); INTERNAT~ONAL LOAN WORKOUTS AND BANKRUPTCIES (R. 
Gitlin & R. Mears eds., 1989). 
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Developing Countries. In developing countries, much less certainty over 
creation, perfection and priority of security interests may be available. Types 
of collateral grants and enforcement that might present difficulties for the proj- 
ect lender in projects located in developing countries include transportable 
assets, cash flows and contract rights. 

[2] Local Formalities. Local law and practice will require certain for- 
malities be adhered to in connection with lien recordation. For example, 
some civil law countries require protocolization of all security agreements. This 
is generally accomplished by a local notary translating the collateral agreement 
into the local language and inserting the agreement into the notary's "proto- 
col book," which is kept at the local registry office. An accompanying fee is 
charged, which can be significant. 

[3] Denomination of Liens in Local Currency. Local law may require 
that the documentation contain a denomination of the lien amount in the 
local currency. This is contrary to the practice in the U.S. As discussed in chap- 
ter 3, this can present a currency risk to the lender if the currency of the 
debt is different from the currency listed in the lien document. Such a riskwill 
materialize if exchange rate fluctuations create a deficiency in the stated lien 
amount in comparison to the debt outstanding which is denominated in another 
currency. 

A value maintenance provision is a common remedy to this require- 
ment. This provision imposes on the borrower an obligation to provide addi- 
tional collateral to the lender if exchange rate fluctuations reduce the collateral 
value. Another approach available in some countries is an index clause, which 
automatically adjusts the lien value based on exchange rate fluctuations. 

[4] Priorityof Lien. The lien priority rules should be clearly under- 
stood. Of particular importance are so-called hidden liens. These are liens that 
do not appear as a matter of record, but are statutory in origin. These include 
governmental liens, particularly tax liens. 

[5] Enforcement. In addition to seeking the advice of local lawyers, 
and obtaining an opinion of local lawyers that the lien is enforceable, practi- 
cal questions about enforcement should be explored. For instance, the actual 
costs of enforcement should be understood. These include legal costs, court 
taxes and other costs that may make the liens economically unenforceable. 

Also, as a practical matter, enforcement remedies may be almost nonex- 
istent in some countries. Enforcement may be limited to public auction. Possession 
of the collateral as a remedy may not be permitted. 
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[6] Foreclosure. In addition to enforceability, the mechanics of the 
foreclosure process are important. Among the questions that should be posed 
to local lawyers include the following: whether any restrictions exist on a 
lender's right to buy at foreclosure; whether a lender can bid in the debt at a 
foreclosure instead of cash; and whether a private sale is permitted in lieu of 
a public sale. 

Practical questions of enforcement that are unique to project financings 
must not be overlooked. For example, in many cases the only practical ability 
of a lender to be repaid is if the foreclosed project can continue to operate 
and be made operable. Local law should be consulted to determine whether the 
lender can operate the project upon foreclosure. Related questions include 
whether permits and governmental approvals for the operation of the project 
are assignable to the lender; and whether there are restrictions on foreign own- 
ership or operation of the project that affect foreclosure value. 

The costs and time to undertake and complete a foreclosure proceeding 
should be understood. In some countries foreclosure proceedings may take as 
long as ten years. India is an example of such a country. In others countries, 
the risk is not length of time, but the enormity of court and other costs asso- 
ciated with a foreclosure. 

Similarly, the effect of foreclosure on an infrastructure project requires 
close examination. Whether a local government will provide full cooperation 
to a foreign lender foreclosing on an important infrastructure project is, at best, 
uncertain. 

Political realities of foreclosure must not be overlooked. It may not be pos- 
sible in an infrastructure project, for example, for a lender to assume control 
of, or later sell, a concession. This right would need to be separately negotiated 
before the project finance closing. 

[7] Real Property. Most countries permit a lender to take a lien on 
real property and enjoy priority treatment in a foreclosure sale. Although the 
mechanics of the process varies by country, it is almost universal that the law 
of the place where the real property is located will govern the lender's rights. 

The ability of a foreign lender to take a lien on real property located in the 
host country, or to own it after a foreclosure, is not necessarily available in every 
country. Indonesia is an example of a country where foreign ownership is 
restricted. Local law should be examined to determine the flexibility of the 
lender. In some situations, a bank located in the host country can be used as a 
collateral trustee for the other project lenders. 

[8] The Problem of Transferability of Project Ownership and 
Operation Rights. The transferability of the right to own and operate a proj- 
ect is important in a nonrecourse or limited recourse project financing. Without 
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these rights, the lender will have very limited ability to restructure a project 
in the event of financial problems. Also, the value of the project as collateral 
will be affected to the extent there are significant limitations on transferability 
or operation. 

The host government might impose substantial restrictions on the entity 
that has the right to receive project revenues and the entity that has the right 
to have the concession, franchise, license or contractual right to operate the proj- 
ect. These restrictions are typically imposed by contract or by restrictions in the 
underlying concession, franchise or license. Also, restrictions can be found in 
statute, regulation or the host government constitution. 

[9 ]  Limited Potential Purchasers of Collateral. There is not a large 
market of potential purchasers of projects in liquidation proceedings. In some 
countries, the project may be completely unmarketable, particularly where 
country risks materialized to cause the project company loan default. 

[lo] If You Thii You're So Smart. .  . . Finally, the project lender, or 
its agent, may not be able to complete construction or operate the project any 
more quickly or efficiently than the project company. The annals of project 
finance include examples of projects foreclosed upon, or conveyed to the lender 
in lieu of foreclosure, with disastrous results. Except in extreme circumstance, 
all parties benefit when a mutually beneficial outcome is reached in which 
all the parties have a continuing economic interest in resolving the project's 
difficulties. 

$26.07 COLLATERAL TRUSTS 

It is often prudent for one lender to hold all security interests in project col- 
lateral for all lenders. This simplifies the closing process, reduces transaction 
costs and provides for efficient credit administration. Also, lenders in a syn- 
dicate change over time, as lenders transfer participation interests or entire 
rights in a loan transaction. Nonetheless, the local law of the host country might 
not recognize this and similar trust arrangements. Local lawyers should be con- 
sulted to determine whether this or alternate structures for collateral can be 
used and enforced. 

$26.08 SECURITY INTERESTS IN PROJECT CONTRACTS 

Each type of loan structure, including a project financing, requires some 
form of predictability of the effect of external events on cash flow and collat- 
eral. In a project financing, however, the recourse limitations of the loan neces- 
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sitates the combination of contractual, regulatory and other external ele- 
ments that together form a transaction that will produce sufficient cash flow 
to service debt. The importance of project finance contracts to the transac- 
tion persuades the project finance lender to require a security interest in, or 
conditional assignment of, each significant contract in the financing. 

The discussion that follows is based on U.S. law, and assumes that U.S. law 
would apply to security interests taken by the project finance lender in the proj- 
ect contracts. Even where U.S. law does not apply, the following discussion is 
extremely important for an understanding of the interplay between collateral 
and the underlying project contracts. 

[I]  Contract Assignment and Anti-Assignment Clauses. The col- 
lateral assignment of project finance contracts is sometimes resisted by the 
project participants. In some cases, project participants are reluctant to agree 
that the lender, or the lender's transferee, is entitled to perform the contract 
after a default by the project borrower under the financing documents. For 
example, if project financial difficulties result in the lender's enforcement of 
the project finance collateral and transfer of project finance contracts to the 
purchaser of the project at a foreclosure sale, the obligor may have important 
interests involved. These include such concerns as the financial posture of the 
transferee or the acceptability of the transferee from a business relationship 
v i e ~ p o i n t . ~  

The concerns of the obligor are sometimes manifest in a contract clause 
prohibiting assignment of the contract.6A typical clause requires the lender to 
consider whether the project company can grant a security interest in that con- 
tract.' Even if a security interest can be granted, the lender must consider 

5 See, e.g., Berliner Foods Corp. v. Pillsbury Co., 633 F. Supp. 557,559 (D. Md. 
1986). 

6 An assignment is a transfer of intangible rights under a contract, or a trans- 
fer of intangible rights in a claim, to the transferee. RESTATEMENT (SECOND) OF CONTRACTS 

§317(1) (1981). 
The modern view is that assignments can be freely made. The Restatement 

(Second) of Contracts 5317(2) states that: 
A contractual right can be assigned unless 

(a) the substitution of a right of the assignee for the right of the assignor would 
materially change the duty of the obligor, or materially increase the burden 
or risk imposed on him by his contract, or materially impair his chance of 
obtaining return performance, or materially reduce its value to him, or 
(b) the assignment is forbidden by statute or is otherwise inoperative on 
grounds of public policy, or 
(c) assignment is validly precluded by contract. 

RESTATEMENT (SECOND) OF CONTRACTS $317(2) (1981). Anti-assignment clauses are 
typically narrowly construed. In general, these clauses are construed as imposing a duty 
on the assignor not to assign, but the assignment is not itself held invalid. E.g., General 
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whether the security interest can be enforced by assigning the contract in  a 
foreclosure sale without violating the anti-assignment clause. If prohibited, the 
project sponsor may not  have sufficient rights in  t h e  collateral t o  create a 
valid and  enforceable security interest. 

Contracts executed for use in a project financing can be structured to antic- 
ipate the concerns of the lender by use of a project finance assignment clause. 
A sample clause is reproduced below: 

Project Finance Assignment. This Agreement shall be binding upon and 
inure to the benefit of the respective successors, transferees, and assigns of 
the Parties. No assignment of this Agreement by either Party may be made 
without the prior written consent of the other Party and unless the assignee 
assumes the full obligations of the assignor; provided, however, that this 
Agreement may be assigned without the consent of Supplier to meet any 
requirements imposed in any development or construction financing doc- 
uments, any long-term financing or substitutions thereof, or any exercise 
of rights by any Lender in this Agreement pursuant to any collateral assign- 
ment or other security agreement; provided further that if any Lender 
requests Supplier to consent in writing to such an assignment for financ- 
ing purposes even though such consent is not required hereunder, Supplier 
shall do so promptly. In the case of an assignment that does not require 
Supplier's consent, Developer's sole obligation under this Section is to pro- 
vide Supplier with notice of such assignment. 

Elec. Credit Corp.v.Xerox Corp., 112A.D.2d 30,490 N.Y.S.2d407 (1985).TheU.C.C. 
position is that an anti-assignment clause only bars delegation of duties of perform- 
ance and not assignment of rights. U.C.C. $2-210(3). 

With respect to anti-assignment clauses, the second Restatement provides: 
(1) Unless the circumstances indicate the contrary, a contract term prohibiting 
assignment of "the contract" bars only the delegation to an assignee of the per- 
formance by the assignor of a duty or condition. 
(2) A contract term prohibiting assignment of rights under the contract, unless 
a different intention is manifested, 

(a) does not forbid assignment of a right to damages for breach of the whole 
contract or a right arising out of the assignor's due performance of his entire 
obligation; 
(b) gives the obligor a right to damages for breach of the terms forbidding 
assignment but does not render the assignment ineffective; 
(c) is for the benefit of the obligor, and does not prevent the assignee from 
acquiring rights against the assignor or the obligor from discharging his 
duty as if there were no such prohibition. 

RESTATEMENT (SECOND) OF CONTRACTS $322 (1981). 
The interplay of anti-assignment clauses with governmental prohibitions in reg- 

ulations or statutes, and the ability of a debtor to create a security interest in the con- 
tract are discussed in BARKLEY CLARK, THE LAW OF SECURED TRANSACTIONS UNDERTHE 
UNIFORM COMMERCIAL CODE 11-31 (1993). See e.g., King v. Gilbert, 569 F.2d 398 (5th 
Cir. 1978) (validity of assignment in face of Federal anti-assignment statute). 
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Whenever a consent to an assignment or a transfer of a Party's interest in 
this Agreement is required, the assigning or transferring Party's assignee 
or transferee shall expressly assume, in writing, the duties and obliga- 
tions under this Agreement of the assigning or transferring Party, and 
the assigning or transferring Party shall, prior to any such consent, deliver 
to the other Party a true and correct copy of such assignment or transfer 
and assumption of duties and obligations. This paragraph shall not be 
applicable to any Lender. 

If either Party reasonably determines or is reasonably advised that any fur- 
ther instruments are necessary or desirable to carry out the intent of this 
Section, the other Party will execute and deliver all such instruments and 
take any action reasonable to effectuate the intent of this Section. The par- 
ties recognize that this Agreement is subject to review by financial insti- 
tutions for purposes of the project financing of the facility. At the request 
of Developer, Supplier shall provide to any Lender, at the expense of the 
Developer, an opinion of lawyers addressed to any such Lender concern- 
ing such matters as such Lender requests, including that (i) the execution, 
delivery and performance of this Agreement is within Supplier's power, 
has been duly authorized, and is not in conflict with any agreement to 
which Supplier is a party or by which it is bound or affected, (ii) there is 
no law, rule or regulation, nor is there any judgment, decree or order of 
any court or governmental entity binding on Supplier which would be con- 
travened by the execution, delivery, performance or enforcement of the 
Agreement, and (iii) the Agreement is a legal, valid and binding obligation 
of Supplier, enforceable against it in accordance with its terms. 

I n  the U.S., the Uniform Commercial Code ("U.C.C.") provides for the  
free alienability of contractual rights to  payments due o r  payable under the 
contract. Section 9-318(4) provides that a debtor can grant a security interest 
in the payments due under a contract, which can be enforced by the secured 
party, even if the terms of the contract prohibit the assignment.8 Notwithstanding 
the free alienability of contract rights that relate to  payments due o r  payable 
under a contract, the U.C.C. does not extend this right to  enforcing a security 
interest in  the remaining contract rights, such as the right t o  perform the 
contract, or  to assign the contract to  the purchaser of project assets in a fore- 
closure action.9 

U.C.C. 59-318(4); see generally, BARKLEY CLARK, supra n. 7, at 11-2 to 11-4 
(1993). 

9 U.C.C. 59-318. Few secured parties will be content to rely on the theory that 
anti-assignment clauses merely impose a duty on the assignor not to assign the con- 
tract, and do not render the assignment invalid. RESTATEMENT (SECOND) OF CONTRACTS 

5322(2)(b) (1981). Similarly, few will desire to rely on the theory that a court will require 
the obligor to act reasonably in consenting to an assignment. E.g., Larese v. Creamland 
Dairies, Inc., 767 F.2d 716 (10th Cir. 1985. 
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For project documents governed by English law, until 1999, a lender or 
other third party that wanted to assert rights under the contract could not do 
so. Previous to the new law's passage, such parties had to be a direct party to 
the project contract. The Contracts (Rights of Third Parties) Act 19991° per- 
mits contracting parties to create enforceable rights in favor of third parties. 
Nonetheless, it is likely the project finance lenders will continue to insist on a 
direct contractual relationship, either by becoming a party to the contract or 
through another contractual arrangement, rather than rely on a new statu- 
tory right. 

[2 ]  Consents to  Assignment: Approving Assignments and Enhancing 
the Contract's Value as Collateral. 

The Secured Party's Perspective. Secured parties overcome the prob- 
lems associated with the creation and enforcement of security interests in proj- 
ect contracts by requiring the obligor to consent to the collateral assignment 
by the project sponsor to the lender.11 The documents used are usually referred 
to as consents, consents to assignment or  direct agreements. These docu- 
ments are entered into by the project participant and the other contracting 
party. Often the project lender signs the document as well. 

In addition to the consent to the collateral assignment, the consent serves 
additional purposes, all related to preservation of the value of the contract 
as collateral. First, it protects the lender from a contract termination through 
an agreement made by the other party that it will not take any action to ter- 
minate the underlying contract without first giving the lender notice and an 
opportunity to cure the breach. Second, in a project default and foreclosure 
situation, it provides the lender the right to "step into the shoes" of the proj- 
ect company and assume its contractual obligations, or allow the transfer to 
a new project company that purchases the project from the lender. This is an 
extremely important right because of the significance of contracts to the over- 
all project success. Without this right, the lender would face an immediate 
decline in the value of the project and be held hostage to the demands of the 
contracting party. 

' 0  Contracts (Rights of Third Parties) Act 1999 (England 1999). 
' 1  The general rule of assignments is that an assignee assumes the assignor's per- 

formance obligations. RESTATEMENT (SECOND) OF CONTRACTS $328 (1981); U.C.C.52 lO(4). 
But  see Langel v. Betz, 250 N.Y. 159,164 N.E. 890 (1928)(presumption that assignee 
does not assume performance obligations in a contract for the transfer of an interest 
in land). An exception applies to the assignment of a security interest in a contract. In 
such a case, the collateral assignment does not necessarily transfer the performance 
obligations (neither contract nor tort) to the secured party. RESTATEMENT (SECOND) CON- 
TRACTS $328 comment b (1981); U.C.C. $52-210(4), 9-317. 
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The executory nature of project contracts impairs their value as collat- 
eral.12 For example, the collateral value of project contracts to the lender is 
dependent upon the terms of the contract and the defenses to payment and 
performance that arise under the contract. Thus, the lender must undertake 
due diligence to understand the contract terms, and carefully monitor contract 
performance. 

For example, as discussed in chapter 18, because of the importance of 
the project to the off-take purchaser, milestones are often included in off-take 
agreements. Failure to satisfy these milestones can result in reduced sales prices, 
contract damages and contract termination. Consequently, the lender will be 
interested in whether all milestones have been satisfied, and will typically require 
a verification in the consent to that effect. 

The typical consent contains provisions relating to the modification or  
amendment of the contract. Since the secured party in a project financing is 
not a party to  the underlying contract, the obligor and the project sponsor 
are free to amend and modify the contract. Thus, the secured party typically 
requires advance approval of all amendments to  the contract and waivers.13 
Moreover, the secured party typically requires an agreement by the obligor not 
to amend o r  otherwise modify the contract without obtaining the advance 
approval of the secured party, and that no amendment or  modification will 
be valid without the secured party's consent. 

Similarly, the typical consent contains a requirement that the obligor pro- 
vide notice to the secured party if an event of default occurs under the con- 
tract. Since the obligor's performance requirements are subject to the adherence 
by the project sponsor to the contract terms, the secured party must monitor 
the events that excuse the obligor from performance.14 

l2 See generally, Roger D. Feldman & Scott L. Hoffman, Basic Concepts of Project 
Finance Documentation: Risk Allocation, Drafh'ng, and Regulatory Considerations for 
Power Sales and Fuel Supply Contmcts, in PROJEC~ FINANCING, 1987, at 433-34 (PLI REAL 

EST. L. & PRACTICE COURSE HANDBOOK SERIES NO. 297,1987). 
13 See U.C.C. $9-318(2), which gives effect to any modification or substitution 

made in good faith in accordance with reasonable commercial standards. The section 
also provides that the assignee-lender takes rights under the new or substituted con- 
tract pursuant to a modification between the obligor and the assignor-project sponsor. 
Good faith means honesty in fact. $1-201(19). 

U.C.C. $9-318(2) provides the secured party with "corresponding rights under 
the modified or substituted contract." Note that Comment 2 to U.C.C. 59-318(2) 
suggests that a modification of the contract also includes a termination. 

14 See U.C.C. $9-318(1)(a), which subjects the secured party in a receivables 
financing to all terms of the underlying executory contract. See e.g., James Talcott, 
Inc. v. H. Corenzwit & Co., 387 A.2d 350 (N.J. 1978). Accord RESTATEMENT (SECOND) 
OF CONTRACTS §336(2) comment C. 

Note that U.C.C. $9-318(1) refers only to sales contracts. One commentator has 
suggested that the reference to sales contracts is a drafting error and "courts by anal- 
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The secured party typically desires other goals in obtaining the consent to 
enhance the value of the contract as collateral. These include an allocation of 
responsibility for prior defaults by the project sponsor, and a series of repre- 
sentations related to the execution, delivery, validity, legality, binding effect and 
default status of the contract at the time of the closing of the loan transac- 
tion. Also included are representations related to the terms and status of the 
contract, such as that all conditions precedent to contract performance are ful- 
filled, and that no prior assignments or collateral assignments have been made. 

The Contracting Party's Perspective. The contracting parties typically 
are not keen on the idea of waiving rights, extending notice periods, award- 
ing cure rights and providing other protections to the project lenders with- 
out obtaining anything in return. They do benefit, of course, since these consents 
are a fundamental element of project financings and lenders insist upon them. 
In most cases, there will be no project unless the contracting party cooperates 
with the lender's requirements. 

The Project Company's Perspective. Most of the project company's atten- 
tion is directed to the credit agreement, which governs the rights of the lender 
following an event of default or acceleration. It often watches with nervous 
apprehension as the lender and the contracting parties negotiate the consent 
documents. Some, however, take a more pro-active approach, and stay involved 
in the negotiation of these documents. 

The project company is not without risk in the consent. Consents must 
be carefully drafted so that the lender's rights are as limited as possible. For 
example, the lender will have an interest in the project and its contracts only 
as long as its debt is outstanding. Its step-in rights should therefore be lim- 
ited to that period. After the debt is repaid, the project company should have 
the right to receive an assignment of the contractual rights from the lender. 
One way to structure this right is for the project company to retain rights under 
the contract that are effective only when the debt is fully paid. 

The Host Government's Perspective. The host government has its own 
interests in the area of consents and step-in rights. As discussed in an earlier 
section of this chapter, project lenders desire the same types of collateral preser- 
vation protections in the area of permits, licenses and concessions as they do 
with contracts. 

If the project is particularly significant to the host country's infrastruc- 
ture or economy, further complications arise. The host country will often 
also desire its own step-in rights to preserve the value of the project. A pri- 
vate off-take purchaser may have a similar concern if the off-take produced is 
important to its success. 

ogy should extend the rationale to any agreement which may be the subject of an Article 
9 assignment." BARKLEY CLARK, supra n. 7, at 11-21. 

586 
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In general, any of these entities may step into the shoes of the project com- 
pany and operate the project. If the host government or off-take purchaser does 
so first, it typically must assume responsibility for, and repay, the project loans. 
If the lender steps in first, it must assume responsibility for, and perform, the 
agreement with the host government (the concession), or  the off-take purchaser 
must perform under the off-take agreement), as the case may be. 

[3] The Project Finance Lender's Rights Under U.C.C. $9-318. In 
addition to a security interest in the project contracts, some project financings 
are structured to provide the lender with an immediate assignment of revenues 
due under the revenue-producing contracts as permitted by U.C.C. 59-318.15 
Pursuant to that section, the secured party is typically required to notify the 
obligor to  make all payments due the project sponsor to a project operating 
account held by the lender for the project sponsor. The lender is directed to 
transfer funds from the operating account to pay debt service and operating 
expenses. Excess funds are distributed to the project owners. 

Section 9-318 is also significant to the project finance lender in the situ- 
ation where the lender desires to protect collateral at some date after the clos- 
ing. The situation may develop where the lender anticipates financial difficulties 
for the project and desires direct possession of the funds. 

Although a complete discussion of financing executory contracts is beyond 
the scope of this article,l6 the major issues are briefly summarized. The U.C.C. 
generally provides that the other contracting party (the "account debtor") must 
pay the secured party amounts otherwise due the project company if the account 
debtor receives notice.17 The consent of the account debtor is not required.18 
Perfection, of course, is secured by filing, typically with the secretary of state.19 

'5 U.C.C. $9-318(3). If the account debtor fails to direct payments to the secured 
party, it has a risk of double liability, in which payments made incorrectly must be made 
again to the secured party. E.g., Bank of Commerce v. Intermountain Gas CO., 523 
P.2d 1375 (Idaho 1974). There is no authority which clearly permits the secured party 
to sue the account debtor directly for funds due the assignee and not paid to either 
the assignee or the assignor. This issue is usually addressed in the security agreement 
and is included as a default in the loan agreement. 

l6 See generally, BARKLEY CLARK, supra n. 7 at 11-2 to 1143. 
'7 U.C.C. $9-318(4). After notice is received, the account debtor must make pay- 

ments only to the assignee. Thus, the account debtor has a risk of double liability if 
the incorrect party is paid. Section 9-318(3) sets forth the requirements of the notice. 

l 8  An anti-assignment clause is not enforceable against the assignee on the assign- 
ability of executory contract rights. U.C.C. $9-318(4). The general common law rules 
relating to assignment of contract rights will apply to contracts outside the scope of 
Article 9, however. E.g. Paul v. Chromalytics Corp., 343 A.2d 622 (Del. Super. 1975)(sale 
of business). 

19 U.C.C. $09-302(1); 9-401. 
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The concerns of the project finance lender with direct receipt of funds due 
under a project contract are similar to the concerns discussed earlier in the 
context of taking a security interest in the contract itself. That is, the other 
party to the contract may have excuses to performance that arise from the 
conduct of the borrower or otherwise from the contract including 
modification or amendment of the contract made in good faith and in accor- 
dance with reasonable commercial standards.21 Further, the lender is sub- 
ject to any "defense or claim" that arises independent of the contract and 
accrues to the obligor before it receives notice of the assignment.22 Diligence 
and security agreement provisions are therefore required to protect the lender 
from these risks. 

With respect to subjecting the project finance lender to the terms of the 
contract, a prudent lender will apply a thorough knowledge of contract law, 
coupled with the business risks of the industry involved in the contract, to ana- 
lyze the risk. For example, a long-term open price contract for the produc- 
tion of the project, while enforceable under the U.C.C., may present an 
unacceptable business risk to the lender if price stability is not sufficiently pre- 
dictable. Additional contract term risks are discussed in the next section. 

The risk of contract modification or amendment is not limited to for- 
mal written documents. Since the U.C.C. contemplates modifications with- 
out consideration, the.parties can change basic contract terms, such as the 
quality of the goods delivered, and thereby increase the lender's risks.23 While 
events of default can be drafted to guard against this risk, the practical pro- 
tection is dubious. Similarly, the ability to persuade the account debtor to agree 
not to mod i i  or amend the contract without the secured party's consent is not 
always present. 

Perhaps the most significant riskconcerns the defenses or claims that arise 
from the contract. For example, the secured party bears the risk that the proj- 
ect sponsor delivers nonconforming goods or services. Unless the account debtor 
has agreed not to assert any defenses24 the revenue stream will be affected by 
a contract breach, either by nonpayment, asserting defenses to complete pay- 
ment, or setoff against payments still due. 

zo U.C.C. 59-318(l)(a). 
2' Id. $9-318(2). 
22 Id. $9-318(1)(b). See e.g., Central State Bankv. State of NewYork, 73 Misc. 2d 

128,341 N.Y.S.2d 322 (N.Y. Ct. C1. 1973). 
23 Id. $2-209(1). 
24 Id. 559-206; 9-318(1). For a discussion of the effect of a "cutoff clause in 

which all defenses are waived by the other contract party, see In re O.P.M. Leasing Sew., 
Inc., 21 B.R. 993 (S.D.N.Y. Bankr. 1982). 
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[4] The Project Finance Lender's Liability for Obligations Arising 
Under Assigned Contracts. U.C.C. 59-317 provides that the secured party 
is not subject to affirmative liability arising from the performance of the con- 
tract by the project sponsor merely because of the security intere~t.~5 Thus, the 
secured party is not responsible for damages owed to  the account debtor, 
such as consequential damages arising from defective goods delivered by the 
assignor to the account debtor. 

There are a few decisions in which affirmative liability is imposed on the 
secured party for contract breach by the assignor.26 In each decision, how- 
ever, the secured party was actively involved in the contract administration and 
thereby had knowledge of the potential liability.27 

$26.09 OFFSHORE COLLATERAL ACCOUhTS 

If the project receives foreign exchange as part of the project revenue, cre- 
ation of an offshore collateral account is sometimes required by the project 
lender.28 Under an offshore collateral account structure, the project's off-take 
purchaser, pursuant to an agreement between the off-take purchaser and the 
project sponsor, agrees, irrevocably, to make payments in foreign exchange 
directly to  the offshore account. The offshore collateral account is part of the 
lender's collateral for the project loan. It is structured to  include reserves for 
debt service and operating costs payable in foreign exchange. Periodically, 
amounts on deposit in the offshore account are used to pay interest and prin- 
cipal on  project debt and fund reserve accounts, and the balance is distrib- 
uted to the project sponsors. 

25 U.C.C. $9-317. See, e.g., Michelin Tires (Canada) Ltd v. First Nat'l Bank of 
Boston, 666 E2d 673 (1st Cir. 1981); Marron v. H.O. Penn Mach. Co., 518 F. Supp. 1069 
(D. Conn. 1981). 

26 These decisions rely on a broad interpretation of the "defense or claim" lan- 
guage in U.C.C. 59-318. E.g. K Mart Corp. v. First Pa. Bank, 29 U.C.C. Rep. 701 (Pa. 
C.P. 1980)(supply contract; assignee required to return payments to account debtor); 
Farmers Acceptance Corp. v. DeLozier, 496 P.2d 1016 (Colo. 1972)(real estate con- 
struction contract; assignee required to return payments after breach by assignee); con- 
tra Phil Greer & Assoc., Inc. v. Continental Bank,41 U.C.C. Rep. 659 (E.D. Pa. 1985)(supply 
contract). Seegenerdly, B. BARKLEY CLARK, supra n. 7,ll-22 to 11-27; S11-9 to S11-13. 

27 See Michelin Tires (Canada) Ltd. v. First Nat'l Bank of Boston, 666 E2d 673 
(1st Cir. 1981). 

If the project company is "controlled" by the host country government, agree- 
ments between the host country and the World Bank should be consulted. Section 9.03 
of the standard loan agreement of the World Bank contains a negative pledge that 
prohibits member countries from creating liens on "public assets:' which are defined 
as assets of the member country or any entity controlled by the member country. 
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Typically, the host country central bank will need to approve the amount 
of foreign exchange that can be retained off-shore. The amount is usually related 
to the amount of operating costs and debt service payments that must be made 
in foreign exchange over a brief period of time (3  months to one year is the 
customary range). All governmental approvals for creating and maintaining 
the offshore account must be obtained. 

Creation of security interests in both the receivables due from off-take 
purchasers and the offshore collateral account, and perfection of the lien on 
that collateral, is an important consideration in structuring an offshore col- 
lateral account. A primary consideration is the law that will govern the creation 
and perfection of these security interests. Among the laws that may govern 
are the local law, countries in which the off-take purchasers are located and the 
country where the account is physically located. It is preferable to take all steps 
necessary to perfect a security interest in all jurisdictions with a plausible inter- 
est in adjudicating conflicts over the collateral. In addition, the off-take pur- 
chaser that makes payments into the offshore account should irrevocably agree 
to make payments to the offshore account, and acknowledge the security inter- 
est of the project lenders. 

926.10 INTERCREDITOR AGREEMENTS 

[ I ]  Generally. Intercreditor issues arise when two or more credi- 
tors are provided rights to receive payments of principal and interest from, or 
access to collateral owned by, the same debtor. In a project finance context, 
intercreditor arrangements are particularly important because of the likelihood 
of multiple lenders. 

Even where multiple creditors do not exist at the early stages of a proj- 
ect, project financings are sometimes structured to contemplate the addition 
of other lenders to provide financing for working capital, cost overruns or cap- 
ital improvements. The terms of this type of financing can be structured into 
the documents, such as rights of foreclosure, maximum interest rates and sub- 
ordination, to name a few. 

In projects with multiple lenders, either existing or contemplated, the par- 
ties need to address the creditor relationships if a default occurs. Issues include 
the right to receive payments of principal and interest, consent rights over 
changes to material project contracts and financing documents, standstill peri- 
ods, waivers, acceleration, and foreclosure. 

International project financings are often structured with a host of lenders, 
including multilaterals, bilaterals, commercial lenders and bond owners. The 
funding priorities and rights of the parties are negotiated at the early stages 
of project financing. 
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[2] Goals of Lenders in an Intercreditor Relationship. The goals 
of lenders in an intercreditor arrangement are to protect their own individual 
autonomy, while creating a flexible structure that results in fast decision- 
making. Because of the need of the project to operate, tactics that could result 
in one lender withholding a needed approval, or procedures that could result 
in expensive workouts, are avoided. 

Some of the disputes in intercreditor relations can be avoided by defer- 
ring decisions to technical experts, where appropriate. Also, selection of an 
intercreditor agent, with authority to decide certain defined matters, can help 
minimize needless delays. Finally, the existence of a large creditor, with enough 
voting power to determine outcomes, might be beneficial to small creditors, as 
well as to the project company. 

[3] m i c a 1  Intercreditor Arrangements. 

Generally. Intercreditor arrangements vary from transaction to trans- 
action, depending on such factors as: percentages of debt provided by each 
lending source; policies of multilateral and bilateral participants; and whether 
subordinated debt is included in the financing structure. An intercreditor agree- 
ment is executed to set forth the rights and priorities of the various lenders to 
the cash flow of the project company. 

An intercreditor agreement in a project financing is similar to intercred- 
itor agreements used in other types of multi-lender financing arrangements. 
The major differences relate to the following: (i) the nonrecourse, or limited 
recourse, nature of the financing; and (ii) the importance of project contracts 
to the feasibility of the financing. 

Nonrecourse Nature ofProject Debt. Because the debt in a project financ- 
ing is nonrecourse, or of limited recourse, to the lenders, they pay particular 
attention to the amount and terms of debt provided by all lenders. Any lender 
that increases the principal amount of its debt, thereby increasing project debt 
service costs, could affect the ability of the project to pay debt service to other 
lenders. A similar result could occur if a lender increases the interest it charges 
the project company. Consequently, project lenders pay more attention to block- 
ing such changes than in many other types of financing. 

Project Contracts. Similarly, because the underlying project contracts 
are important to project feasibility, the lenders will desire the right to consent 
to a change in any of the project contracts. The percentage of lenders that must 
consent varies, with 100% approval rare. 

[4] Insurance. Where an insurer makes a payment on an insurance 
policy, intercreditor issues arise. This is because the insurer, as a condition to 
payment, steps into the position of the project company with respect to the 
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claim made, either by assignment or subrogation. In a project finance con- 
text, however, this right of assignment or right of subrogation presents inter- 
creditor problems. These include the right of the project lender to pursue the 
same claims; effects of existing liens in favor of the project lender on the 
right of the borrower to pursue claims; and possible conflicting provisions in 
other project contracts, such as a sponsor completion guarantee that excuses 
the project sponsor from completion obligations in exchange for a collateral 
assignment to the lender of the underlying claim. Issues such as these are 
particularly acute in large loss situations, such as by expropriation. In the expro- 
priation context, the project participants will need to agree on how to share 
insurance proceeds, management of claims and decision-making on claims set- 
tlements. 

[S] General Terms of 1ntercreditorAgreement.s. Except as discussed 
above, the terms of intercreditor agreements used in a project financing are 
very similar to those found in other financings. These include the following: 
agreement on priority of use of funds and loan drawdown procedures; voting 
rights, waivers and consents; sharing of payments, including optional and 
mandatory prepayments; sharing of collateral; cross-default rights; coordinated 
foreclosure procedures; and administrative powers in a single institution, as 
agent. The project collateral is held by one institution as collateral agent or 
trustee for all lenders. 

926.1 1 COMMERCIAL INSURANCE 

The project finance lender will require that the project company assign to it, 
as collateral security, all insurance proceeds and policies. This, of course, 
does not harm the insurer, but does provide the lender with protection from 
any other creditors of the project company.29 

- - 

7.9 If U.S. law governs the project debt documents, the creation and perfection 
of a security interest in insurance is governed by article 9 of the UCC. By its terms, 
U.C.C. article 9, in New York, does not apply to "a transfer of an interest or a claim in 
or under any policy of insurance . . . except as provided with respect to proceeds and 
priorities in proceeds." Thus, creation and perfection of a security interest in an 
insurance policy is by a pledge and possession of the policy. U.C.C. 59-104. 

Article 9 also provides that "insurance payable by reason of loss or damage to 
the collateral is proceeds, except to the extent that it is payable to a person other than 
a party to the security agreement."U.C.C. 59-306. It is uncertain in NewYork whether 
delay insurance and business interruption insurance constitute "insurance payable by 
reason of loss or damage to the collateral," and therefore whether creation and per- 
fection of a security interest is governed by the common law or article 9 of the U.C.C. 
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Because the insurance protection package is so important to the project 
lender, it will require protection against a loss of the coverage and certain addi- 
tional rights. These are discussed below. 

Additional Insured. An additional insured30 is any entity, other than the 
project company, that receives certain contractual benefits of an "insured" under 
the policy. The mere designation of additional insured status does not bur- 
den the project lender with any obligation to pay premiums, although it can 
elect to do so to preserve its collateral. 

Once the project lender is listed as such under the project company's 
policy, the lender is treated the same as if it was separately covered. Importantly, 
however, the lender would not be paid insurance proceeds under the policy 
unless it is also listed as the loss payee. 

Loss Payee. Once listed as a loss payee, insurance proceeds payable as a 
result of an insured loss will be made to the project lender first." Typically, the 
loss payee clause states that insurance proceeds are paid to the project com- 
pany and the project lender, as their interests may appear. This structure pro- 
vides the project lender with control of insurance proceeds, up to the amount 
of the debt. The debt documents will then determine whether the proceeds will 
be used to repair or rebuild the project, or be used to prepay principal on the 
underlying project indebtedness. Of course, neither the project company nor 
the lender would receive proceeds under third party liability insurance. As with 
additional insured status, loss payee status does not impose upon the lender 
any responsibility for premium payment. 

Non-Vitiation Clauses. In addition to named insured and loss payee pro- 
tections, the project lender will also require that commercial insurance contain 
a non-vitiation (or breach of condition) clause. In general, an insurer can void 
an insurance policy on the basis of misrepresentation, non-disclosure or breach 
of warranty by the insured, or on the basis of mistake. Each of these are very 
difficult for the project lender to determine in its due diligence process, and 
impractical to monitor during the term of the loan. A non-vitiation provision 
prevents the insurer from voiding a policy, or refusing to make a payment to 
the lender as loss payee. These provisions are difficult to negotiate, and their avail- 
ability is influenced greatly by changing insurance market conditions. 

Reinsurance. Some emerging market countries require that project com- 
panies procure insurance within the host country. Alternatively, exchange con- 

30 An additional named insured is the term sometimes applied to a beneficiary 
of an existing insurance policy, while additional insuredis the term applied to a bene- 
ficiary included in the policy when the policy is first issued. They are often used 
interchangeably. 

31 Sometimes, the project debt documents allow a pre-agreed small amount to 
be paid directly to the project company for minor claims. 
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trols in the host country may have the practical effect of requiring that insur- 
ance be obtained in the host country. However, the project lender may deter- 
mine that the creditworthiness of the host country insurer is insufficient. Also, 
the laws, court system or other local risks may make the lender similarly uncom- 
fortable with a local insurer. In these situations, the project lender may require 
that all or most of the insurance program be reinsured in the international 
insurance marketplace. 

A reinsurance program does not provide any contract rights between 
the reinsurer and the project company or lender. It is, in simplest terms, an 
indemnity agreement between the insurer and the reinsurer. For direct con- 
tract privity to exist, a reinsurance cut-through provision must be included 
as an endorsement to the project company's policy. 

Cut-through endorsements are available in several varieties. The complete 
cut-through endorsement redirects the payment of reinsurance proceeds from 
the insurer to a named beneficiary. A cut-through guarantee endorsement redi- 
rects the payment in the same way, and also covers the payment of proceeds 
attributable to the exposure retained by the primary insured. 

It is in an insolvency situation that the cut-through is of great importance. 
If the primary insurer becomes insolvent, this endorsement redirects payments 
to the project lender, not the primary insurer (and its creditors), subject to local 
insolvency laws. 

Waiver ojSubrogafion. A waiver of subrogation clause is customarily 
required in project finance. In general, upon payment, an insurer becomes sub- 
rogated to all the rights that its insured had against a third party. That is, the 
insurer can pursue the third party responsible for the loss in order to recover 
the insurance proceeds paid to the insured. The project lender does not want 
the insurer to pursue any such claims against the lender or the project company. 

Other Insurance Issues. The project finance lender will also require that 
the project company comply with other matters related to insurance, such as: 
submission of evidence of payment of premiums; agreement by the insur- 
ance company that it will provide the lender with advance knowledge of pol- 
icy cancellation, nonpayment of premiums and policy amendment, pursuant 
to a notice of cancellation or change clause; and an agreement that the lender 
will have no liability for unpaid premiums, but will have the option to pay them 
if the project company does not. 

426.12 ADAPTING COLLATERAL SECURITY LAWS TO A GLOBAL 
ECONOMY 

The law of secured credit has been, in large part, a domestic law in every 
jurisdiction that has provided secured lending protections to the lender. 
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Difficulties presented by secured transactions in a global economy, and in par- 
ticular, international project finance, have presented new challenges. In 1998, 
in the United States, the American Law Institute and the National Conference 
of Commissioners of Uniform State Laws responded with a revision of Article 
9 to the Uniform Commercial Code. In a similar development, the United 
Nations Commission on International Trade Law (UNCITRAL) drafted a 
Convention on Assignment in Receivables Financing to govern cross-border 
receivables financing. A complete discussion of both of these proposals is beyond 
the scope of this edition of the book, and until adopted32 are of limited ana- 
lytical value to this discussion. Nonetheless, several recent, scholarly com- 
mentaries are available.33 

32 AS of June 2001, the revisions to article 9 had not been adopted in NewYork. 
33 Ryan E. Bull, Operation of the New Article 9 Choice of Law Regime in an 

International Context, 78 TEX. L. REV. 679 (2000); Carl S. Bjerre, International Project 
Finance Transactions: Selectedlssues Under Revised Article 9,73 AM. BANKR. L.J. 261 (1999); 
Neil B. Cohen, Internationalizing the Law of Secured Credit: Perspectivesfrom the U.S. 
Experience, 20 U .  PA. J. INTL ECON. L. 423 (1999); Steven L. Schwarcz, Towards a Centralized 
Perfection System for Cross-Border Receivables Financing, 20 U.  PA. J. INT'L ECON. L. 455 
(1999); Edwin E. Smith, The Drafi UNCITRAL Convention on Assignment in Receivables 
Financing: A Brief Overview, 20 U. PA. J. INTL ECON. L. 477 (1999). 
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527.01 GENERALLY 

A project company is often owned by more than one entity. This may be due 
to a need to combine several project participants, each with differing financial, 
management, operational and technical resources and skills, to develop a suc- 
cessful project. For example, one project participant could have excellent expe- 
rience and skill in construction of the planned facility, but no knowledge about 
the long-term market risks associated with the facility's output. 

Also, the need for large equity contributions in infrastructure projects 
may require that several companies partner together to pool resources. The 
amount of equity that is required for a project, coupled with the political 
and other risks involved in the project, could strain the funding abilities of 
any one participant. 

The decision to partner together may also be based in a need to share equity 
ownership with local investors in the host country. In some countries, local law 
requires that a domestic equity partner must be included with foreign investors 
in a project. Irrespective of local law requirements, a local partner is often 
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important to the success of a project, since that entity if commercially experi- 
enced and well-connected, can help reduce political risks. 

Aside from these necessities for multiple partner involvement, the addi- 
tion of new equity participants increases the complexity of ownership. Each 
equity participant may have different investment goals for the capital con- 
tributed. These may include different accounting or tax concerns, different gov- 
ernment regulation (a public company versus a private company, for example), 
risk appetite, and different investment and liquidation goals. 

Whatever the reason for multiple equity owners, the equity participants 
will rarely have any common interest other than to maximize profits. Interest 
in management control, frequency of profit distributions, interest in main- 
taining residual value in the project, and concern over host country regulation 
are among the varying interests that necessitate carefully structured agreements. 

527.02 STOCKHOLDER AGREEMENTS 

A project financing may require an agreement among the owners of the cor- 
poration's shares (stockholders) to address various ownership issues. Flexibility 
is sometimes essential in these documents, since the project may not be suf- 
ficiently developed at the time equity commitments are required. For exam- 
ple, stockholders may be permitted to delay decisions about such things as 
whether ownership will take the form of common stock or preferred stock, 
until a later time, such as at the financial closing of the project, or at project 
completion. 

Among the provisions that may be included in a shareholder agreement 
are the following: management and voting; development stage financing and 
responsibilities; construction stage financing and responsibilities; operating 
stage financing and working capital financing; additional capitalization; rights 
to sell stock and rights of other stockholders to purchase stock from a selling 
stockholder; and restrictions on assignment or other transfer of stock. 

527.03 PARTNERSHIP AGREEMENTS 

Where a general or limited partnership form of ownership of a project is selected 
by the project participants, the partnership agreement is similar to partnership 
agreements used in connection with other assets. 

Among the provisions often included in partnership agreements are the 
following: name of partnership; nature and purpose of entity; ownership inter- 
ests of each partner; management and voting; term; development stage financ- 
ing and responsibilities; construction stage financing and responsibilities; 
operating stage financing and working capital financing; additional capital 
needs; rights to transfer partnership interests and rights of other partners 
600 
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to purchase interests from a selling partner; restrictions of assignment or 
other transfer of partnership interests; confidentiality and non-competition; 
and dissolution. 

In many partnerships, particularly those structured as limited partner- 
ships, one partner will act as the managing partner. However, some manage- 
ment decisions are considered too important to be left to the managing partner 
alone for decision. In a project finance partnership, the managing partner is 
not permitted to incur additional debt; materially amend the project loan agree- 
ment; prepay debt; amend or modify important project contracts; waive rights 
or exercise options under important project contracts; compromise warranty 
or insurance claims; sell the project; or take similar actions, without the approval 
of all or a specified number of the other partners. Exceptions are usually included 
for emergency situations. 

$27.04 JOINT VENTURE AGREEMENTS 

Where a joint venture form of ownership of a project is selected by the proj- 
ect participants, the joint venture agreement will govern the interaction among 
the participants. It is, by nature, a contractual entity. 

Among the provisions often included in joint venture agreements are 
the following: name of joint venture; nature and purpose of entity; owner- 
ship interests of each venturer; management and voting; term; development 
stage financing and responsibilities; construction stage financing and respon- 
sibilities; operating stage financing and working capital financing; additional 
capital needs; procedure for profit distribution; rights to transfer ownership 
interests and rights of other venturers to purchase interests from a selling 
venturer; restrictions of assignment or other transfer of interests; confiden- 
tiality and non-competition; and dissolution. 

$27.05 MANAGEMENT AGREEMENTS 

In some projects, management of the project entity is governed by a separate 
document in which a project manager is appointed to manage the project. The 
project manager may be an affiliate of one of the project owners, or a com- 
pletely separate entity. 

The project management agreement typically imposes on the project com- 
pany the following duties: preparation, dissemination and administration of 
budgets; financial and technical record keeping and reporting; supervision of 
construction; disbursement of construction funds; collection and distribution 
of project revenues; processing of insurance and warranty claims; account man- 
agement and expense payment; retention and management of legal, account- 
ing and other professional services; and maintenance of the insurance program. 
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528.01 INTRODUCTION 

Bankruptcy of a project participant with assets in the United States and another 
country, or bankruptcy of a project participant with assets only in a host coun- 
try presents a complicated risk for creditors. The risk includes such concerns 
as the availability of ancillary proceedings in other countries and whether other 
countries recognize another country's bankruptcy proceeding. Unfortunately, 
there is no universal bankruptcy code.' 

See generally, Richard Walsh, Pac$cRim Collateral Security Laws: What Happens 
When the Project Goes Wrong, 4 STAN. J.L. BUS. FIN. 115 (1999); AMERICAN BAR ASSO- 
CIATION NATIONAL INSTITUTE ON MULTINATIONAL COMMERCIAL INSOLVENCY (1993); INTER- 
NATIONAL LOAN WORKOUTSAND BANKRUPTCIES (R. Gitlin & R. Mears eds., 1989). 
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For international projects, bankruptcy reorganization in the sense com- 
mon in the United States is not generally available. This is because one juris- 
diction cannot typically assert overall control of the project's reorganization. 

$28.02 TYPES 

There are two general theories of bankruptcy protection when a debtor's cred- 
itors, assets or  both are located in another country: universal and territorial.2 
An understanding of these theories assists in an understanding of the risks in 
transnational project finance. 

[ I ]  Universal. Countries that base their bankruptcy laws on a uni- 
versal approach embrace the theory that the law of the country in which the 
bankruptcy is pending should be paramount. All of the debtor's creditors would 
therefore be required to participate in one proceeding. That proceeding's deter- 
minations are considered to have international effect. 

[2] Territorial. At the other extreme, countries that embrace the ter- 
ritorial theory consider bankruptcy law to apply only within the borders of a 
country. Therefore, a debtor with multinational operations would pursue bank- 
ruptcy proceedings in several countries. The bankruptcy decisions rendered in 
other countries concerning the same debtor would not be applied. 

[3] Universal and Territorial. Unfortunately for creditors, most coun- 
tries embrace both theories. They apply the universal theory to local bank- 
ruptcy laws and the territorial theory to foreign bankruptcy laws. Under this 
approach, local bankruptcy law is supreme. 

Almost every large government has enacted its own bankruptcy code.3 
However, while a few treaties on bankruptcy law exist, the progress in negoti- 

See generally, 1 J. DALHUISEN, DALHUISEN ON INTERNATIONAL INSOLVENCY AND 

BANKRUPTCY $2.03 [3] (1986). 
3 The bankruptcy laws of the Bahamas, Bermuda, Canada, the Cayman Islands, 

Ecuador, France, Hong Kong, Israel, Italy, Luxembourg, the Netherlands, Antilles, Sweden 
and the United Kingdom have been found substantially similar to U.S. bankruptcy law. 
Linder Fund Inc. v. Polly Peck Int'l PLC, 143 B.R. 807 (S.D.N.Y. 1992) (United Kingdom); 
Petition of Brierly, 145 B.R. 151 (S.D.N.Y. 1992)(United Kingdom); In re Rubin, 160 
B.R. 269 (S.D.N.Y. 1992)(Israel); In re Culmer, 25 B.R 621 (S.D.N.Y. 1982)(the Bahamas); 
In re Koreag, 128 B.R. 705 (S.D.N.Y. 1991)(Sweden). Conversely, the bankruptcylaws 
of Australia, Spain and Canada have been found not substantially similar. Interpool 
Ltd. v. Certain Freights of MIV Venture Star, 102 B.R. 373 (D.N.J. 1988)(Australia); 
Matter of Papeleras Reunidas, S.A., 92 B.R. 584 (E.D.N.Y. 1988)(Spain); In re Toga 
Manufacturing Ltd., 28 B.R. 165 (E.D. Mich. 1983 (Canada). 
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ating these is limited.4 This is partially because bankruptcy law has developed 
as an insular body of law. As discussed above, most countries treat all creditors 
(local and foreign) of a local debtor in accordance with local law. Conversely, 
with respect to local creditors and local assets of a foreign bankrupt, foreign 
bankruptcy law recognition is limited in a foreign debtor bankruptcy. 
Consequently, there is a minimum of international cooperation in bankruptcy 
law and policy. 

$28.03 U.S. DEBTOR FILING FOR BANKRUPTCY PROTECTION IN 
U.S. AND WITH FOREIGN ASSETS 

While the U.S. Bankruptcy Codes boldly asserts exclusive, global applicabil- 
ity, a U.S. bankruptcy court has limited ability to protect the assets of a U.S. 
debtor located abroad. The effectiveness of the bankruptcy stay over foreign 
assets is dependent upon the cooperation of the foreign court where those assets 
are located. 

In this situation, foreign creditors with minimal U.S. contact could be free 
to pursue the foreign assets of a U.S. debtor unless stopped by the foreign court. 
A U.S. creditor would be precluded from doing so because of the automatic 
stay provisions of the U.S. bankruptcy code. However, the foreign creditor would 
be precluded from receiving a distribution in the U.S. bankruptcy proceeding 
until all U.S. creditors are paid an equivalent a m ~ u n t . ~  

The debtor must act quickly to protect its foreign assets from foreign cred- 
itors. This is particularly true where other project participants, such as an 
off-take purchaser, have taken a lien on project assets to secure the project com- 
pany's performance obligations under the off-take contract. Whether the debtor 
can do so, and the process it must follow, is determined by the law of the 
jurisdiction where the assets are located. 

$28.04 FOREIGN DEBTOR PILING FOR BANKRUPTCY 
PROTECTION ABROAD AND HAS U.S. ASSETS 

Suppose the project finance debtor, with assets in the U.S. and in the host coun- 
try, files for bankruptcy protection in the host country. Under U.S. bankruptcy 
law, the foreign bankruptcy proceeding representative is permitted to begin a 

' R. Gitlin and E. Flaschen, The International Void in the Law of Multinational 
Bankruptcies, 42 BUS. LAW. 287,289-10 (1987); Nadelmann, Bankruptcy Treaties, 93 
U .  PA.  L. REV. 58 (1944). 

11 U.S.C. 99101-1330 (1994). 
11 U.S.C. 9508(a). 
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Section 304 ancillary proceeding.' In the proceeding, the representative can ask 
the court to enjoin actions against the foreign debtor or its property, and to 
deliver to the foreign representative the foreign debtor's property located in the 
U.S. The court can also grant other relief, as appropriate.* 

A U.S. bankruptcy court in such a request will be guided by what will 
ensure an economical and expeditious administration of the estate, consis- 
tent with several  factor^.^ These include: just treatment of all holders of claims 
against or interests in the estate;I0 protection of claim holders in the U.S. against 
prejudice and inconvenience in the processing of claims in the foreign pro- 
ceeding;ll prevention of preferential or fraudulent dispositions of property of 
such estate;12 distribution of proceeds of the estate substantially in accor- 
dance with the U.S. bankruptcy code;" and comity.14 

928.05 SELECTION OF BANKRUPTCY FORUM FOR THE DEBTOR 
WITH MULTI-COUNTRY ASSETS 

A debtor considering bankruptcy protection with assets in multiple countries 
will need to decide where to seek the protection; that is, where to file. The 
bankruptcy laws of each country where the debtor has assets will need to be 
examined to determine the appropriate jurisdiction for filing. Because some 
countries do not recognize a foreign bankruptcy proceeding, this initial analy- 
sis is important.15 

A debtor with multi-country assets that decides to file in one country may 
be able to achieve bankruptcy protection in other countries by pursuing ancil- 
lary proceedings in the other countries. For example, Section 304 of the U.S. 
Bankruptcy Code permits an ancillary proceeding in the U.S. subsequent to a 
foreign bankruptcy protection filing.16 Unfortunately, this approach is not with- 
out risk. There can be no guarantee that the U.S. bankruptcy court will enjoin 
U.S. creditors or order that the property located in the U.S. be given to the for- 
eign bankruptcy representative. 

11 U.S.C. 5304 (1994). 
11 U.S.C. 5304(b). See Re Lineas Aereas de Necaragua, S.A., 10 B.R. 790,791 

(S.D. Fla. 198 1) (foreign debtor's property turned over to foreign representative, with 
U.S. creditor's claim receiving priority). 

9 1 I U.S.C. 5304(c). 
lo 11 U.S.C. 5304(c)(l). 
l1 11 U.S.C. 5304(c)(2). 
12 11 U.S.C. 5304(c)(3). 
13 1 I U.S.C. §304(c)(4). 

11 U.S.C. 5304(c)(5). 
15 Canada, Japan, the Netherlands, Peru, Paraguay, Panama and Taiwan do not 

recognize foreign bankruptcy proceedings. 
l6 11 U.S.C. 5304. 
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As another alternative, the debtor could file for bankruptcy protection 
in multiple countries. Unfortunately, this approach is complex, expensive and 
lengthy. 

$28.06 STRUCTURING BANKRUPTCY SOLUTIONS BEFORE 
CLOSING 

For international projects, bankruptcy reorganization as it exists in the United 
States, is not generally available. This is because one jurisdiction cannot typi- 
cally assert overall control of the project's reorganization. 

One solution is a reorganization agreement. This is an agreement among 
the lenders and equity investors of a project, together with the major contracting 
parties, setting forth an overall procedure for a reorganization. Such an agree- 
ment can specify, for example, that no lender will begin an action to collect 
debt from a project company without an affirmative vote of a percentage of the 
creditors. This vote creates an environment that protects the creditors from the 
project company giving preferential treatment to any one creditor. 

Of course, some mechanism must exist to encourage additional money, 
both debt and equity, to come into the project. Again, a vote of an agreed upon 
percentage of creditors could be the only authorization needed. 

The terms for this debt and equity could be structured in advance. For 
example, additional debt could be permitted with preferential repayment terms. 
Additional equity could be encouraged by providing more liberal equity dis- 
tribution covenants, or not requiring all excess cash flow be used for manda- 
tory debt prepayment. 

In short, a procedure for a project finance reorganization could be agreed 
upon in advance, irrespective of the absence of a unified international bank- 
ruptcy structure. This approach is particularly important in a project financ- 
ing. It is likely that the only way each of the participants will achieve their 
long-term goals is through project operation. Liquidation is not a viable option 
in project finance. The outstanding debt is typically greater than the asset value 
for a large portion of the debt term. Also, the host government or off-take user 
desires project operation over receipt of a share of the foreclosure proceeds. 

A reorganization is likely the best alternative in many troubled projects. 
Yet, unless this is accomplished pursuant to a unified bankruptcy code, which 
does not exist in international project finance, a prenegotiated agreement is 
probably necessary if a reorganization is to occur. This is because the many 
diverse interests in a project financing-export banks, political risk insurers, 
commercial banks, a contractor, an operator, an off-take purchaser, a host gov- 
ernment, and so forth-may otherwise make a reorganization impossible. 
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529.01 INTRODUCTION 

The bribery of government officials is prohibited by many countries. In the 
United States, however, the prohibition extends to bribery of foreign govern- 
ment officials. While the best known U.S. prohibition of this activity is set forth 
in the Foreign Corrupt Practices Act of 1977, other U.S. statutes may also apply 
to a project financing. 

These statutes, although enacted in the U.S., are relevant to many proj- 
ect financings throughout the world, since these statutes apply to companies 
organized in other countries with U.S. operations, and to U.S. companies alike. 

Many of the laws discussed in this chapter have no counterparts in other 
countries. Because of their reach, however, they must be generally under- 
stood in the project finance context. 

$29.02 FOREIGN CORRUPT PRACTICES ACT GENERALLY 

The U.S. Foreign Corrupt Practices Act of 19771 ("FCPA") is an attempt by 
the United States to outlaw bribery of foreign officials. The statute has two com- 
ponents. It makes corrupt payments to officials and agents of foreign govern- 
ments by U.S. persons an illegal business practice. Also, it requires accounting 
practices to accurately reflect payments to foreign officials and agents. 

The FCPA was amended in 1998 as a direct result of the ratification by the 
United States of the Convention on Combating Bribery of Foreign Public 
Officials in International Business Transactions. It is ironic indeed that the U.S. 

I Foreign Corrupt Practices Act of 1977,15 U.S.C. §§78dd-1,78dd-2,78ff(a), 
78ff(c), 78m(b). 
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was asked to strengthen the very law that stood for years as the only prohibi- 
tion against foreign bribery. Prior to the amendments, there were differences 
between the Act and the Convention. 

Unlike the United States Foreign Corrupt Practices Act, the OECD 
Convention contemplates restrictions on "any person" acting in a country, 
not just domestic concerns. Also, more broadly, the Convention covers pay- 
ments made to secure "any improper advantage," while the FCPA address 
payments "to obtain, retain or direct business to any person." Finally, while the 
FCPA covers officials of a country's government, the Convention more broadly 
covers officials of public international organizations. 

Interestingly, however, the Convention is more limited than the FCPA in 
at least one respect. The Convention, unlike the FCPA, does not restrict pay- 
ments to political candidates, political parties and their officials. 

The 1998 amendments accomplish the following: 
the Act now covers persons acting in the U.S. other than U.S. persons; 
the Act now covers U.S. persons acting outside the U.S.; 
the prohibited payments have been expanded to include payments 
made to obtain "any improper advantage"; - the definition of "foreign officials" is expanded; - the exemption of various non-U.S. nationals from criminal penalties 
is removed. 

Each of the amendments is discussed below. 

[I] Anti-bribery Prohibition. The FCPA mmakes it unlawful to bribe 
foreign officials. It applies to four broad categories of entities and persons: issuers 
of securities regulated under Section 12 of the Exchange Act or that are required 
to f !e reports under Section 15 of the Exchange Act;Z entities organized under 
Federal or state law;3 entities with their principal place of business in the U.S.;4 
and citizens, nationals or residents of the U.S.5 It applies to any officers, employ- 
ees or agents, or any stockholder acting on behalf of, a covered entity. 

The 1998 amendments expanded the application of the FCPA to issuers 
organized under U.S. law and "United States persons," for acts committed any- 
where in the world.6 "United States persons" is defined as "national[s] of the 
United States.. . or any corporation, partnership, association, joint-stock com- 

2 15 U.S.C. 9578dd-1, 78ff(a). 
3 15 U.S.C. 5578dd-2. 
4 Id. 
5 Id. 
6 15 U.S.C. SS78dd-l(g)(2), 78dd-2(i)(2). 
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pany, business trust, unincorporated organization or sole proprietorship organ- 
ized under the laws of the United States."' 

This illegal activity includes any offer, payment, promise to pay, or author- 
ization of the payment of money or anything of value to a foreign official for 
the purpose of obtaining or retaining business or directing business to any per- 

~ - 

son. A similar prohibition applies to payments to a political party, an official 
of a political party, or a candidate for foreign political office. 

Also illegal is the making of a payment of any type to any person, while 
knowing that all or a portion of the payment will be offered, given or prom- 
ised, directly or indirectly, to any foreign official (or foreign can- 
didate, or official) as a bribe for the purposes of assisting the firm in obtaining 
or retaining business. Because a person can know of a bribe, even though the 
bribe is not made by that person or while that person watches the transac- 
tion, the FCPA reaches indirect bribery. 

[2] Accounting Provisions. The FCPA also requires issuers of secu- 
rities to satisfy the accounting standards of the FCPA. These standards require 
that a corporation's books and records accurately and fairly reflect the trans- 
actions of the corporation. Also, internal accounting controls must be designed 
and implemented to prevent the diversion of assets or other prohibited uses of 
corporate funds. 

[3] Multilateral Agency Anti-corruption Prohibitions. A recent 
wave of anti-corruption prohibition developments has taken place at multi- 
lateral agencies. Many have added protections against such activity to their 
lending programs. These developments are discussed in chapter 32. 

529.03 ANTI-BRIBERY PROVISIONS OF THE FCPA 

For an offense to exist under the FCPA, five elements must be found to exist: a 
corrupt intent; a use of interstate commerce; an offer, payment, gift or prom- 
ise of money or a thing of value; it must have been made to a foreign official 
or to another person while knowing that some or all of the money offered, given 
or promised will be passed on to a foreign official; and it must have been made 
for the purpose of influencing the foreign official in his official capacity to assist 
the company in obtaining or retaining business. Each of these is explained below. 

[I] Corrupt Intent. To be responsible under the FCPA, the person 
making or authorizing the payment must have a corrupt intent to use the mails 

' 15 U.S.C. 578dd-2(i)(2). 
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or  any means or  instrumentality of interstate commerce in furtherance of an 
offer or payment of a bribe. Although corrupt intent is not defined in the statute, 
it is generally agreed that the offer, payment, promise or  gift must be intended 
to induce the recipient to misuse his official position to wrongfully direct busi- 
ness, or  obtain favorable legislative or  regulatory treatmentn8 

Corrupt intent is almost always present where the other elements of a 
FCPA offense exist. That is, a payment to a foreign official to influence the per- 
formance of official duties for the purpose of obtaining o r  retaining business 
will almost always be corrupt. However, this requirement acts to  exclude small, 
token gifts, given to foster good relations, rather than influence actions. 

The 1998 amendments expanded the scope of prohibited activities. Now, 
a FCPA violation occurs if a covered person bribes to obtain any improper 
advan tage.9 

[2] Interstate Commerce and Acts in Furtherance. The FCPA also 
prohibits the use of the mails or any means or  instrumentality of interstate 
commerce in furtherance of the prescribed activity. In almost every conceiv- 
able situation, a telephone call or mail deliverywill satisfy this requirement for 
prosecution under the act. 

The 1998 Amendments added a new antibribery provision. The FCPA now 
reaches any person when an act in furtherance of the offense is committed in 
the U.S.10 In application, this provision is potentially broader than the inter- 
state commerce provision applicable to domestic concerns and i s ~ u e r s . ~ ~  

[3] Offer, Payment, Gift o r  Promise of Money o r  a Thing of Value. 
There must have been an offer, payment, gift or promise of money or a thing 

8 S. REP. NO. 114,95th Cong., 1st Sess. 10-11 (1977). The legislative history 
includes this explanation of the term "corruptly": 

The word "corruptly" is used in order to make clear that the offer, payment, 
promise, or gift must be intended to induce the recipient to misuse his offi- 
cial position in order to wrongfully direct business to the payor or his client, 
or to obtain preferential legislation or a favorable regulation. The word "cor- 
ruptly" connotes an evil motive or purpose, an intent to wrongfully influence 
the recipient. It does not require that the act be fully consummated, or suc- 
ceed in producing the desired outcome. 

Id. See also H.R. REP. NO. 640,95th Cong., 1st Sess. 8 (1977)(analogizing to the 
corrupt intent requirement of the federal statute that prohibits domestic bribery, 18 
U.S.C. 520l(b)). 

9 15 U.S.C. 078dd-3. 
lo 15 U.S.C. 578dd-3. 
1' See Commentaries on the Convention on Combating Bribery of Officials in 

International Business Transactions, art. IV (territorial nexus is to be interpreted expan- 
sively "so that an extensive physical connection to the bribery act is not required."). 
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of value. This expansive phraseology includes almost any imaginable device 
necessary to alter human behavior. 

[4] Foreign Official. The FCPA bribery prohibition extends to for- 
eign officials, a foreign political party or party official or any candidate for for- 
eign political office. A foreign official means any officer or employee of a foreign 
government or any department or agency, or instrumentality thereof, or any 
person acting in an official capacity for or on behalf of any such 
or department, agency, or instrumentality.12 The 1998 amendments added offi- 
cers, employees or other persons acting on behalf of public international organ- 
izations,l3 as designated from time to time by the U.S. President." 

If made other than directly to a foreign official, it is unlawful if made while 
knowing that some or all of the money offered, given or promised will be passed 
on to a foreign official. The knowledge required by the statute can be inferred 
to exist if a company's management is wilfully blind or has an attitude of unwar- 
ranted obliviousness to acts, inaction, language or other signals that reason- 
ably alerts them to a violation.15 

The scope of the FCPA extends to reach persons retained by the foreign 
government to render services similar to employees. For example, an engineer, 
financial analyst or fuel consultant retained by the foreign government to pro- 
vide services in connection with a project finance transaction would be included 
in the foreign official definition. These persons are included to the extent 
they act in an official capacity for or on behalf of the government agency respon- 
sible for, respectively, engineering review of a project design or construction, 
financial analysis of a project, or fuels managernent.16 

In developing countries, where fuel supply companies, electric companies 
and infrastructure is owned all or in part by some level of the government, the 
inclusion of employees of these state-owned companies, is of particular concern.17 

The Department of Justice has established a Foreign Corrupt Practices Act 
Opinion Procedure for questions about who within a government is a foreign 
official.18 

'2 15 U.S.C. 52929. 
l 3  15 U.S.C. 5578dd-l(f)(l)(A), 78dd-2(h)(2)(A). 
l4 22 U.S.C. $288. 
l 5  H.R. CONF. REP. NO. 576,lOOth Cong., 2d Sess., at 919 (1988). 
l6 Although no court has yet held in this way, the intent of the FCPA is consis- 

tent with such a result. Cf: United States v. Griffin, 401 F. Supp. 1222 (S.D. Ind. 1975), 
aff'd without opinion United States v. Metro Management Corp., 541 F.2d 284 (7th 
Cir. 1976)(construing the domestic anti-bribery statute to include private contractor 
that recommends suppliers for construction project). 

l7 See FCPA Review Procedure Release No. 93-1 (Apr. 20, 1993)(commercial 
entity wholly-owned and managed by foreign government is an instrumentality of 
the foreign government). 

16 28 C.F.R. Parts 50-80. 
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[5] For the Purpose of Influencing the Foreign Official, in His "OffidaI 
Capacity," to Assist the Company in Obtaining or Retaining Business. Finally, 
the payment must be intended to induce the recipient to misuse his or her offi- 
cial position to wrongfully direct business to the company making the pay- 
ment. An official acts in his official capacity when he performs the functions 
of his job or office. For example, persons in governmental positions can act 
as consultants to a company if their actions are unrelated to the authority or 
influence they have in their official governmental roles.19 

The payment must have been made for the purpose of obtaining or retain- 
ing business. This phrase has not yet been interpreted by the courts.20 

The corrupt act does not need to actually succeed in influencing a deci- 
sion. Rather, the mere act of making or authorizing the payment, with the req- 
uisite corrupt intent, is sufficient. 

[6] Exceptions and Defenses. There are exceptions to these broad 
and general prohibitions. These include facilitating payments, payments author- 
ized by local law and reimbursement of promotional expenses. 

"Facilitating" Payments. Payments that are "facilitating" ("grease" pay- 
ments, in the vernacular) or "expediting" in purpose to low-level governmen- 
tal employees that perform routine governmental actions are exempt from 
prosecution. Examples listed in the FCPA include obtaining permits, licenses, 
or other official documents; providing police protection, mail pick-up and 
delivery; providing phone service, power and water supply, loading and unload- 
ing cargo, or protecting perishable products; and scheduling inspections 
associated with contract performance or transmitting goods across country. 
Actions "similar" to these are also covered. Clearly, routine governmental action 
does not include decisions by foreign officials to award new business or con- 
tinue business with a particular party. 

The 1998 amendments expanded the scope of prohibited activities. Now, 
a FCPA violation occurs if a covered person bribes to obtain any improper advan- 
t ~ g e . ~ l  It remains to be seen when a facilitating payment provides the payor 
an improper advantage. 

Payments Lawful Under Local Law. An affirmative defense to liability 
arises if the written laws and regulations of the foreign official's government 
permit the payment. This can be confirmed through an opinion of counsel, 

l9 See FCPA Review Procedure Release No. 86-1 (Iuly 18, 1986)(no prosecu- -- . 
tion of arrangement between American company and members of the British and 
Malaysian Parliaments where the relationship was f d y  disclosed and parliament mem- 
bers agreed not to use official capacities to influence decisions favorable to the com- 
pany). 

20 SeeH.R. REP. No. 640,95th Cong., 1st Sess., at 8 (1977). 
" 15 U.S.C. 578dd-3. 
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or by using the Department of Justice Foreign Corrupt Practices Act Opinion 
Procedure review. 

Promotional Expense Reimbursement. Also permissible under the FCPA 
are reasonable and bona fide payments in the nature of a reimbursement of the 
costs and expenses of a governmental official, which are directly related to 
the promotion, demonstration or explanation of products or services, or the 
execution or performance of a contract with a foreign government or agency 
thereof. The reimbursement cannot be made as a disguise for a corrupt pay- 
ment made to influence an official act or inaction. 

Payments by Subsidiaries of U.S. Corporations. Generally, the FCPA 
does not directly apply to a foreign subsidiary of a U.S. corporation. Exceptions 
exist, however, where the foreign subsidiary has its principal place of business 
in the United States, or is an "issuer" under the Exchange Act. 

Nonetheless, the reach of the FCPA is considerable. It applies to United 
States citizens, nationals and residents, and prohibits the use of the mails or 
any means or instrumentality of interstate commerce to further a corrupt pay- 
ment. Even if a U.S. citizen, national or resident is not involved, the U.S. mail 
is not used, and a telecopier or telephone located in the U.S. is not used, the 
FCPA may still apply. This is because it is unlikely that a foreign subsidiary 
could carry out a bribe without the parent corporation's knowledge if adequate 
internal accounting controls are in place. Failure to have such controls in place 
might be a violation of the FCPA by the parent corporation. 

[7] Enforcement and Penalties. The Department of Justice is the 
chief enforcement agency for all criminal and civil enforcement of the FCPA. 
A coordinate role is played by the Securities and Exchange Commission, which 
is responsible for civil enforcement of the antibribery provisions related to 
issuers. 

Criminal penalties of up to US$2 million may be imposed against firms 
for violations of the FCPA. Officers, directors, stockholders, employees and agents 
are subject to a fine of up to $100,000 and imprisonment for up to 5 years. 

Civil actions may be brought by the SEC or the attorney general. Penalties 
of up to $10,000 may be imposed on any firm, as well as directors, officers 
and employees and agents of a firm, or a stockholder acting on behalf of the 
firm. In an SEC enforcement action, an additional fine can be imposed, which 
cannot exceed the greater of (i) the gross amount of the gain as a result of the 
violation, and (ii) a specified amount based on the egregiousness of the vio- 
lation (ranging from $5,000 to $100,000 for a natural person and $50,000 to 
$500,000 for any other person). 

In addition to these fines, federal criminal laws impose on individuals 
up to $250,000 (or up to twice the amount of the pecuniary gain or gross loss). 
Also, a person or firm found in violation of the FCPA might: be restricted from 
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doing business with the Federal government; be ruled ineligible to receive export 
licenses; result in suspension or bar by the SEC from the securities business 
or impose civil penalties; result in suspension or debarment from Commodity 
Futures Trading Commission and Overseas Private Investment Corporation 
programs. Also, the unlawful payment is not deductible as a business expense 
for income tax purposes. 

[8]  Avoiding Violations of the FCPA. Because of the necessity for 
governmental permits and approvals, project development is particularly 
susceptible to temptations of bribery. This is particularly true in countries where 
bribery is the norm for advancement of permit applications and other gov- 
ernmental approvals. 

While directors, officers and employees of project sponsors can be trained 
about the FCPA, the involvement of consultants and other agents presents prob- 
lems to most companies doing business in other countries. Consultants and 
agents often promise to provide access to high level governmental officials, help 
expedite processing of permit applications and other governmental approvals, 
and provide business introductions. 

Due diligence on consultants and agents should be undertaken before 
they are retained to determine such things as reputation, experience and qual- 
ifications. Also, the scope of the work or service to be performed should be 
clearly articulated and understood, and be commensurate with the fees paid. 
The fee should be of a level comparable to fees charged for similar services 
in that country. Also, the consultant should be capable of performing the 
work or services described in the consulting agreement; it should not be a 
sham agreement. 

After the agreement is signed, the company should undertake good faith 
efforts to ensure that consultants and agents comply with the FCPA. Of course, 
even with good faith efforts, a consultant or agent could cause a violation of 
the FCPA. 

Once misconduct is discovered, it is important that the misconduct be 
stopped and investigated. Employees, consultants and agents should be con- 
sidered for disciplinary action. Also, if necessary, procedural and substantive 
safeguards should be established to avoid a repeat of the misconduct. 

[9] The Problem of the Local Partner. Some countries require by 
law some portion of local ownership in an infrastructure project. Local par- 
ticipation is sometimes necessary for other reasons, as well. If the local part- 
ner makes a bribe to a government official, the U.S. company can be in violation 
of the FCPA, as a result. To guard against this U.S. businesses under- 
take background checks and hire special investigators to gather background 
information. Also, ongoing monitoring is important. 
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(101 Document Drafting Considerations. Document language in a 
consulting agreement cannot protect fully against violation of the FCPA. However, 
careful negotiation and drafting can help educate the parties about possible 
problems. Contract terms that should be considered include the following: 

Representations. Representations about the FCPA assist in the estab- 
lishment of a basic understanding of the FCPA for the consultant. 

Each of the Project Company and the Consultant represent and warrant 
that: (i) it is familiar with and has read (or caused its legal counsel to explain - 
to it) the United States Foreign Corrupt Practices Act, as amended; and 
(ii) none of the emyloyees or personnel of Consultant are officials of or 
representatives of the Government of [country]. 

Conditions Precedent. Prior to the effectiveness of the consulting agree- 
ment, it might be helpful to obtain guidance on whether the agreement com- 
plies with the local law of the host country. 

As a condition precedent to the effectiveness of this Agreement, the 
Consultant shall provide to the Project Company an opinion of counsel 
of attorneys acceptable to the Project Company opining that the Agreement 
and the payments contemplated thereunder for the services described 
therein are lawful under the laws of the [country]. 

Covenants. Certain promises between the project company and the con- 
sultant should help to overcome a potential FCPA violation. 

Each of the Project Company and the Consultant agree that during the 
term hereof: (i) it shall take no action contrary to the FCPA; (ii) all pay- 
ments shall be made by check or financial institution wire transfer; 
Consultant shall not assign its rights under this Agreement without the 
prior written consent of the Project Company; (iv) Consultant shall yro- 
vide immediate notice to the Project Company upon receipt of any oral or 
written notice of any violation of the laws of [country] related to the 
payments or services under this Agreement; (v) Consultant shall provide 
immediate notice to the general counsel of the Project Company of any 
request from any reyresentative of the Project Company that the Consultant 
believes might or would constitute a violation of the laws of [country]. 

Termination. The agreement should provide flexibility for immediate 
termination upon a FCPA violation. 

Each of the Project Company and the Consultant shall have the right to 
terminate this agreement at any time, without liability, due to (i) a breach 
by the other party of Sections [list sections relating to FCPA], or (ii) any 
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other condition or event that could or does constitute a violation of the 
FCPA or the laws of [country]. 

Other provisions that should be considered include limitations on expen- 
ditures by the consultant for travel and entertainment expenses, and record 
keeping requirements for the consultant with broad audit rights for the proj- 
ect company. 

529.04 THE SECURITIES EXCHANGE ACT OF 1934 

The Securities Exchange Act of 193422 requires that publicly-traded companies 
disclose "any material fact necessary in order to make statements made . . . 
not misleading."23 In addition to financial information, information relating 
to the integrity of the company's management is also a subject of disclosure. 

529.05 THE MAIL AND WIRE FRAUD ACTS 

The Mail and Wire Fraud Acts24 make illegal the use of the mail or any inter- 
state or  international telecommunication to execute any scheme to defraud 
or to obtain money or property by means of false or fraudulent pretenses. These 
provisions are an excellent example of the U.S. efforts to ensure that its busi- 
nesses do not attempt to corrupt foreign officials. In fact, the statutes have been 
used to prosecute U.S. companies on the theory that the citizens of a foreign 
country were defrauded of honest government by the bribery. 

529.06 THE INTERNAL REVENUE CODE 

Section 162(c)(l) of the Internal Revenue Code ("IRC") disallows deduc- 
tions of payments made to foreign government officials if the payments would 
have been illegal under U.S. law had they been made to U.S. government offi- 
cials. Also, Sections 952 and 964 of the IRC treat bribes paid by a foreign sub- 
sidiary of a corporation as a dividend to the U.S. parent, thereby increasing the 
parent's income. 

22 15 U.S.C. $78. 
23 17 C.F.R. 240.136b2-2 (1996). 
*' 18 U.S.C. 5S1341, 1343. 
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529.07 THE CURRENCY AND FOREIGN TRANSACTIONS 
REPORTING ACT 

The Currency and Foreign Transactions Reporting Act25 requires the report- 
ing of financial transactions involving sending or transporting over US$10,000 
in currency value, whether U.S. or foreign, cash or check). The transaction must 
be reported to the U.S. Customs Service. 

529.08 THE FALSE STATEMENTS ACT 

The False Statements Act26 makes it a crime to knowingly make false, ficti- 
tious or fraudulent statements to any department or agency of the U.S. gov- 
ernment. The Act also applies to submission of false documents. Even in a 
transnational project financing, this statute is applicable whether U.S. agen- 
cies, such as the United States Export-Import Bank or the United States Agency 
for International Development are involved. 

529.09 NATIONAL SECURITY AND RELATED POLITICAL 
CONSIDERATIONS 

[I]  Introduction. The United States, like many countries, has a com- 
plex collection of rules that restrict business arrangements by U.S. companies 
on geopolitical grounds. These include rules and regulations created to pro- 
mote U.S. national security or promotion of a geopolitical policy. 

In general, these restrictions restrict individual U.S. citizens, persons or 
businesses within the U.S., corporations or other business entities formed in 
the U.S., and any business that is owned or controlled by any of the forego- 
ing. Civil and criminal enforcement are generally available if these rules and 
regulations are violated. 

[2] Trade Embargo Regulations. The most typical restraint involves 
limitation on trade with other countries. In the U.S., the Treasury Department's 
Office of Foreign Assets Control (OFAC) administers embargoes applicable 
to foreign destinations. Countries subject to current trade embargo regula- 
tions are Afghanistan, Angola, Burma (Myanmar), Cuba, Iran, Iraq, Libya, 
North Korea, the Sudan, Syria, Yugoslavia (including Serbian-held regions of 
Bosnia and Herzogovina). Trade embargoes against India and Pakistan have 
been suspended for five years. The applicability of these regulations vary by 

25 31 U.S.C. $53 16. 
26 18 U.S.C. $1001. 
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country, and must be carefully analyzed against the project structure being 
considered. 

[3] Terrorist States. The 1994 National Defense Authorization Actz7 

imposes reporting requirements on entities contracting with governments of 
certain terrorist countries. Originally, these included Cuba, Iran, Iraq, Libya, 
North Korea, Sudan and Syria. Financial transactions with these countries 
are expressly prohibited. The prohibition applies to U.S. firms, but not to 
subsidiaries formed under foreign law. 

[4] Anti-terrorism Regulations. U.S. persons and entities are simi- 
larly prohibited from transactions with "specially designated terrorists." These 
include any person listed in Executive Order 12947. The regulations also pro- 
hibit any U.S. person or entity from holding sale proceeds of the property of a 
specially designated terrorist unless the proceeds are transferred to an interest 
bearing account in a U.S. banking institution. The ~rohibition applies to foreign 
branches of U.S. institutions, but not to subsidiaries formed under foreign law. 

151 Arms Export Control Act. The Arms Export Control Actla author- 
izes the U.S. President to control export of "defense articles." These con- 
trols,29 administered by the U.S. State Department's Office of Defense Trade 
Controls ("ODTC"), restrict export of munitions, particularly "dual use" items 
that could be converted from civilian to military purposes. 

[6] Export Restrictions. The U.S. Commerce Department's Bureau 
of Export Administration (BXA) administers restriction of exports based on 
classes of goods, services and technology. A complex set of regulations, referred 
to as the Commerce Control List, govern export restrictions and export licens- 
ing requirements.30 

[7] Exon-Florio Amendment. Section 721 of the Defense Production 
Act of 1950" (the Exon-Florio Amendment) gives the U.S. President author- 
ity to prohibit acquisition by a foreign person of a U.S. business if such acqui- 
sition could impair national security. The Interagency Committee on Foreign 
Investment in the United States, chaired by the Secretary of the Treasury, inves- 
tigates such acquisitions and makes recommendations to the President. 

27 National Defense Authorization Act for Fiscal Year 1994,5843, Pub. L. NO. 
105-160,107 Stat. 1547 (1993). 

28 22 U.S.C. $52778-2780. 
29 22 C.F.R. Parts 120-130. 
30 15 C.F.R. Part 774. 
" 50 U.S.C. 52170. 
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030.01 INTRODUCTION 

The local law of the host country of a project is an integral part of project 
feasibility. Local lawyers are, of course, an excellent source of this information. 
In addition, summaries and overviews are available from publicly available 
information sources and libraries. 

930.02 LOCAL LAWYERS 

[ I ]  Need and Timing. Identification and selection of local lawyers 
for a project financing is important to the success of a project. An under- 

625 
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standing of the local law during the structuring of the project, and the impor- 
tance of negotiation with the host government and local participants require 
that local lawyers be interviewed and retained as early as possible in project 
development. 

In a country with a small number of firms that satisfy the foregoing cri- 
teria, competition among the various project participants for these firms is 
often intense. This requires that the local firm be retained very early in the proj- 
ect development process. 

[2] Identifying Competent Lawyers. Identification of potential local 
law firms is often made by referrals from large law firms. This is an increasingly 
effective source of information as large law firms in industrialized countries 
have developed international capabilities and established local offices in for- 
eign countries, merged with foreign law firms or established correspondent 
arrangements or other informal alliances. However, because of the nature of 
these alliances as marketing arrangements among law firms, referrals are more 
likely to be based on the marketing arrangement made rather than the expe- 
rience or skills of the lawyers referred. 

Other sources include financial institutions and accounting firms located 
in, or doing business in, host countries. Historically, this is an effective source 
of information on competent lawyers. 

Directories of local law firms are also available as important information 
sources. Examples include the Martindale-Hubbell International Law Directory, 
the International Law List, published by L. Corper-Mordaunt & Co., London, 
the American Ba~Association Guide to Foreign Law Firms, by James Silkenat and 
Howard Hill, and country lists of lawyers available from U.S. embassies. 

[3] Criteria for Selection. Among the criteria to consider in select- 
ing local lawyers include the following: foreign language capabilities (both writ- 
ten and oral); experience in project finance; experience in the industry or 
business of the proposed project; experience with foreign clients; integrity, 
standing and reputation generally and with local and central government 
officials; contacts with governmental officials; use of technology for easy acces- 
sibility; sensitivity to conflicts of interest; and sensitivity and methods to 
protect confidential information. 

[4] Managing LocalLawyers. The most important method for con- 
trol of local law firm costs is the preparation of a written scope of work. This 
document should clearly articulate the type of work that is required, the method 
of fee calculation (hourly rates or percentage of transaction financial size) and 
the treatment of out-of-pocket costs and disbursements. Frequent reports on 
progress and costs should be required. 
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$30.03 OVERVIEW OF LOCAL LAWS 

Prior to consultation with local lawyers, review of a summary of local laws 
might assist business principals and lawyers in considering preliminarily the 
legal issues. There are several sources of these, including the Internet, corpo- 
rate and tax law information published in booklets pipared by accounting 
firms, and summaries in the International Law Digests publication of Martindale- 
Hubbell. 

$30.04 LOCAL COUNSEL OPINIONS 

The project sponsor will need to deliver an opinion of its local counsel at 
closing. The opinion, which will be addressed to the lender, gives the lender 
comfort that project matters governed by local law of the host country have 
been adequately addressed and present no risks to the financing. 

While the exact requirements for the local opinion vary with the vagaries 
of local law, in general the lender will want to understand concession rights 
and obligations and the procedure to cure defaults under the concession, per- 
mits necessary for project construction and operation and their status, and 
issues regarding how to obtain a lender interest in collateral and the mechan- 
ics for assuming control over, and possibly selling, the collateral should a 
loan agreement default occur. Because these issues are each fundamental to the 
lender's ability to protect its interest in the loan, it is imperative that the local 
counsel explore these issues with the project sponsor very early in the project 
development process. 

530.05 OPINION OF COUNSEL ON PERMITS AND APPROVALS 

[I ]  Purpose of Opinion. Projects require permits and approvals from 
the host country. They evidence the right of the project sponsor to own, develop, 
construct, start-up and operate the project. Without permits, the project would 
be unfinanceable, because it would exist in a state of uncertainty, subject to 
potentially unacceptable changes. Because of the importance of host govern- 
ment permits and approvals to the project financing, lenders require that a per- 
mit and approval opinion be delivered at the financial closing by the local 
lawyers for the project company. 

[2] Status of Permits, Approvals and Concessions. The statements 
made in the opinion are usually based on the representation and warranty on 
permits and approvals that is in the credit agreement. That representation and 
warranty states that all permits and approvals necessary for the construction, 
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start-up and operation of the project have been obtained and are in full force 
and effect, not subject to appeal. At the time of financial closing for a project 
financing, permits are generally classifiable into three categories: permits already 
obtained and in full force and effect, which are not subject to appeal, further 
proceedings, or to any unsatisfied condition that may result in a material mod- 
ification or revocation; permits that are routinely and mandatorily granted 
on application and fulfillment of applicable criteria and that would not nor- 
mally be obtained before construction (ministerial permits); and permits other 
than those in full force and effect and those routinely granted on application 
(discretionary permits, the issuance of which are in the discretion of the issu- 
ing agency, and operating period permits not yet obtainable). 

The structure of a project finance permits opinion is similar to other opin- 
ions of counsel: law is applied to facts to reach a legal conclusion. The struc- 
ture of the permits opinion is typically: 

description of facts; 
limitations, if any, on the opinions reached (such as, extent of law firm's 
involvement in the permitting process, laws not addressed, assump- 
tions made); - legal opinions concluding that the project has all necessary permits 
and approvals; 
qualifications on the opinions rendered. 

The opinion must include a statement that the law firm has reviewed 
certified copies of the permit applications and correspondence between the 
governmental agencies and the project company. Among the considerations for 
counsel include the following: whether the applications were properly com- 
pleted and filed; whether the issuing authority acted within its power in issu- 
ing the permit; and whether all required public notices, and notices to other 
agencies, were made. This is because of the importance of the facts stated in 
the permit application, and how the issuing agency acted in that process, to the 
validity and finality of the permit. 

The lender will review a project's permit and approval opinion to analyze 
whether any permit application, or any permit, approval or concession presents 
any unacceptable risks. Important in this analysis is that the project can be 
owned, constructed and operated in conformity with local law. For the finan- 
cial closing to be successfully completed, the lender must conclude that the proj- 
ect has all permits, approvals and concessions necessary to own, build and operate 
the project, or, to the extent not yet obtained, that such permits can be obtained 
in a time and manner, and with risks of nonissuance, appeal or revocation, 
acceptable to the lender. Permits already obtained must be final, not subject to 
appeal or comment, revocable only for clearly articulated defaults, and con- 
taining only such conditions and restrictions as are acceptable to the lender. 
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To the extent this certainty cannot be given to the lender, then an analy- 
sis about the risks and possible solutions will be included in the opinion, 
with a discussion of the likelihood of success of those outcomes in resolving 
the problem identified. 

[3] Change of Law. While the legal opinion is not expected to pre- 
dict whether laws will or will not change, to the extent a new law is effective, 
or if about to become effective, then the implications of that for the permits 
issued, or new permits to be required, must be disclosed. 

[4] Rights of Lender. The lender will want the permit opinion to 
address how the lender can obtain a collateral interest in the concession, per- 
mits and approvals, and the procedure to cure defaults thereunder. Also, the 
permit opinion will need to address the mechanics for assuming control over, 
and possibly selling, the project together with these rights should a credit agree- 
ment default occur. This analysis is important because these issues are each 
fundamental to the lender's ability to protect its interest in the loan. 

Often, the right of the lender to "step in" and cure permit problems, and 
to assign permit rights to a new project owner, is not always clear. In that 
case, the options available to the lender need to be discussed. 

[5] Renewal. Many project permits are for a term shorter than the 
underlying project debt. To that extent, the project lender will need to consider 
accepting the risk that a project permit might not be renewed. The permit opin- 
ion can be helpful in explaining this risk if it clearly articulates the renewal 
requirements and any historical data available as to the likelihood that the per- 
mits will be renewed. 

[6] Typical Problems Encountered and Disclosed. While there are 
exceptions, some of the same issues tend to recur in projects when counsel con- 
siders the permit opinion. These include the following: some aspect of the proj- 
ect changes after a permit is received; the issuing agency fails to apply its 
regulations to the actual project proposed; an immaterial mistake is made by 
the applicant or the agency, which may or may not make the permit invalid; 
the agency lacks authority to take some action actually taken; and a lack of cer- 
tainty on whether or not the permit is final. 
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931.01 INTRODUCTION 

Because of the need to limit project expenses and continue project construc- 
tion and operation, efficient dispute resolution is an important consideration 
in project financings.' Multiple project documents, multiple parties and poten- 
tially inconsistent treatment of the same or similar contract provisions can lead 
to unacceptable results. For example, two arbitration panels, determining 
whether a force majeure has occurred under two separate, but related, project 
contracts, might lead to inconsistent results. In transnational project financ- 
ings, dispute resolution planning is particularly important because of con- 
flicting laws, multiple forums with an interest in hearing a dispute and varying 
tolerance for arbitration and enforcement of arbitration awards. 

$31.02 ON WHETHER TO LITIGATE OR TO ARBITRATE 

There is general agreement on the benefits and disadvantages of arbitration 
compared to litigation. These are summarized below. 

[ I ]  Advantages of Arbitration. The commonly-cited advantages to 
arbitration are: quick, efficient resolution of disputes; lower legal fees; mini- 
mal pre-hearing discovery and motions; neutrality of the forum is permitted; 

See generally, Frank C. Shaw, Reconciling Two Legal Cultures in  Privatizations 
and Large-Scale Capital Projects in Latin America, 30 LAW a P O ~ Y  INTL BUS. 147,154-58 
(1999); Frederick A. Mann, State Contracts and International Arbitration, 42 BRIT. Y.B. 
INTL L. 1 (1967); Georges R. Delaume, State Contracts and Transnational Arbitration, 
75 AM. J. INTL L. 784 (198 1). 
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allows selection of arbitrators with expertise over the subject matter of the dis- 
pute; and the proceedings are flexible and informal. Of course, these advan- 
tages only exist to the extent they are preserved in the arbitration clauses drafted 
for the contract, and to the extent they are not challenged by litigation. 

[2 ]  Advantages of Litigation. Litigation is selected as the forum 
for dispute resolution for the following reasons: unlike arbitrators, courts base 
decisions on the facts and law, not compromise; judicial recourse may be 
necessary in any event, such as to compel arbitration or to enforce an arbitra- 
tion award; limited or complete lack of discovery proceedings; rules of evidence 
apply; and interim relief2 is more readily available. 

[3] Can a Party Select Both? Can a party to a contract have it both 
ways? For some contracting parties, it might be tempting to require the other 
party to always litigate, but retain for itself the option to arbitrate or litigate. 
The U.S. courts are not aligned on whether so-called unilateral option clauses 
are enforceable in the arbitration ~ o n t e x t . ~  

[4] Alternatives to  Arbitration and Litigation. There are other alter- 
natives to dispute resolution, including mediation, a flexible, non-binding, con- 
fidential process in which a neutral, third party assists the others resolve a 
dispute through a series of meetings; and a mini-trial before executives from 
the parties in dispute, which is confidential, flexible and can be inexpensive 
and fast. 

[5] Which is "Best" for a Project Financing? The question of which 
type of dispute resolution is best for a project financing cannot be answered in 
a vacuum. The answer will vary by project, with the parties, the type of proj- 
ect, its operation history and other matters. In general, however, what is best 

2 In the U.S., arbitrators can order interim relief, but a court proceeding may 
be needed to enforce it. Federal courts will generally hear and grant motions for pro- 
visional remedies before an arbitration is decided. See genemlly, Borden, Inc. v. Meiji 
Milk Products Co., 919 F.2d 822,826 (2d Cir. 1990), cert. denied, 11 1 S. Ct. 2259 (1991)bre- 
liminary injunction in aid of arbitration is consistent with powers under the New York 
Convention); Rogers, Burgun, Shahine & Deschler v. Dongsen Construction Co., 598 
F. Supp. 754 (S.D.N.Y. 1984)(preliminary injunction granted pending arbitration com- 
pletion). See also N.Y. Civ. Prac. L. & R. 7502(c) (McKinney's 193l)(attachment and 
preliminary injunctions). 

Compare W.L. Jorden & Co., Inc. v. Blythe Industries, Inc., 702 F. Supp. 282 
(N.D. Ga. 1988)(enforceable) with Hull v. Norcom, Inc., 750 F.2d 1547 (1 1th Cir. 
1985)(each party must make promise to arbitrate at least some disputes if one party 
is obligated to arbitrate all disputes). 
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is the method which will resolve the dispute as quick as possible; project finance 
abhors delay. 

What is best may be the so-called "structured settlement." A structured 
settlement allows the parties, who typically will be interacting over the entire 
20 to 30 year life of a project, to craft a compromise to a lump sum payment 
of money. Examples of possible structured settlements are long-term notes 
accepted in lieu of cash; equity interests in other projects; and a transfer of a 
portion of the residual value in the project. 

131.03 INCONSISTENT PREFERENCES 

Each project participant has different goals and risk tolerances. This is equally true 
for project contracts and for dispute resolution provisions in those contracts. 

[I] Lender. Traditionally, financial institutions have abhorred alter- 
nate dispute resolution, such as arbitration. Instead, the lender prefers access 
to the courts where they can obtain strict and literal enforcement of loan and 
collateral documents. Also, the court system traditionally provides quick pro- 
visional remedies for the lender, such as attachment and preliminary injunc- 
tions. Arbitration is viewed generally as more cumbersome for the lender, 
promoting compromise, rather than strict document interpretation. 

[2]  Project Company. Efficient and timely resolution of disputes are 
generally the goal of the project sponsor. Disputes can translate into schedule 
delays, increased construction period interest, later completion of the proj- 
ect, possible termination of project contracts with deadlines for project com- 
pletion (called "sunset" provisions), higher operating costs, possible credit 
agreement defaults and a decrease in equity returns. Thus, dispute resolution 
by arbitration, rather than the court system, is often favored by project sponsors. 

[3] Contractor and Operator. Alternate methods of dispute reso- 
lution, such as arbitration, are familiar techniques for contractors. Contractors 
generally consider arbitration as a useful, efficient procedure for settling con- 
struction disputes. Consequently, arbitration provisions are often found in con- 
struction contracts used in project financings. 

[4] Off-take Purchaser. Off-take purchasers vary in attitudes about 
arbitration. Government-owned entities, such as government-owned fuel com- 
panies, prefer to resolve disputes through the judicial system of the govern- 
ment. The biases associated with this approach are often unacceptable to the 
project finance lenders, however. The compromise is often to select arbitration 
in a neutral forum, outside of the host government. 
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$31.04 INCONSISTENT PROCEDURES 

[I]  Consistency. Proper structuring of a project finance transaction 
often requires consistency in the arbitration provisions of the various contracts. 
Otherwise, a tangle of procedures, dates, arbitration panels and forums ham- 
per the resolution of disputes. Indeed, even if arbitration is not the selected 
form of dispute resolution, but rather litigation in the court system, inconsis- 
tent forum selection can wreak havoc. Inconsistency in dispute resolution 
choices and procedures, whether court litigation or arbitration, can result in 
delays, additional expense and inconsistent results on the same dispute. 

An example may be the best advocate for consistency. In an energy proj- 
ect, a contractor might allege that a force majeure occurred, entitling it to an 
excused performance delay. When the project sponsor notifies the off-take 
purchaser that the project completion will be delayed, however, the power pur- 
chaser maintains that the event was not a force majeure under the off-take 
contract; the project sponsor is not excused from performance. The lender, 
sensing disaster, declares a default under the loan documents. Three separate 
dispute resolutions are commenced-two arbitrations, each with separate 
rules, procedures, panels, governing law and forum, and the other in the court 
of the lender's home country. The court action is stayed until resolution of the 
arbitrations. 

Each of these project documents, the construction contract, off-take con- 
tract and loan agreement, could foster inconsistency. To avoid unnecessary 
problems, these should be consistent, to the extent possible, in choice of law, 
choice of forum for resolution of disputes, and procedures for dispute reso- 
lution and selection of panels. However, the differing goals and preferences of 
the parties involved in a project financing do not always make this achievable. 

[2 ]  Uniformity. A technique preferable to consistency is unifor- 
mity in dispute resolution for all project documents. This can be most effec- 
tively accomplished through a dispute resolution agreement, executed by all 
major project participants. 

[3] Consolidation. If multiple contracts require judicial resolution 
of disputes in the same forum, consolidation of those lawsuits can achieve many 
of the goals of uniformity. If different forums are involved, however, consol- 
idation of the claims may be more difficult. In transnational projects this prob- 
lem is intensified. One way to avoid this problem is a dispute resolution 
provision that requires the parties to consolidate claims for certain, agreed- 
upon disputes. 

If the dispute resolution is through arbitration, consolidation of the arbi- 
tration proceedings is not easy. This is because arbitration is essentially a 



international Project Finance 

contractual undertaking. Thus, arbitration provisions should include an agree- 
ment on the circumstances in which multiple arbitrations will be consolidated. 

931.05 CHOICE OF LAW 

The selection of the law that will apply to an arbitration and the underlying 
project contract is significant. There are several considerations to be analyzed 
in selecting the law. 

[I]  Substantive Law. Laws vary depending upon the jurisdiction 
involved. Even with so-called uniform laws, the states of the United States apply 
varying provisions. In transnational projects, an understanding of the sub- 
stantive law selected by the parties, with the assistance of well-informed local 
counsel, is crucial. 

[Z] Procedural Law. Similarly, the procedural law of the jurisdiction 
must be clearly understood, again with the assistance of local counsel. In some 
countries, selection of a jurisdiction's substantive law is also a selection of its 
procedural law on arbitration.4 

[3] Renvoi. A jurisdiction's conflicts of law rules should be excluded 
from a choice of law provision. 

This Agreement shall be construed in accordance with the laws of the [iden- 
tity jurisdiction] without giving effect to the choice of law provisions thereof. 

[4] Lex Mercatoria. Lex Mercatoria, Latin for law of merchants. refers 
to the rule of reason: that is, the principles of law and procedure of civilized 
countries. I t  is a body of law and custom of globally-accepted principles of 
commercial law.5 

In some countries, national pride, and savvy negotiation techniques, pro- 
hibits the selection of any law other than its own for contract enforcement. 

4 SeeVolt Information Services, Inc. v. Board of Trustees of the Leland Stanford 
Jr. University, 489 U.S. 468 (1989); Smith Barney v. LuckielMerriIl Lynch v. Menhard, 
1995 NY LEXIS 233, 1995 WL 69301 (Feb 21, 1995)(courts, not arbitrators, decide 
statute of limitation issues). 

5 Seegenemlly, D. Ri&, Enforceability ofArbitral Awards Based on Lex Mercatoria, 
9 ARBITRATION INT'L 67 (1993)ran amalgam of most globally-accepted principles which 
govern international commercial relations: public international law, certain uniform 
laws, general principles of law, rules of international organizations, customs and usages 
of international trade, standard form contracts, and arbitral case law."). 
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This, of course, places the project participants not based in that country at a 
disadvantage. Consequently, a compromise is the selection of lex mercatoria by 
the parties. 

On the other hand, the lex mercatoria is not a certain, specific body of law. 
Rather, the arbitrators must decide what it is, based upon the arbitrator's 
own experiences and beliefs. 

[5] New York Law. The suggestion that New York law should apply 
to a contract in another country is oken puzzling to participants in project 
finance transactions. Nonetheless, New York permits it, whether or not the con- 
tract "bears a reasonable relation to this state."6 New York law is generally 
considered as having a well-developed body of commercial law, resulting from 
its location as one of the modern world's commercial and financial centers. 

[6] Failure to Select a Law. If no law is selected, the decision is gen- 
erally left to the arbitrators. In most instances, the law selected will be the loca- 
tion of the arhitration.7 

531.06 CHOICE OF FORUM 

[I]  Litigation. Courts in the United States generally permit con- 
tracting parties to select a forum for resolution of disputes. Yet, if the forum 
is selected because of its neutrality, the courts may not enforce it. Once again, 
New York provides assistance, permitting its courts to hear litigation where 
New York law is selected and the transaction is worth at least $1 rni l l i~n.~ 

121 Arbitration-The New York Convention. The forum selected - 
for arbitration of a dispute in a transnational project should be a signatory to 
the Convention on Recognition and Enforcement of Foreign Arbitral Awards, 
the so-called New York Convention.9 Almost 100 countries have signed the New 
York Convention. 

In general terms, the NewYork Convention mandates that signatory coun- 
tries honor arbitration clauses; enforce arbitration of disputes covered by arbi- 
tration (unless the underlying agreement is null and void, inoperative or incapable 
of being performed); and recognize and enforce arbitration awards made in 
other signatory countries. 

6 N.Y. GEN. OBLIG. LAW 55-1401 (McKinney's 1931)(NewYork law can be used 
in a contract with a transaction value of $250,000 or more). 

1980 Rome Convention. 
8 N.Y. GEN. OBLIG. LAW 55-1402 (McKinney's 1931). 
9 Convention on Recognition and Enforcement of Foreign Arbitral Awards, 

September 30, 1970.21 U.S.T. 2517, T.I.A.S. No. 6997. 
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[3] Failure to Select a Law. If arbitration is selected as the form of 
dispute resolution, the forum should also be selected if predictable results are 
the goal of the parties. For example, in a case where no forum was selected, the 
arbitrators chose the country. When one of the parties lost the arbitration 
and attempted to have the decision vacated in its own country, the home coun- 
try court required that the motion to vacate be heard in the forum where the 
arbitration was decided.10 

[4] Developing Countries. The need to select the forum is particu- 
larly important in projects located in developing countries, where the law 
surrounding arbitration is still being established. If the selection is left to the 
arbitration panel, by the terms of the agreement or by deferral to the rules of 
the arbitrators," the host country of the project could be selected, irrespec- 
tive of whether the country will enforce their decision. 

531.07 CHOICE OF PANEL 

There are a number of arbitral tribunals available to parties for dispute reso- 
lution. These are summarized in the following paragraphs. 

[I]  American Arbitration Association. The American Arbitration 
Association ("AAA"), headquartered in New York, New York, is the associa- 
tion often used by American companies in dispute resolution. The AAA pro- 
vides administration, procedural iules and apgointment of arbitrators. 

The Association has two sets of rules of interest to transnational project 
finance transactions. These are the AAA Commercial Arbitration Rules anithe 
AAA Supplementary Procedures for International Arbitration. 

[2] International Chamber of Commerce. The International Chamber 
of Commerce ("ICC"), based in Paris, France, is widely known and respected. 
It is generally regarded as more expensive than the AAA. It enjoys well-quali- 
fied, more experienced arbitrators. The ICC Rules of Arbitration govern the 
arbitration process. 

Due in part to continental law influence, great emphasis is given to doc- 
umentary evidence and briefs. Testimony by witnesses is not given great weight. 

The ICC provides for administration of arbitrations through its Court of 
Arbitration. It supplies procedural rules to provide decision-making guidance to 

lo  International Standard Electric Corp. v. Bridas Sociedad Anonima Petrolera, 
745 F. Supp. 172 (S.D.N.Y. 1990). 

' 1  See, e.g., ICC Court of Arbitration Article 12. 
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arbitrators. There are no ICC arbitrators, although the ICC can confirm the neu- 
trality of arbitrators chosen by the parties and appoint a third arbitrator. 

[3] London Court of International Arbitration. The London Court 
of International Arbitration is based in London. Its rules, the London Court of 
International Rules, determine the procedure of arbitrations. 

[4] United Nations Commission on International Trade Law. The 
United Nations Commission on International Trade Law ("UNCITRAL") does 
not administer arbitration proceedings. Instead, UNCITRAL provides rules to 
govern arbitrations. 

[5] Inter-American Commercial Arbitration Commission. The 
Inter-American Commercial Arbitration Commission ("IACAC") issues rules 
and administers arbitration proceedings in the Americas. 

[6] Stockholm Chamber of Cammerce. The Stockholm Chamber of 
Commerce is a traditional arbitration choice for non-Western entities look- 
ing for an alternative to the ICC or LCIA. 

[7] International Centre for Settlement of Investment Disputes. The 
International Centre for Settlement of Investment Disputes ("ICSID"), located 
in Washington, D.C., is a part of the World Bank. Established in 1966 as a pub- 
lic international institution, over 100 countries have become members. 

ICSID was created to give investors a forum to arbitrate issues related to 
investments in developing countries, such as expropriation, exchange controls, 
taxation, and similar investment concerns in these countries. Resolution of dis- 
putes by ICSID, through arbitration or conciliation, arise from agreement by 
the parties, either in the agreement or in a later submission. 

Jurisdiction is based on a dispute that arises between a contracting mem- 
ber country (or an agency thereof) and a national of another contracting party. 
The dispute must be a "legal dispute arising directly out of an inve~tment."'~ 

[8] Others. Other alternatives include arbitrations in Switzerland 
and the Netherlands, both of which have arbitration statutes governing inter- 
national arbitrations; the British Columbia International Commercial Arbitration 
Centre; the Japan Commercial Arbitration Association; and the Hong King 
International Arbitration Centre. Also, the contracting parties can create 
their own rules to govern an arbitration. 

12 Convention on the Settlement of International Disputes Between States and 
Nationals of Other States Establishing an International Centre for the Settlement of 
Investment Disputes, 1965,17 U.S.T. 120,575 U.N.T.S. 159. 
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931.08 DISPUTES INVOLVING PROJECT PARTICIPANTS NOT 
PARTIES TO THE CONTRACT IN DISPUTE 

Project financings are a jumble of contracts and parties. These financings 
also involve parties that benefit from the contracts, even though not a party. 
For example, a project company is not a party to a subcontract between the 
construction contractor and its supplier. However, the project company is ben- 
efitted from the performance of the subcontract. 

In Abbott Chemicals, Inc. v. ASEA AB," a project sponsor of a cogenera- 
tion facility claimed to be a third-party beneficiary of a subcontract between 
the contractor and its supplier. The project sponsor contended that design prob- 
lems caused project delays and resulted in losses arising from the need to 
purchase electricity from alternate sources until the project was operational. 

The construction contract contained liability limitation provisions for the 
benefit of the contractor. It also contained an arbitration clause, requiring 
the project sponsor to arbitrate "any controversy or claim arising out of" the 
contract in Sweden. 

In an effort to avoid the construction contract limitations, the project 
sponsor commenced litigation in Puerto Rico, site of the project, against the 
subcontractor, claiming that the project sponsor was a third-party benefici- 
ary of the subcontract between the construction contractor and the subcon- 
tractor. However, the subcontract also contained an arbitration clause, consistent 
with the arbitration provisions of the construction contract. The provision in 
the subcontract stated that the arbitration form of dispute resolution was not 
limited to the parties to the contract. Thus, the court reasoned that because the 
project sponsor wanted to be a third-party beneficiary of the subcontract, it 
would need to adhere to the arbitration provisions and resolve its dispute in 
arbitration in Sweden, not in Puerto Rico. 

131.09 CHALLENGING ARBITRATION AWARDS 

It is an overstatement to say that arbitrators have complete freedom and flex- 
ibility in deciding disputes. In general terms, arbitration awards can be over- 
ruled by a court, albeit in limited circumstances. These include: corruption, 
fraud or misconduct in procuring the award; partiality of an arbitrator appointed 
as a neutral; or an arbitrator exceeded his power or so imperfectly executed it 

13 Abbott Chemicals, Inc. v. ASEA AB, Civ. No. 86-1305 (RLA) (D.P.R. Feb. 19, 
1988). See also Coastal Steel Corp. v. Tilghman Wheelabrator, Ltd., 709 E2d 190 (3d 
Cir.), cert. denied, 464 U.S. 938 (1983)(project owner bound by forum selection clause 
in subcontract between subcontractor and contractor under which the owner claimed 
rights). 
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that a final and definite award upon the subject matter submitted was not 
made.14 An arbitrator is given a great deal of discretion; barring irrationality, 
the arbitrator can err in applying the law or in a contract interpretation with- 
out providing a justification to set aside the award.15 

l4 See, e.g., NY CPLR $7511 (McKinney's 1931). 
' 5  See H .  Smit, Substance and Procedure in International Arbitration: The 

Development of a New Legal Order, 65 TULANE L. REV. 1309, 1317 (1991). 
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532.01 INTRODUCTION 

The word "bribery"carries with it different meanings, depending upon the val- 
ues and practices of the country involved. In the West, bribery of governmen- 
tal officials is viewed as economically inefficient, politically destabilizing, morally 
corrupt and, of course, illegal. In other countries, bribery has been endemic- 
a necessary evil in accomplishing business goals. By 1977, the United States 
viewed bribery as no longer acceptable in the global marketplace. The U.S. 
Foreign Corrupt Practices Act,' which came on the heels of the Watergate 
and Lockheed scandals in the U.S., made illegal the bribery of foreign offi- 
cials to obtain or retain business. Yet, the United States stood alone in its efforts. 

The effects of antibribery statutes are mixed. On the one hand, they pro- 
vide an effective shield to a company against bribery attempts or threats; that 
is, the company can argue that bribes are illegal in its home country. Such 
illegality could potentially subject the officer or employee to criminal pun- 
ishment, as well as embarrass the host country's government. On the other 
hand, unless parallel prohibitions are in place for foreign competitors, the pro- 
hibition places the company at a competitive disadvantage. At least one study 
suggested that U.S. companies lost almost $45 billion in contracts as a result of 
the prohibition.2 

For these reasons, the internationalization of antibribery restrictions 
was a long-term goal of the U.S., and later by other countries. By 1988, the U.S. 
Congress mandated that the U.S. attempt to negotiate antibribery restrictions 
at the multilateral level.3 

Ultimately, world opinion about the inefficiencies of bribery on economic 
and political systems, rather than Western business protestations or the man- 
dates of the U.S. Congress, caused a call for curtailment of bribery and cor- 
ruption, mandated by multilateral institutions.' In the early 1990s, scandals 
centering around extortion, bribery and favoritism contributed to the insta- 
bility of governments in many parts of the world. In Indonesia, for example, 
project finance utility deals supported by the ruling Suharto family were awarded 
without competitive bid or other transparency protections. World perceptions 
about bribery began to change. Rather than looking at antibribery laws as an 
attempt by the U.S. to export morals, bribery and political corruption became 
to be viewed as an irrational trade barrier that blocked access to new markets. 

Foreign Corrupt Practices Act of 1977, 15 U.S.C. 5578dd-1, 78dd-2,78ff(a), 
78ff(c), 78m(b). The FCPA is discussed in chapter 29. 

Statement of Michael Kantor, U.S. Trade Representative (Feb. 22,1996). 
3 Omnibus Trade and Competition Act, Pub. L. No. 100-418, 102 Stat. 1107, 

1415-25 (1988). 
Paolo Mauro, "Corruption and Growth," The Quarterly Journal of Economics, 

p. 681, August 1995 (comprehensive study relating corruption, investment rate, and 
growth). 
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$32.02 PROCUREMENT GUIDELINES 

[I] Generally. In general, competitive bidding is the preferred pro- 
curement procedure of multilateral agencies. Public bidding processes have 
several advantages for host governments. A bid process increases competition 
among potential providers of the goods or services, minimizes the cost of the 
solicited good or service, and fosters public support and credibility for the proj- 
ect by ensuring that the process is transparent and thereby free of bribes and 
other corruption. The competitive bid process, its advantages and disadvan- 
tages, and the application of it to project finance, is discussed in chapter 14. 

[2] World Bank. In 1951, the World Bank introduced International 
Competitive Bidding as the procurement procedure for use in projects financed 
by it. These procedures, revised in the 1990s, establish nondiscriminatory spec- 
ifications, selection criteria disclosure and public bidding.5 Failure to adhere 
to this process can result in cancellation of the World Bank financing. 

[3] Inter-American Development Bank. The Inter-American 
Development Bank strengthened its anticorruption policies in 1998. The action 
reflected increased efforts by governments and multilateral institutions to fight 
against corruption as a part of the movement toward modernization of the 
state and consolidation of democratic rule. 

The Bank's procurement rules and procedures provide the IDB with the 
power to temporarily or permanently bar firms or individuals from future con- 
tracts if they have been involved in bribery6 or other corrupt  practice^.^ Also, 
the bank can cancel or  accelerate repayment of a portion of a loan or grant if 
there is evidence that the borrower or beneficiary has not taken adequate steps 
to halt corrupt practices.8 To verify compliance, the Bank added the ability to 
require that bidding documents include provisions that allow the IDB or its 
representatives to audit the records of suppliers and contractors participating 
in IDB-financed projects.9 Finally, the Bank has the right to accept "no bribery 
pledges" at the request of borrowing countries that commit contractors to 

5 World Bank, Guidelines: Procurement Under IBRD Loans and IDA Credits at 
7 (Aug. 1996 &Addendum Sept. 19,1997). 

6 The Bank defines bribery as "the act of unduly offering, giving, receiving, or 
soliciting anything of value to influence the process of procuring goods or services, 
selecting consultants, or executing contracts." Inter-American Development Bank, Basic 
Procurement Policies and Procedures, §1.4(a)(i). 

7 Id. 51.4(b)(ii). 
Id. 51.4(b)(iii) 
Id.§l.4(c). 
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comply with laws prohibiting corrupt practices in the country where the 
contracting takes place.10 

[4] European Bank for Reconstruction and Development Similarly, 
the European Bank for Reconstruction and Development issued guidelines 
in 1997.Il It is eight pages of text and sets forth a very concise summary of 
wise project development in any country. In addition to setting forth rec- 
ommendations on  relationships between a company and its customers, 
employees, suppliers and its community, the guidelines discuss the proper 
relationship between a company and the government. The guidelines remind 
companies that the EBRD will require that they "deal with local and central 
government authorities in an arm's-length way without resorting to bribery 
or  improper ways of influencing administrative decisions."l2 Its counsel on  
countries with emerging economies and countries in a state of "flux" are 
instructive: 

In countries where the laws, fiscal regimes and judicial systems are in a 
state of flux, these guidelines might sometimes be viewed as overly oner- 
ous or just not feasible. In such cases, it is better to engage in open and 
transparent dialogue with the authorities on the inappropriateness of cer- 
tain provisions of the local laws than to take action that could create future 
liabilities and other problems.13 

The restraint of the guidelines is remarkable, perhaps indicating a high level of 
confidence in the private sector to monitor itself and the governments in which - 
they develop projects. 

932.03 ORGANIZATION OF AMERICAN STATES INTER-AMERICAN 
CONVENTION AGAINST CORRUPTION 

The first international anticorruption treaty was signed in 1996. Latin American 
countries joined together to negotiate, and ultimately sign, the Inter-American 

l o  Id. 51.4(d)(RAt the request of a Borrower country, the Bank will accept that 
documents pertaining to public procurement financed by the Bank, include clauses that 
require that those who participate in such procurement or who execute the corre- 
sponding procurement contracts, expressly pledge that they will comply with the laws 
prohibiting corrupt practices of the country where the procurement takes place."). 
Extortion, coercion, fraud and collusion are also prohibited. 

l 1  European Bank for Reconstruction and Development, Guidelines for Sound 
Business Standards and Corporate Practices, Publication No. 2829.27108197 (Sept. 1997). 

I* Id. at p. 6 .  
13 Id. 
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Convention Against Corruption." Effective in 1997, the treaty, which was sub- 
ject to ratification, currently has 12 parties.15 

The treaty, designed to  combat corruption by governmental officials, 
requires member states to consider developing, maintaining or  strengthening 
its laws and regulations in relation to the following: 

Standards of conduct for the correct, honorable, and proper fulfill- 
ment of public functions. These standards shall be intended to prevent 
conflicts of interest and mandate the proper conservation and use of 
resources entrusted to government officials in the performance of their 
functions. These standards shall also establish measures and systems 
requiring government officials to report to appropriate authorities acts 
of corruption in the performance of public functions. Such measures 
should help preserve the public's confidence in the integrity of pub- 
lic servants and government processes.16 
Mechanisms to enforce these standards of conduct.17 
Instruction to government personnel to ensure proper understand- 
ing of their responsibilities and the ethical rules governing their 
activities.'* 
Systems for registering the income, assets and liabilities of persons who 
perform public functions in certain posts as specified by law and, where 
appropriate, for making such registrations public.19 
Systems of government hiring and procurement of goods and services 
that assure the openness, equity and efficiency of such systems.2o 
Government revenue collection and control systems that  deter 
corruption.21 

l4 Inter-American Convention Against Corruption, 35 I.L.M. 724 (March 29, 
1996). 

l5  On March 26,1996, the following OAS Member States signed the Inter-American 
Convention against Corruption: Argentina, Bolivia, Brazil, Chide, Colombia, Costa Rica, 
Dominican Republic, Ecuador, El Salvador, Guyana, Haiti, Honduras, Jamaica, Mexico, 
Nicaragua, Panama, Paraguay, Peru, Suriname, Uruguay and Venezuela. Later, the 
Bahamas, Canada, Guatemala, Trinidad & Tobago, and the United States signed. As of 
June 1, 1999, it had been ratified by all of these signatories other than the Bahamas, 
Brazil, Canada, Guatemala, Guyana, Haiti, Jamaica, Suriname, Trinidad & Tobago, 
United States and Uruguay. 

l6 Inter-American Convention Against Corruption, art. 111, 51,35 I.L.M. 724, 
728 (March 29,1996). 

l7 Id. 52 at y. 728. 
Id. 53 at p. 728. 

l9 Id. 54 at p. 728. 
20 Id. 55 at p. 728. 

Id. $6 at y. 728. 
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Laws that deny favorable tax treatment for any individual or corpo- 
ration for expenditures made in violation of the anticorruption laws 
of the States Parties.22 
Systems for protecting public servants and private citizens who, in good 
faith, report acts of corruption, including protection of their identi- 
ties, in accordance with their Constitutions and the basic principles of 
their domestic legal systems.23 
Oversight bodies with a view to implementing model mechanisms for 
preventing, detecting, punishing and eradicating corrupt acts.** 
Deterrents to the bribery of domestic and foreign government offi- 
cials, such as mechanisms to ensure that publicl~held companies 
and other types of associations maintain books and records which, 
in reasonable detail, accurately reflect the acquisition and disposition 
of assets, and have sufficient internal accounting controls to enable 
their officers to detect corrupt acts.25 
Mechanisms to encourage participation by civil society and non- 
governmental organizations in efforts to prevent c o r r u p t i ~ n . ~ ~  
The study of further preventive measures that take into account the 
relationship between equitable compensation and probity in public 
service.27 

If a state party has not yet done so, it must adopt the necessary legisla- 
tive or other measures to establish as criminal offenses under their domestic 
law any act of c ~ r r u p t i o n . ~ ~  "Acts of corruption:' for this purpose and for 
purposes of the entire treaty is defined as: 

a. The solicitation or acceptance, directly or indirectly, by a govern- 
ment official or a person who performs public functions, of any arti- 
cle of monetary value, or other benefit, such as a gift, favor, promise 
or advantage for himself or for another person or entity, in exchange 
for any act or omission in the performance of his public functions; 

b. The offering or granting, directly or indirectly, to a government offi- 
cial or a person who performs public functions, of any article of mon- 
etary value, or other benefit, such as a gift, favor, promise or advantage 
for himself or for another person or entity, in exchange for any act or 
omission in the performance of his public functions; 

22 Id. 57 at p. 728. 
23 Id. 58 at p. 728. 
24 Id. 59 at p. 728. 
25 Id. $10 at p. 728.  
26 I d . S l l a t p . 7 2 9 .  
27 Id. 512 at p. 729.  
28 Id. 57 at p. 730. 
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c. Any act or omission in the discharge of his duties by a government 
official or a person who performs public functions for the purpose of 
illicitly obtaining benefits for himself or for a third party; 

d. The fraudulent use or concealment of property derived from any of 
the acts referred to in this article; and 

e. Participation as a principal, coprincipal, instigator, accomplice or acces- 
sory after the fact, or in any other manner, in the commission or 
attempted commission of, or in any collaboration or conspiracy to 
commit, any of the acts referred to in this artide.29 

Also, recognizing the difficulty in proving the source of money or prop- 
erty as illegally obtained, the treaty includes the concept of "illicit enrichment," 
which it defines as: "a significant increase in the assets of a government official 
that he cannot reasonably explain in relation to his lawful earnings during 
the performance of his functions."30 

The treaty is transnational in effect. Each state is required to prohibit 
and punish bribes by its nationals, persons having their residence in its terri- 
tory, and businesses domiciled there, to a government official of another mem- 
ber state, in exchange for any act or omission in the performance of an official's 
public functions." 

Interestingly, the treaty also offers direction to states party about addi- 
tional protections that should be considered by them for addition as offenses 
under their laws. They are the following: 

The improper use by a government official or a person who performs 
public functions, for his own benefit or that of a third party, of any 
kind of classified or confidential information which that official or 
person who performs public functions has obtained because of, or in 
the performance of, his functions;32 
The improper use by a government official or a person who performs 
public functions, for his own benefit or that of a third party, of any 
kind of property belonging to the State or to any firm or institution in 
which the State has a proprietary interest, to which that official or per- 
son who performs public functions has access because of, or in the per- 
formance of, his functions;33 
Any act or omission by any person who, personally or through a third 
party, or acting as an intermediary, seeks to obtain a decision from a 
public authority whereby he illicitly obtains for himself or for another 

~~~ p~ 

29 Id. art. VI(1) at p. 729. 
30 Id. art. IX at p. 730. 
31 Id. art. VIII at p. 730. 
32 Id. art. XI, Sl(a) at p. 730-31. 
33 Id. art. XI, 5l(b) at p. 731. 



International Project Finance 

person any benefit or gain; whether or not such act or omission harms 
State property;34 and 
The diversion by a government official, for purposes unrelated to those 
for which they were intended, for his own benefit or that of a third 
party, of any movable or immovable property, monies or securities 
belonging to the State, to an independent agency, or to an individual, 
that such official has received by virtue of his position for purposes 
of administration, custody or for other reasons.35 

Each of the offenses are required to be extraditable offenses in any extra- 
dition treaty existing between or among the states parties.36 If a state party 
makes extradition conditional on the existence of a treaty, and it receives a 
request for extradition from another state party with which it does not have an 
extradition treaty, the Convention can form the legal basis for extradition.37 

032.04 COUNCIL OF EUROPE CRIMINAL LAW CONVENTION ON 
CORRUPTION 

In 1999, the Council of Europe adopted a convention designed to stop cor- 
ruption through bribes.38 The Convention requires each state party to crimi- 
nalize intentional bribery, direct or indirect, whether of a governmental official 
or an official of an international organization.39 

The Convention adopts a very broad concept of corruption, as follows: 

when committed intentionally, the promising, offering or giving by 
any person, directly or indirectly, of any undue advantage to any of its 
public officials, for himself or herself or for anyone else, for him or her 
to act or refrain from acting in the exercise of his or her functi~ns;~O 
when committed intentionally, the request or receipt by any of its pub- 
lic officials, directly or indirectly, of any undue advantage, for him- 
self or herself or for anyone else, or the acceptance of an offer or a 
promise of such an advantage, to act or refrain from acting in the exer- 
cise of his or her functions;4' 

34 Id. art. X I ,  §l(c) at p. 731. 
35 Id. art. XI, §l(d) at p. 731. 
36 Id. art. XIII, $2 at p. 731. 
37 Id. art. XIII, 53 at p. 731. 
38 Council of Europe Criminal Law Convention on Cormption, European Treaties 

ETS No. 173,38 I.L.R. 505 (January 27,1999). 
39 Id. ch. 2, at p. 506. 

Id ch. 2, art. 3, at p. 506. 
41 Id ch. 2, art. 3, at p. 506. 
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the conduct referred to in Articles 2 and 3, when involving any per- 
son who is a member of any domestic public assembly exercising leg- 
islative or administrative powers;42 
the conduct referred to in Articles 2 and 3, when involving a public 
official of any other state;" - the conduct referred to in Articles 2 and 3, when involving any per- 
son who is a member of any public assembly exercising legislative or 
administrative powers in any other State;44 
when committed intentionally in the course of business activity, the 
promising, offering or giving, directly or indirectly, of any undue advan- 
tage to any persons who direct or work for, in any capacity, private sec- 
tor entities, for themselves or for anyone else, for them to act, or refrain 
from acting, in breach of their duties;'5 
when committed intentionally, in the course of business activity, the 
request or receipt, directly or indirectly, by any persons who direct or 
work for, in any capacity, private sector entities, of any undue advan- 
tage or the promise thereof for themselves or for anyone else, or the 
acceptance of an offer or a promise of such an advantage, to act or 
refrain from acting in breach of their duties;46 
conduct referred to in Articles 2 and 3, when involving any official or 
other contracted employee, within the meaning of the staff regulations, 
of any public international or supranational organization or body of 
which the Party is a member, and any person, whether seconded or 
not, carrying out functions corresponding to those performed by such 
officials or agents;47 
the conduct referred to in Article 4 when involving any members of 
parliamentary assemblies of international or supranational organiza- 
tions of which the Party is a 
conduct referred to in Articles 2 and 3 involving any holders of judi- 
cial office or officials of any international court whose jurisdiction is 
accepted by the Par t~ ;~9  
when committed intentionally, the promising, giving or offering, directly 
or indirectly, of any undue advantage to anyone who asserts or con- 
firms that he or she is able to exert an improper influence over the deci- 
sion-making of any person referred to in Articles 2,4 to 6 and 9 to 11 

42 Id. ch. 2 ,  art. 4, at p. 507. 
43 Id. ch. 2, art. 5, at p. 507. 
" Id. ch. 2, art. 6, at p. 507. 
45 Id. ch. 2,  art. 7, at p. 507. 
46 Id. ch. 2,  art. 8, at p. 507. 
47 Id. ch. 2 ,  art. 9, at p. 507. 

Id. ch. 2, art. 10, at p. 507. 
49 Id. ch. 2, art. 11, at p. 507. 
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in consideration thereof, whether the undue advantage is for himself 
or herself or for anyone else, as well as the request, receipt or the accept- 
ance of the offer or the promise of such an advantage, in considera- 
tion of that influence, whether or not the influence is exerted or whether 
or not the supposed influence leads to the intended result.50 

Also, the Convention seeks to cover money laundering of the bribery pro- 
ceeds.51 aiding and abetting the offenses described,52 and committing, concealing 
or disguising the offences through record keeping or false or incomplete invoices.53 

Importantly, the Convention does not excuse corporations and their offi- 
cials from responsibility. It requires that legal persons be held liable for the 
criminal offences of active bribery, trading in influence and money laundering 
established under the Convention: 

committed for their benefit by any natural person, acting either indi- 
vidually or as part of an organ of the legal person, who has a leading 
position within the legal person, based on: 
- a power of representation of the legal person; or 
- an authority to make decisions on behalf of the legal person; or 
- an authority to exercise control within the legal person; 
as well as for involvement of such a natural person as accessory or insti- 
gator in the above-mentioned offences.54 

In addition, criminal liability applies where the lack of supenision or con- 
trol by a natural person referred to in paragraph 1 has made possible the 
commission of the criminal offences mentioned in paragraph 1 for the bene- 
fit of that legal person by a natural person under its authority.55 Thus, as dis- 
cussed in chapter 29, local agents of a corporation, as well as employees, must 
be carefully controlled by businesses. 

932.05 ORGANIZATION FOR ECONOMIC COOPERATION AND 
DEVELOPMENT (OECD) RECOMMENDATION OF THE 
COUNCIL ON THE TAX DEDUCTIBILITY OF BRIBES TO 
FOREIGN PUBLIC OFFICIALS 

In 1996, the Organization for Economic Cooperation and Development asked 
member countries to prohibit any favorable tax treatment of bribes.56 Specifically, 

50 Id. ch. 2, art. 12, at p. 508. 
51 Id. ch. 2, art. 13, at p. 508. 
52 Id. ch. 2, art. 15, at p. 508. 

Id. ch. 2, art. 14, at p. 508. 
54 Id.ch.2,art. 18 ,5  1,atp.509. 
55 Id. ch. 2, art. 18, 5 2, at p. 509. 
56 Organization for Economic Cooperation and Development Council, Re: 
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the Council recommended that member countries which do not disallow the 
deductibility of bribes to foreign public officials deny this deductibility. The 
Council stopped short of recommending that bribes to  foreign public offi- 
cials be treated as 

$32.06 ORGANIZATION FOR ECONOMIC COOPERATION AND 
DEVELOPMENT (OECD) CONVENTION ON COMBATING 
BRIBERY OF FOREIGN PUBLIC OFFICIALS IN 
INTERNATIONAL BUSINESS TRANSACTIONS 

Three years after the recommendations by the OECD to deny tax deductibil- 
ity of bribe payments, the Council adopted the Convention on Combating 
Bribery of Foreign Public Officials in International Business  transaction^,^^ 
which entered into force on February 15, 1999.59 The OECD Convention rec- 
ommends that member states sanction foreign official bribery to  obtain a busi- 
ness advantage.60 Thus, it applies only to bribery of officials of non-member 
countries. Also, it recommends that member countries regulate books and 
records so that the criminalization can be monitored.6' Thus, it seeks to sanc- 
tion active bribers and their accomplices, while establishing a system of pre- 
ventative measures. 

The Convention defines bribery of a foreign public official as follows: 

Intentionally to offer, promise or  give any undue pecuniary or  other 
advantage, whether directly or through intermediaries, to a foreign 
public official, for that official or for a third party, in order that the 

C(96)27/FINAL on the Tax Deductibility of Bribes to Foreign Public Officials, 35 I.L.M. 
13 11 (April 17, 1996). See 1996 Revisions to the International Chamber of Commerce 
Rules of Conduct on Extortion and Bribery in International Business Transactions, 
35 I.L.M. 1306 (1996); Organization for Economic Cooperation and Development 
Council Recommendation on Bribery in International Business Transactions, 33 I.L.M. 
1389 (May 27,1994). 

57 Id. at 1312. 
58 Organization for Economic Cooperation and Development Council Convention 

on Combating Bribery of Foreign Public Officials in International Business Transactions, 
37 I.L.M. 1 (Dec. 18, 1997). 

5 9  The 29 members of the OECD are Australia, Austria, Belgium, Canada, Czech 
Republic, Denmark, Finland, France, Germany, Greece, Hungary, Iceland, Ireland, Italy, 
Japan, Korea, Luxembourg, Mexico, Netherlands, New Zealand, Norway, Poland, Portugal, 
Spain, Sweden, Switzerland, Turkey, United Kingdom, and the United States. There 
are five nonmember signatories: Argentina, Brazil, Bulgaria, Chile and the Slovak 
Republic. 

Id. art. l (2)  at p. 4. 
Id. art. 8 at p. 5. 
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official act or refrain from acting in relation to the performance of offi- 
cial duties, in order to obtain or retain business or other improper 
advantage in the conduct of international business;6* 
Complicity in, including incitement, aiding and abetting, or authori- 
sation of an act of bribery of a foreign public official shall be a crim- 
inal offence. Attempt and conspiracy to bribe a foreign public official 
shall be criminal offences to the same extent as attempt and conspir- 
acy to bribe a public official of that Party.63 

A "foreign public official" means "any person holding a legislative, admin- 
istrative or judicial office of a foreign country, whether appointed or elected; 
any person exercising a public function for a foreign country, including for 
a public agency or public enterprise; and any official or agent of a public inter- 
national ~ rgan i sa t ion . "~~  "Foreign country" includes all levels and subdivi- 
sions of government, from national to loca1.65 The phrase "act or refrain from 
acting in relation to the performance of official duties" includes any use of 
the public official's position, whether or not within the official's authorized 
~ o m p e t e n c e . ~ ~  

532.07 EUROPEAN UNION CONVENTION ON THE FIGHT 
AGAINST CORRUPTION INVOLVING OFFICIALS OF THE 
EUROPEAN COMMUNITIES OR OFFICIALS OF THE 
MEMBER STATES OF THE EUROPEAN UNION 

The European Union is considering a Convention on the Fight Against Corruption 
Involving Officials of the European Communities or Officials of the Member 
States of the European Union.67 

932.08 UNITED NATIONS 

The United Nations policy against bribery in international business transac- 
tion was announced in 1996.68 The resolution calls on member states to enact 
laws and regulations that cause the crirninalization of bribes for economic gain; 

62 Id. art. l(1) at p. 4. 
63 Id. art. l(2) at p. 4. 
64 Id. art. l(4) at p. 4. 
65 Id. 
66 Id. 
67 European Union Convention on the Fight Against Corruption Involving 

Officials of the European Communities or Officials of the Member States of the European 
Union, O.J. No. C195,25.06.1997,35 I.L.R. 131 1 (May 26, 1997). 

68 UN General Assembly Resolution 51/191,36 I.L.M. 1043 (Dec.2,1996)(UN 
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to deny tax benefits for bribes;@ to develop or  maintain accounting standards 
that allow for the detection of bribes and that encourage t r a n ~ p a r e n c y ; ~ ~  to 
examine establishing illicit enrichment by public officials or  elected repre- 
sentatives as an to  cooperate and afford assistance in connection 
with criminal investigations and other legal proceedings brought in respect of 
corruption and bribery in international commercial  transaction^;^^ to facili- 
tate access to  documents and records about transactions and about identi- 
ties of persons engaged in bribery in international commercial transactionsP 
and to  ensure that bank secrecy provisions do not impede o r  hinder crimi- 
nal investigations or  other legal proceedings relating to corruption, bribery or  
related illicit practices in international commercial transactions, and that 
full cooperation is extended to governments that seek information on such 
transactions.74 

The resolution defines bribery as follows: 

Bribery may include, inter alia, the following elements: 

(a) The offer, promise or giving of any payment, gift or other advantage, 
directly or indirectly, by any private or public corporation, induding a transna- 
tional corporation, or individual from a State to any public official or elected 
representative of another country as undue consideration for performing 
or refraining from the performance of that official's or representative's duties 
in connection with an international commercial transaction; 

(b) The soliciting, demanding, accepting or receiving, directly or indirectly, 
by any public official or elected representative of a State from any private 
or public corporation, including a transnational corporation, or individ- 
ual from another country of any payment, gift or other advantage, as undue 
consideration for performing or refraining from the performance of that 
official's or representative's duties in connection with an international 
commercial transaction." 

Declaration Against Corruption and Bribery in International Commercial Transactions). 
See also UN General Assembly Resolution 51/59, 36 I.L.M. 1039 (December 12, 
1996)(Action Against Corruption) (1997); and UN General Assembly Resolution 3514 
(XXX), 15 I.L.M. 180 (December 15, 1975) (Measures Against Corrupt Practices of 
International and other Corporations, their Intermediaries and Others Involved); 
Draft United Nations Code of Conduct on Transnational Corporations, 23 I.L.M. 602 
(June, 1984). 

69 Id. 5 4, at p. 1047. 
Id. 5 5, at p. 1047. 
Id. 5 7, at p. 1047. 

72 Id. 5 8, at p. 1047. 
73 Id. 5 9, at p. 1047. 
74 Id. 5 10, at p. 1047. 
75 Id. 5 3 at p. 1036. 
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$32.09 INTERNATIONAL CHAMBER OF COMMERCE RULES OF 
CONDUCT TO COMBAT EXTORTION AND BRIBERY 

The International Chamber of Commerce has long been active in promoting 
the internationalization of antibribery and anticorruption laws. In 1996, this 
body approved recommendations to governments on  elimination of extortion 
and bribery in international business transactions.76 The ICC called on gov- 
ernments to criminalize all aspects of both the giving and the taking of bribes 
including promises and solicitation of bribes, and to enforce legislation in 
this area. 

Its recommendations are interesting in that they are made from the per- 
spective of the business community. For example, on economic authorizations, 
the ICC states: 

When laying down any economic regulations or legislation, governments 
should, as far as possible, minimise [sic] the use of systems under which 
the carrying out of business requires the issuance of individual authori- 
sations [sic], permits, etc. Experience shows that such systems offer scope 
for extortion and bribery. This is because decisions involving the issue of 
permits or authorisations are frequently taken in ways which make it almost 
impossible to ensure effective control and supervision. Where individual 
permits and authorisations remain in place, governments should take 
appropriate measures to prevent their abuse. 

To misquote Shakespeare, "The first thing we do is kill all the permit officials." 
The report also makes recommendations to the international business 

community. These Rules of Conduct are intended as a method of self-regula- 
tion by international business.77 

This voluntary code is reproduced at the end of this chapter. It should pro- 
vide an effective checklist for project finance negotiators, who may find this 
easier to understand than the U.S. Foreign Corrupt Practices Act o r  the myr- 
iad of multinational conventions, treaties and laws. 

76 International Chamber of Commerce, Extortion and Bribery in International 
Business Transactions, 1996 Revisions to the ICC Rules of Conduct, pages 6-16, 35 
I.L.M. 1306 (March 26, 1996). 

7' Id. at 1309. 
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INTERNATIONAL CHAMBER OF COMMERCE 

Copyright International Chamber of Commerce. Used by Permission. 
Rules of Conduct to Combat Extortion and Bribery 

Introduction 

These Rules of Conduct are intended as a method of self-regulation by 
international business, and they should also be supported by governments. 
Their voluntary acceptance by business enterprises will not only promote high 
standards of integrity in business transactions, whether between enterprises 
and public bodies or between enterprises themselves, but will also form a valu- 
able defensive protection to those enterprises which are subjected to attempts 
at extortion. 

These Rules of Conduct are of a general nature constituting what is con- 
sidered good commercial practice in the matters to which they relate but are 
without direct legal effect. They do not derogate from applicable local laws, and 
since national legal systems are by no means uniform, they must be read mutatis 
mutandis subject to such systems. 

The business community objects to all forms of extortion and bribery. It 
is recognised, however, that under current conditions in some parts of the world, 
an effective programme against extortion and bribery may have to be imple- 
mented in stages. The highest priority should be directed to ending large-scale 
extortion and bribery involving politicians and senior officials. These repre- 
sent the greatest threat to democratic institutions and cause the gravest eco- 
nomic distortions. Small payments to low-level officials to expedite routine 
approvals are not condoned. However, they represent a lesser problem. When 
extortion and bribery at the top levels is curbed, government leaders can be 
expected to take steps to clean up petty corruption. 

Basic Principle 

All enterprises should conform to the relevant laws and regulations of the 
countries in which they are established and in which they operate, and should 
observe both the letter and the spirit of these Rules of Conduct. 

For the purposes of these Rules of Conduct, the term "enterprise" refers 
to any person or entity engaged in business, whether or not organised for profit, 
including any entity controlled by a State or a territorial subdivision thereof; 
it includes, where the context so indicates, a parent or a subsidiary. 
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Basic Rules 

Article I :  Extortion 

No one may, directly or indirectly, demand or accept a bribe. 

Article 2: Bribery and "Kickbacks" 

a. No enterprise may, directly or indirectly, offer or give a bribe and any 
demands for such a bribe must be rejected. 

b. Enterprises should not (i) kick back any portion of a contract payment 
to employees of the other contracting party, or (ii) utilise other tech- 
niques, such as subcontracts, purchase orders or consulting agreements, 
to channel payments to government officials, to employees of the other 
contracting party, their relatives or business associates. 

Article 3: Agents 

Enterprises should take measures reasonably within their power to ensure: 
a. that any payment made to any agent represents no more than an appro- 

priate remuneration for legitimate services rendered by such agent; 
b. that no part of any such payment is passed on by the agent as a bribe 

or otherwise in contravention of these Rules of Conduct; and 
c. that they maintain a record of the names and terms of employment of 

all agents who are retained by them in connection with transactions 
with public bodies or State enterprises. This record should be avail- 
able for inspection by auditors and, upon specific request, by appro- 
priate, duly-authorised governmental authorities under conditions 
of confidentiality. 

Article 4: Financial Recording and Auditing 

a. All financial transactions must be properly and fairly recorded in appro- 
priate books of account available for inspection by boards of directors, 
if applicable, or a corresponding body, as well as auditors. 

b. There must be no "off the books" or secret accounts, nor may any doc- 
uments be issued which do not properly and fairly record the trans- 
actions to which they relate. 

c. Enterprises should take ail necessary measures to establish independ- 
ent systems of auditing in order to bring to light any transactions which 
contravene the present Rules of Conduct. Appropriate corrective action 
must then be taken. 
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Article 5: Responsibilities of Enterprises 

The board of directors or other body with ultimate responsibility for the 
enterprise should: 

a. take reasonable steps, including the establishment and maintenance of 
proper systems of control aimed at preventing any payments being 
made by or on behalf of the enterprise which contravene these Rules 
of Conduct; 

b. periodically review compliance with these Rules of Conduct and estab- 
lish procedures for obtaining appropriate reports for the purposes of 
such review; and 

c. take appropriate action against any director or employee contraven- 
ing these Rules of Conduct. 

Article 6: Political Contributions 

Contributions to political parties or committees or to individual politi- 
cians may only be made in accordance with the applicable law, and all require- 
ments for public disclosure of such contributions shall be fully complied with. 
All such contributions must be reported to senior corporate management. 

Article 7: Company Codes 

These Rules of Conduct being of a general nature, enterprises should, 
where appropriate, draw up their own codes consistent with the ICC Rules and 
apply them to the particular circumstances in which their business is carried 
out. Such codes may usefully include examples and should enjoin employees 
or agents who find themselves subjected to any form of extortion or bribery 
immediately to report the same to senior corporate management. Companies 
should develop clear policies, guidelines, and training programmes for imple- 
menting and enforcing the provisions of their codes. 
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$33.01 DEFINITION OF MERCHANT FACILITY 

The term "merchant facility" is generally used to refer to a facility financed 
using project finance principles, except that long-term off-take contracts are 
not used to eliminate the market risk. Rather, project viability is based on the 
market for project output and forecasts of future market conditions, since proj- 
ect output is sold into the commodity market, and sold at a price at or below 
the market price.' As a facility financed using project finance techniques, the 

See generally, Peter N .  Rigby, Merchant Power Plants: Project Financing Criteria, 

667 
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project company will be a special-purpose, stand alone entity that does not 
have access to the balance sheet of its owners. The highly leveraged, nonre- 
course nature of project finance, coupled with commodity risk and the inher- 
ent inability to stockpile electricity, combine to make these pure merchant 
power plant investments speculative in nature. 

Interestingly, projects financed as non-merchant facilities often face these 
risks. For example, a project financed with a long-term contract involuntar- 
ily becomes a merchant plant if that contract is terminated. Similarly, a proj- 
ect that loses a regulatory benefit because of a change in law or  a failure to 
comply with regulatory requirements can also become subject to merchant 
power risks. 

In the United States, power projects are sometimes financed without firm, 
long-term power purchase contracts in place. Instead, the project sponsor 
and lender rely on demand in the U.S. power market to produce demand for 
the project output. In some cases, short-term power purchase contracts are 
used to mitigate some of the market risk. 

There are several market conditions in the U.S. that have combined to 
allow some development of merchant power plants. Foremost is the attrac- 
tiveness of peak margin opportunities. Other factors include electric utility 
industry deregulation, more open (transparent) wholesale power pricing, load 
growth and predicted new capacity shortfalls, the uncertainty surrounding 
nuclear power, inefficient and unreliable existing peaking generation, and trans- 
mission bottlenecks. News of power shortages during peak periods and extreme 
climate conditions are not uncommon in the U.S. The challenge for the fin- 
ancier of the merchant power project is whether these conditions are near-term, 
high margin opportunities, or whether the market conditions will continue 
to exist in the long term to the degree needed to ensure project viability. 

The degree of market risk associated with a merchant project varies based 
on the type of power project. For example, a peakload facility has an extremely 
high degree of revenue uncertainty. Demand for a peak load facility's power 
is dependent on such unknowable (although arguably predictable using sta- 
tistical analysis) factors as weather, maintenance schedules and unplanned 
maintenance of other power plants, and downed transmission lines. 

Similarly, merchant power plants have been financed in the United Kingdom, 
Latin America and Australia. The nature of risks and financing structures varies 
by the extent of deregulation of the electricity sector and the way independ- 
ent power is developing in each country. 

The recent experience with financing of merchant power plants has revealed 
how speculative these projects are. Highly leveraged projects without long term 

5 1. PROJECT FINANCE 27 (Spring 1999); Christopher M. Dymond and RichardA. Sturges, 
FinancingMerchant Power: USGenS Portfolio Approach, 5 1. PROIECT FINANCE 43 (Spring 
1999). 

662 



Merchant Facilities 

power contracts continue to be difficult to finance on a project finance basis. 
This difficulty is reflected in the higher probability that merchant power 
projects will receive a speculative-grade debt rating, with higher debt costs. 
These higher costs may result in a merchant project that is simply noncom- 
petitive in some markets. As a result, some developers have proceeded to finance 
these projects on their balance sheets, not with project finance debt structures. 

933.02 MARKET RISK 

Market risk is one of the most difficult risks to analyze in a project financ- 
ing. There are myriad market inputs that are known to affect demand and 
price for a project's output. These known factors are dwarfed by the poten- 
tial future risks. For these reasons, classic project finance techniques require 
that long-term, fixed price contracts with a creditworthy entity be in place 
to assure revenue predictability. In a merchant project, however, such contracts 
are not used. 

The stability of long-term contracts is exchanged for a business model that 
analyzes market risk and reaches conclusions that are sufficiently predictable 
to permit a financing or investment. The analysis of market risk for a merchant 
project is similar to that used in any new business model. That is, the market 
is analyzed to determine the price, supply and demand for the product, and the 
effect of various inputs on that price, supply and demand. Because the analy- 
sis is forward-looking, seemingly pessimistic analysis is needed. 

Short-term power purchase contracts are sometimes a part of the model. 
These contracts, which may have a term of two to five years, reduce market risk 
for a portion of the project's output. For example, project debt documents can 
require that short-term contracts be in effect, with a term of two to five years 
on a rolling basis, throughout the term of the debt. The documents could be 
structured so that the revenue associated with these contracts match the pro- 
ject's operating costs, debt service, or some other desired cost, thereby pro- 
viding the project with less market risk. 

In addition to the use of short-term contracts, other structures exist to 
reduce market risk. For example, some merchant power projects rely on a cap- 
tive host for part of the project's viability. Long-term energy service agreements, 
under which the project supplies the host with steam and electricity, help sta- 
bilize the cash flow available to pay operating costs and debt service. If the host 
is creditworthy, and significant contractual protections exist to protect the proj- 
ect if the host closes its plant, this technique can reduce market exposure sig- 
nificantly. This is particularly true when the contract covers most of the debt 
term, thereby subjecting the project lender to significant merchant risk only 
during the later years of a project, when debt amortization should be signifi- 
cantly less burdensome. 
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533.03 MANAGEMENT OF COMMODITY RISK 

[I]  Generally. Many merchant projects are presented with the chal- 
lenge of managing commodity risk. Commodity risk is the general term for the 
uncertainty that accompanies a project's inputs for project operation and the 
output produced. Examples include the products necessary for project opera- 
tion, such as fuel, and the product or service actually produced and sold by the 
project, such as electricity. There are various techniques available to manage 
these risks, including contractual protections, such as long-term hedges and 
linking inputs to outputs. Also financial protections can be used for risk 
management, such as reserve funds for commodity costs, subordination of lim- 
ited project expenses to debt service, and mandatory capital contributions by 
project sponsors based on increases in commodity costs (so-called "cash calls"). 

[2] Long-term Contracts. Of course, the primary mechanism for 
managing commodity risk is the long term, fmed price contract. These are dis- 
cussed in chapter 16. 

[3] Linking Inputs and Outputs. The danger inherent in a long-term 
commodity input contract is that the contract price paid by the project com- 
pany under the contract will be more than the future market price. In a com- 
petitive marketplace for the project output, this could result in a reduction in 
project revenues, because project competitors, experiencing the same lower 
commodity costs, can charge less for the output. In common terms, there is the 
absence of a linkage between project inputs and outputs. In a merchant proj- 
ect, long-term commodity projects should generally include provisions that 
permit the commodity price to be renegotiated, within certain limitations, to 
maintain the pricing margins necessary for a successful project. A merchant 
project does not typically enjoy the same linkage protections that are found 
in a classic project financing with long-term output purchase agreements, where 
the price of the output is tied (or linked) to the price of the underlying inputs. 

[4] Reserve Funds. Reserve funds are one of the most common forms 
of credit enhancement, both in project finance loans and in traditional asset- 
based financing. A reserve fund is an account mandated by the debt docu- 
mentation for the purpose of setting aside funds designed for use to ameliorate 
the effects of a project risk. The account can be funded from the construc- 
tion budget, equity contributions, a draw on a letter of credit, a call on a guar- 
antee, from project cash flow, or any combination of these sources. Funds on 
deposit can then be used to offset the effects on the project of some increase 
in cost, such as an increase in interest or fuel costs, or some shortfall in antic- 
ipated project revenue. The funds on deposit are typically unavailable for 
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any other use unless the consent of the project lender is obtained. If funds 
are withdrawn from the account, the loan documents require that the account 
be replenished, until such time as the risk is minimized to the extent that the 
reserve account is no longer necessary. For example, as project debt is amor- 
tized to lower amounts, reserve account minimum balances are often decreased 
or eliminated entirely. 

[5 ]  Cash Calls. A "cash call" is the informal term applied to a manda- 
tory infusion of equity or subordinated debt to a project company for the pur- 
pose of offsetting the effects of a project risk that has materialized. The loan 
documents will require such a call when the effects of the change in the proj- 
ect jeopardizes the ability of the project company to pay debt service and oper- 
ating costs. For example, if fuel costs for a project increase beyond a level agreed 
upon between the lender and project company, additional cash will be needed 
to offset the increase. The use of the proceeds of the cash call will depend on 
the specifics of the project, and can take various forms, including funding of 
a reserve account, immediate payoff of a portion of the project debt, thereby 
reducing debt service obligations, or the simple application of the proceeds 
to pay the increased costs. The exact use of the proceeds of a cash call will 
depend upon such factors as the amount of debt outstanding, anticipated length 
of time the project will experience the increased cost, and the overall finan- 
cial health of the project. 

[6] Subordination of Project Costs to Debt Sewice. Another tech- 
nique used to address project risk is the subordination of certain project 
costs to the project debt. For example, a supplier of a project input, such as fuel, 
may be asked to forgo the receipt of a portion of its payment in certain nego- 
tiated scenarios. These subordinated costs would be paid, if at all, in the future 
when debt service payments and funding of reserve accounts are no longer in 
jeopardy. The terms of the subordination are carefully negotiated. 

[7] Hedging Strategies. Various hedging strategies available in the 
derivative markets can be employed to reduce commodity pricing risk. These 
include options, sways, forwards and futures. However, the cost of managing 
a hedging program at the project level is not insignificant. 

[8] The Commodity Supplier as Project Partner. Finally, the proj- 
ect owned by a commodity supplier, or the project in which such a supplier is 
a partner, can greatly reduce commodity price risk. The commodity supplied 
can be priced at or near production cost, with profits generated at the output 
level of the project. 
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$33.04 MANAGEMENT OF COMMODITY OUTPUT RISK 

The marketing and pricing of output produced at a merchant facility is funda- 
mental to the success of the project. This is because the project output is not 
priced at closing under a long-term contract. In a merchant power plant, for 
example, the project sponsors must have access to a trading and marketing strat- 
egy that reduces volatility of project revenues. Where the project sponsors are 
not expert in this area, a viable out-sourcing strategy must generally be in place. 

$33.05 LOAN COVENANTS FOR THE MERCHANT PROJECT 

Because of the cash flow risks inherent in the market price uncertainty of mer- 
chant projects, merchant project lenders require protective covenants that are 
designed to specifically address market and commodity risks. These covenants 
are generally more restrictive than those typically required for non-merchant 
plant project financings. They include higher debt service coverage ratios before 
profit distribution can be made to project sponsors, as well as cash traps and 
reserve accounts designed to protect the project from revenue shortfalls that 
result in less cash flow available to service debt. 
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ADB 

AfDB 

AfDF 

AIC 

AusAID 

Project Finance Terms, 
Abbreviations and Acronyms 

Glossary 

advance payment 
guarantee 

amortization 

assignment 

BADC 

BADEA 

BAWI 

BFCE 

BITS 

Asian Development Bank 

African Development Bank 

African Development Fund 

Agency for International Cooperation (Spain) 

Australian Agency for International Development 

a guarantee, in which a contractor is the guarantor 
and the project company is the guarantee, wherein the 
contractor agrees to return advance payments made 
under the construction contract if not earned within 
a specified time or the construction contract is not 
otherwise performed by the contractor 

reduction of principal outstanding under a debt instru- 
ment, through repayment 

transfer of title to an asset 

Belgium Administration for Development Cooperation 

Arab Bank for Economic Development in Africa 

Federal Office of Foreign Economic Affairs (Switzerland) 

Banque Frangaise du Commerce Extirieur (France) 

Swedish Agency for International Technology and 
Economic Cooperation 

675 
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BMZ 

backup power 

bankable 

bilateral agency 

BOO 

BOOT 

BLT 

BOT 

BTO 

business interruption 

cash call 

cash deficiency 
agreement 

CDC 

CESCE 

CFD 

676 

Bundesministeriurn fiir Wirtschaftliche Zusammenarbeit 
(Germany) 

reserve power (steam or electricity) for special cir- 
cumstances, such as an emergency or system failure 
of the main power plant 

capable of being financed; capable of supporting a 
financing 

an institution established by one country to promote 
trade, such as an export-import agency 

build-own-operate; as when a private owner builds, 
owns and operates an infrastructure facility 

build-own-operate-transfer; as when a private owner 
builds, owns and operates an infrastructure facility 
and then transfers it to another entity after a speci- 
fied period of operation 

build-lease-transfer; as when a private owner builds 
an infrastructure facility, leases it for use and then 
transfers it to another entity after a specified period 
of use 

build-operate-transfer; as when a private owner builds, 
operates and transfers an infrastructure facility to 
another entity 

build-transfer-operate; as when a private owner builds, 
and then transfers ownership of an infrastructure facil- 
ity to another entity, and then operates it for that entity 

cessation of normal business operations 

an event that requires the infusion of additional money 
into a project company's accounts by its owners, made 
in the form of a loan or capital contribution 

an agreement between a parent corporation and 
creditors of its subsidiary, promising that it will invest 
additional cash in the subsidiary necessary to meet 
certain, negotiated obligations 

Commonwealth Development Corporation (United 
Kingdom) 

Export Credit Insurance Company (Spain) 

Caisse Fran~aise de Developpement (France) 
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CIDA 

COFACE 

collateral assignment 

commercial risk 

completion 

completion guarantee 

concession or 
concession agreement 

counter guarantee 

creeping expropriation 

currency risk 

debt service 

Canadian International Development Agency 

Compagnie Franpise &Assurance pour le Commerce 
Extbrieur (France) 

transfer of certain ownership interests in an asset, such 
as contracts, contract rights, claims, and debt, to an 
entity solely as security for a debt or other obligation 

events, the occurrence or nonoccurence of which have 
the potential to affect the technical or economic fea- 
sibility of a project and which are nonpolitical in nature 

in a construction contract, the satisfaction by the con- 
tractor of agreed-upon performance requirements; 
the start of a project's operating period 

a guarantee, in which a project sponsor is the guaran- 
tor and the project company is the guarantee, wherein 
the project sponsor agrees to complete the project if 
the project company fails to do so 

an agreement between a project company (and the 
project sponsors, in some situations) and the host gov- 
ernment, in which the project company is granted 
authority to develop, construct and operate a project 
for a limited period of time until financing is paid and 
a negotiated =&pityreturn is earned; commonl~ used in 
BOT and BOOT projects 

a third-party guarantee used as a credit enhancement 
device when a purchaser of goods or services is of such 
a creditworthiness level that its ability to make pay- 
ments therefor is so far in question that the provider 
of the goods or services insists upon the guarantee 
to ensure that payments are made 

a series of acts which, over time, have an expropria- 
tory effect 

the difficulties encountered by a foreign borrower 
or foreign affiliate in making future payments due 
in a currency other than the currency in which rev- 
enues are earned; also called currency devaluation risk 

periodic payment of principal and interest on loans, 
bonds, notes and other debt instruments 
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devaluation 

developing country 

double tax treaty 

drawdown 

EBRD 

ECGD 

ECO 

EDU 

EFC 

EFIC 

EID 

EIB 

EKN 

EKR 

enclave project 

EPC Contract 

exchange controls 

a government action designed to reduce the purchasing 
power or value of its currency as against convertible 
currencies 

a non-industrialized country; currently, the World 
Bank classifies countries as "developing" if per capita 
gross national product (GNP)(1993 dollars) is at or 
less than US$4,900 

an agreement between two countries that restricts 
or eliminates double taxation of income or  capital 
gains that would otherwise occur as a result of oper- 
ations in one country and residency in another 

the act of borrowing a loan under a credit agreement 

European Bank for Reconstruction and Development 

Export Credit Guarantee Department (United Kingdom) 

expanded cofinancing operations of the World Bank, 
which formerly administered a program to employ the 
bank's guarantee powers 

Export Development Corporation (Canada) 

Danish Export Finance Corporation 

Export Finance and Insurance Corporation (Australia) 

Export Insurance Division (Japan) 

European Investment Bank 

Swedish Export Credits Guarantee Board 

Eksportkreditraadet (Denmark) 

a project financeable by the IBRD in a country other- 
wise ineligible for IBRD loans because the project can 
generate enough foreign exchange to service the debt; 
guarantees or other credit enhancement exist for the 
benefit of the IBRD; and project revenues are capable 
of segregation for servicing of the IBRD loan 

engineering, procurement and construction contract 

procedures established by a government to allow con- 
version of local currency to foreign, hard currency 
in an orderly manner that promotes policy goals 
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exchange rate 

export country 

export credits 

Exportfinans 

expropriation 

FAC 

FEC 

feedstock 

finance lease 

financeable 

financial dosing 

force majeure 

full recourse 

GEIK 

the amount of currency that can be bought or sold 
for a specific amount of another currency 

a country from which equipment, raw materials, fuel 
or some other project input will be supplied to the 
project 

credit facilities or guarantee programs made available 
by a country for the benefit of exporters of goods or 
services in that country, in an effort to promote exports 

export credit agency in Norway 

a forced transfer of ownership from a private owner 
to a government 

Fonds $Aide et de Cooperation (France) 

Finnish Export Credit Limited 

the raw material or other inputs needed in an indus- 
trial process 

a finance structure that provides the lessor lease pay- 
ments equal to debt service payment plus a return on 
equity, and provides the lessee the long term lease of 
the property, usually for the purpose of transferring 
tax benefits 

capable of being financed; capable of supporting a 
financing 

the event in a project at which each of the conditions 
precedent to the initial drawdown of funds under the 
credit agreement are either satisfied by the project com- 
pany, as borrower, or waived by the project lender 

an event outside of the reasonable control of the 
effected party to a contract, which it could not have 
prevented by good industry practices or by the exer- 
cise of reasonable skill and judgement, which typi- 
cally excuses certain negotiated portions of contract 
performance during its pendency 

a finance structure that requires the borrower and 
its owners to repay all debt loaned to the borrower, 
usually through the use of guarantees 

Guaranti-Instituttet for Eksportkreditt (Norway) 
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governing law 

hard currency 

hell-or-high-water 

host country 

IBRD 

IDA 

IDA-only country 

IDB 

IDC 

IEC 

IFC 

IMF 

implementation 
agreement 

indemnification 
agreement 

the law to be applied to the interpretation of the terms 
and conditions of a contract, as set forth in the con- 
tract or as applied by a court 

all major convertible currencies, such as the United 
States dollar, the British pound, the German mark, 
the Japanese yen, the Swiss franc, the Italian lira and 
the Dutch guilder 

a contractual obligation that requires a purchaser of 
goods produced by, or a user of a project's capacity, to 
pay for output or services even if a force majeure or 
other adverse event interferes with production or use 

the country in which the infrastructure or other proj- 
ect is taking place 

International Bank for Reconstruction and Devel- 
opment, also called the World Bank 

International Development Association 

a country ineligible for IBRD loans because of its credit 
standing 

Inter-American Development Bank 

interest during construction 

Institute for Economic Cooperation (Portugal) 

International Finance Corporation, the private-sec- 
tor lending arm of the World Bank 

International Monetary Fund 

a project-specific agreement between the government 
and a developer that provides government assurances 
and guarantees to developers required for successful 
project development and allocation of risks that pro- 
motes equity investments and debt financing 

an agreement allocating liability to a party that is designed 
to protect another party against the consequences of 
agreed-upon actions in certain circumstances 

investment grade the quality of a borrower to repay debt obligations, which, 
at a minimum, is rated BBB by Standard and Poor's 
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IPP 

IRR 

IsDB 

JExim 

Kexim 

letter of credit 

LIBOR 

license 

limited recourse 

liquidated damages 

limited recourse 

MIGA 

MITI 

MOEF 

MOF 

h1W 

independent power producer; the term has become a 
synonym for any power producer not owned by a gov- 
ernment; in the United States, it is synonymous with 
a non-governmental, non-utility power generator 

internal rate of return 

Islamic Development Bank 

Japan Export-Import Bank 

Export-Import Bank of Korea 

a financial instrument issued by a financial institu- 
tion for the benefit of its customer (account party) 
under which a financial institution agrees to pay money 
to the beneficiary thereof upon demand or upon the 
occurrence of specified events 

London Interbank Offer Rate, being the rate at which 
banks borrow money hom other banks in the London 
interbank market 

a governmental grant providing authority to under- 
take an activity or business 

a lending arrangement under which repayment of the 
debt is recourse to the owners of the borrowing entity 
in the event of certain defaults, but in general the lenders 
rely on the project cash flow for debt repayment 

specific amounts, often with a cap, a contracting party 
is required to pay to another contracting party in the 
event an agreed-upon area of performance is not achieved 

limitations on the project lender's ability to seek pay- 
ment of debt and other obligations, and on the other 
project participant's ability to seek contract dam- 
ages and other obligations, from the project sponsors 

Multilateral Investment Guarantee Association, a mem- 
ber of the World Bank Group 

Ministry of International Trade and Industry (Japan) 

Ministry of Economy and Finance (Spain) 

Ministry of Finance (Japan) 

megawatt (106 watts) 
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multilateral agency 

negative pledge 

NDF 

NIB 

nonrecourse 

O&M 

OECD 

OEKB 

off-balance-sheet 
financing 

offtake 

offtaker 
(offtake purchaser) 

offtake agreement 

OPIC 

participation 

performance bonds 

an institution organized by a group of countries to 
promote development, throughout the world, as with 
the World Bank and the International Finance Cor- 
poration, or in a specific region, such as Inter-American 
Development Bank 

an agreement by a borrower or guarantor not to cre- 
ate or permit creation of liens, security interests or other 
encumbrances on its assets 

Nordic Development Fund 

Nordic Investment Bank 

a lending arrangement under which repayment of the 
debt is nonrecourse to the owners of the borrowing 
entity and the lenders rely on the project cash flow for 
debt repayment 

operations and maintenance 

Organization for Economic Cooperation and Devel- 
opment 

Oesterreichische Kontrollbank (Austria) 

an obligation that does not appear as a liability on the 
balance sheet of an entity 

the product of a project 

the purchaser of a project's output 

an agreement to purchase all or a substantial part of 
the product produced by a project, which typically 
provides the revenue stream for a project financing 

Overseas Private Investment Corporation 

an arrangement between two banks, wherein one bank 
(the participant) participates in a loan made by the 
other bank, without direct privity to the borrower 

surety obligations issued by commercial banks or 
insurance companies for an entity to guarantee the 
performance of a contract according to perform- 
ance requirements 
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political risk 

project company 

project debt 

project equity 

project financing 

project sponsor 

PSEDF 

put-or-pay agreement 
(supply-or-pay) 

put option 

retention 

retention money 
guarantee 

financial exposure to uncertainty as a result of polit- 
ically or socially-generated changes 

a special-purpose entity that develops, owns and oper- 
ates a project 

funds borrowed by the project company from any of 
various debt sources, including commercial lenders 

funds and other assets contributed to the capital of 
the project sponsor to provide the capital needed 
for the project 

the arrangement of debt, equity, and credit enhance- 
ment for the construction or refinancing of a partic- 
ular facility in a capital-intensive industry, in which 
lenders base credit appraisals on the projected revenues 
from the operation of the facility, rather than the gen- 
eral assets or the credit of the promoter of the facility, 
and rely on the assets of the facility, including the rev- 
enue-producing contracts and cash flow, as collateral 
for the debt 

an entity that develops a project and owns, in whole 
or in part, a project company 

Private Sector Energy Development Fund (Pakistan) 

an agreement that obligates a supplier to either provide 
materials to a project or, if it cannot, then to pay an 
amount necessary for the project to obtain the supply 
elsewhere 

an agreement between the project sponsors and spec- 
ified parties (such as passive equity investors and proj- 
ect lenders) whereby the project sponsors agree to 
purchase equity interests or debt obligations, as the 
case may be, if certain contingencies (equity returns 
or debt repayment, for example) are not statisfied 

a percentage amount of payments otherwise due to the 
contractor under the construction contract, as security 
for completion of the work, which is usually released 
to the contractor upon project completion 

a guarantee, provided in lieu of retention, that gives 
the project company, as beneficiary, the right to receive 
from the contractor payments equal to the amount 
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ROL 

SACE 

set-off 

that would otherwise have been retained from con- 
struction contract payments, if the project is not com- 
pleted or defects are discovered within an agreed upon 
period 

refurbish-operate-lease, as when a private owner refur- 
bishes, operates and leases an infrastructure facility 
from another entity 

Sezione Speciale per Assicurazione del Credito all's- 
portazione (Italy) 

a contract provision that provides one party the right 
to set-off any cash it holds for the account of such 
party and apply it against amounts due by that party 

sovereign guarantee a government guarantee agreement 

sovereign immunity the legal doctrine that prohibits a private entity from 
suing or seizing the assets of a government or gov- 
ernment-controlled entity, subject to certain excep- 
tions 

sovereign risk the risk that the host country government will default 
in its contractual undertaking with the project or - 

another project participant, such as under guarantees, 
indemnity agreements or input and offtake contracts 

standby letter of credit a letter of credit that provides the beneficiary the right 
to draw under it upon presentation of a certificate stat- 
ing that an event has not occurred, such as payment or 
perfomance of some obligation 

subordinated debt debt which is junior in right of payment, lien prior- 
ity and otherwise to the rights of other lenders 

supply-or-pay contract a contract in which the supplier agrees to provide goods 
or services to a project over a period of time for a nego- 
tiated compensation, and if it is unable to do so, it must 
either provide the goods or services from an alternate 
source at its expense or pay damages to the project 
for expenses incurred by the project in securing the 
goods or services itself 

swap agreement the exchange of one interest rate for another; also used 
for currency 

syndication prior to closing a credit facility, a credit made avail- 
able by many lenders to a borrower, each with pre- 
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take-and-pay contract 

take-or-pay contract 

tax holiday 

throughput contract 

tolling agreement 

transfer risk 

transit country 

transnational project 
finance 

turnkey contract 

defined amounts; after a credit facility is closed, an 
arrangement between two banks, wherein one bank 
purchases an interest in a credit facility made by the 
other bank, with direct privity to the borrower 

a contract that requires the buyer to take and pay for 
the good or senrice only ifdelivered; confusion often 
exists with the meaning of the terms "take-or-pay con- 
tract" and "take-and-pay contract" and they are often 
used, incorrectly, interchangeably (the foregoing defi- 
nition is preferred) 

a contract that creates an unconditional obligation 
on the part of the buyer (off-taker) to pay even if no 
good or service is provided or producible by the seller 

a benefit granted to a project that provides project 
owners an exemption from taxation for a negotiated 
or statutory time period 

a contract that requires the user or a project, such as 
a pipeline, to pay a negotiated amount (typically, an 
amount equal to the project's debt service obligations 
and operating expenses) whether or not the service 
or capacity is used 

an agreement under which a project company imposes 
tolling charges on each project user as compensa- 
tion for the raw material processed 

the difficulty encountered by foreign borrowers or 
foreign affiliates in converting local earnings into a 
foreign currency, as a result of exchange controls 
imposed by the local government 

a country through which the output of the project 
must pass to ensure project success 

project financing in which two or more project 
participants are entities organized in or owned by 
entities organized in different countries, or in which 
the project is located in a country different from the 
project participants 

a construction contract that provides for the complete 
design, procurement, construction and start-up of a 
facility, by a date certain, for a fixed sum, and at guar- 
anteed performance levels 
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UNCTAD United Nations Conference on Trade and Development 

USAID United States Agency for International Development 

USExim United States Export-Import Bank 

working capital a guarantee or other undertaking in which a credit- 
maintenance worthy entity, usually the project sponsor, undertakes 
agreement to provide working capital for a project, usually the 

subsidiary of the project sponsor, in an amount nec- 
essary to satisfy its obligations under project and debt 
documents 



A Checklist of Due Diligence 
Considerations for a Project Financing 

Every project finance transaction presents it owns risks and areas of needed 
due diligence. This checklist is designed to provide a general, yet inclusive, 
list of areas that should be considered as the project is developed and financed. 

The Project Sponsor 

1. Who are the project sponsors, what are the ownership interests in the 
project company, what is their financial status? 

2. Are any of the project sponsors governmentally owned? multilateral 
or bilateral agencies? 

3. What experience does each project sponsor have with the development, 
construction, start-up and operation of similar projects? in the host 
country? 

4. What will each project sponsor contribute to the project? equity? devel- 
opment experience? construction and start-up expertise? technol- 
ogy? operating abilities? host government experience? 

5. What management control do each of the project sponsors have in the 
project company? What are the vote allocations? Is there one partner 
with veto power? 

6. What are the income, loss and capital contribution allocations of the 
partners? 

7. What limited recourse liability does each project sponsor have? con- 
struction cost overrun? others? Does each have the creditworthiness 
to perform their obligations? 
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8. What rights does each project sponsor have to sell its interest in the 
project company? 

9. What restrictions do the laws of the host country place on equity own- 
ership of the project? 

The Project Site-Physical and Geographical 

1. Where is the project site located geographically? 
2. What is the terrain on which the site will be developed? 
3. What is the terrain of access roads, fuel storage areas and other impor- 

tant elements of the project? 
4. Consider the implications of mountains, valleys, deserts, wetlands, rain 

forests, jungles, swamps, rivers, lakes, flood areas and other geographic 
and topological characteristics. 

The Infrastructure-Existing and Needed 

1. What is the existing and needed infrastructure necessary to access 
the site? 

2. What is the condition and weight tolerances of roads, road shoul- 
ders, intersections and bridges? 

3. What is the condition and gauge of railways? 
4. What is the depth of waterways? Are there seasonal variations in the 

depth restricting navigability? 
5. What is the condition of harbors and ports? 
6. What is the quantity and quality of water at the project site for con- 

struction and operation? Are water treatment facilities needed? 
7. What is the quantity and quality of sewage facilities? 
8. What is the available access to telephone senrice? 
9. What is the available access to electricity and natural gas? 

Political Considerations 

1. What tax laws and regulations affect the project? 
2. How are profits and capital repatriated? 
3. What currency and exchange controls apply? 
4. What is the regulatory framework under which the project must operate? 
5. How will privatization programs affect the project? 
6. What is the host country's ability to provide guarantees for a project 

financing? 
7. Are implementation agreements necessary to provide a stable envi- 

ronment for a project financing? 
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Economic Considerations 

1. What is the country's foreign trade and balance of payments? 
2. How do trade alliances and relationships of the host country affect the 

project? 
3. What are the general relationships between labor and management? 
4. How do the public and private sectors interact in the economy? 

Legal and Regulatory Considerations 

1. What are the specific laws and regulations applicable to the project? 
2. What laws and regulations affect investment in the project? Are there 

investment limitations applicable to foreign investors? 
3. What is the privatization program of the host country? If not yet applied 

to the industry in which the project operates, how could future pri- 
vatization affect the project, including project contracts? 

4. What type of business organization is required for the project com- 
pany (corporation, partnership, limited liability company, other)? 

5. What governmental approvals, permits, licenses, concessions, filings 
and other governmental actions are required for the project and each 
of the project participants? 

Overall Financial and Sensitivity Analysis 

1. Does the project construction budget include the costs of develop- 
ment: infrastructure development; site; construction; equipment instal- 
lation; interest during construction; start-up; financing; legal; consultant; 
and working capital? 

2. Are all assumptions used in preparation of the construction budget 
and financial projections reasonable, including interest rates; foreign 
exchange; inflation; fuel price escalation; raw material price escalation; 
construction schedule; and maintenance schedule. 

3. Do the financial projections include the terms and sources of all debt 
financing and equity, with the respective interest rates and equity 
returns? 

4. Do the construction budget and projections reflect sufficient equity 
and standby equity? 

5. Does the creditworthiness of any major project participant require 
additional credit support? 



International Project Finance 

Construction-Period Support by Project Sponsors 

1. What are the funding commitments of each of the project sponsors 
during the project development period? 

2. What are the funding commitments of each of the project sponsors 
during the project construction period? 

3. If there is more than one project sponsor, is the funding liability 
joint and several? 

4. What are the conditions to these funding commitments? 
5. What events trigger the funding obligations? Are the events consis- 

tently defined in the financing documents? 
6 .  If a construction cost overrun occurs, what are the funding obligations 

of the project sponsors? 

Other Construction-Period Support 

1. Is there a construction period cost overrun credit facility, available to 
fund construction cost overruns? 

2. If so, what are the conditions to use of the proceeds of the construc- 
tion period cost overrun facility? 

3. Is the construction cost overrun facility available to be used before, 
after or simultaneously with additional equity contributions? 

4. Has the contractor agreed to a retainage of 5 to 10Yo of construction 
contract price payments? Can this be converted to subordinated debt 
if the project is in need of additional money due to cost overruns? 

Construction Contingencies 

1. Is the amount of the construction contingency in the project's con- 
struction budget adequate in comparison with similarly situated 
projects? 

2.  What conditions exist to the allocation of contingency budget amounts 
to cost overruns? 

3. What are the potential cost overruns not addressed in firm price con- 
tracts, contingency funding obligations or other support mechanisms? 

Potential Sources of Construction Cost Overruns 

1. Have the construction costs been verified by an independent con- 
sultant? How reliable is the cost estimation? 
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2. What assumptions have been made in determining the construction- 
period budget (interest rates; inflation; start-up and testing costs; 
delays)? 

3. Are there any related facilities that must be constructed and in oper- 
ation during the construction period, such as infrastructure, water pro- 
cessing facilities, docks)? 

The Construction Contract 

1. Has a firm price, fixed completion date construction contract with per- 
formance guarantees been executed? 

2. What is excluded from the firm price? 
3. Who is the contractor and what is its experience and resources with 

regard to similar projects in the host country? 
4. Who are the subcontractors and vendors, and what are their experi- 

ence and resources with regard to similar projects in the host country? 
5. Is the construction contract for the entire facility? If not, how will 

the contractors be coordinated? 
6 .  Does the scope of work adequately describe the project? 
7. What is excluded from the scope of work and retained as a responsi- 

bility of the project company? 
8. Is the construction schedule realistic? 
9. Does sufficient local labor exist near the project site? If not, what hous- 

ing developments are necessary? 
10. Is the local labor collectively organized? What is the recent and his- 

torical experience with the relationship of labor to management? 
11. In what currency are the price and damages denominated? 
12. If export-import financing is a potential source of funds, do the con- 

tractor and its subcontractors and vendors satisfy the relevant source 
criteria? 

13. Are the delay liquidated damages adequate to compensate the project 
company for a completion delay (debt service; contract penalties)? 

14. Are the performance guarantees acceptable? 
15. Are liquidated damages payable for the contractor's failure to perform 

at guaranteed levels sufficient to compensate the project company 
for reduced project capacity, increased operating costs and the like? 

16. Is credit enhancement necessary to support the creditworthiness of the 
contractor, such as a guarantee, bond or letter of credit? 

17. Is the force majeure provision integrated with the other project 
contracts? 
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Input Agreements 

1. Is the input price firm? If not, is it reasonably predictable based on 
supply sources and historical and future expectations about pricing 
and supply? 

2. What is excluded from the firm price? 
3. Are price escalators, floors and ceilings reasonable? 
4. Are escalators based on indices that are market driven or politically 

driven? 
5. If the input supply is owned or regulated by the host government. 

are there any conditions under which the price could change or the 
contract be canceled? 

6. Who is the input supplier and what is its experience and resources with 
regard to similar projects in the host country? 

7. Is the input contract for the entire input supply needed by the proj- 
ect? If not, how will the additional needs be provided? 

8. Is the contract term sufficient to provide input price predictability to 
the project? 

9. Does the description of input quality and characteristics adequately 
describe the project needs, particularly so that neither the contractor - ~ 

nor the operator are excused from performance guarantees due to poor 
input quality or characteristics? 

10. Is the delivery schedule realistic? 
11. What alternative supply sources are there and what is the availability 

and cost of these alternative supplies? 
12. In what currency are the price and damages denominated? 
13. Must deliveries begin on a specified date? If so, and the date is missed, 

is the contractor obligated to pay contract damages to the input sup- 
plier? 

14. If the input is not delivered, is the supplier obligated to pay liqui- 
dated damages or other damages to the project? If so, will these com- 
pensate the project for any increased input costs? 

15. Is the force majeure provision integrated with the other project 
contracts? 

16. Is credit enhancement necessary to support the creditworthiness of the 
supplier, such as a guarantee or letter of credit? 

17. If the input supply is owned by the host government, is a host gov- 
ernment guarantee needed? 

18. What on-site storage needs does the project have to guard against sup- 
ply interruptions? 
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Off-take Agreements 

Is the off-take price firm? If not, is it reasonably predictable based on 
supply sources and historical and future expectations about pricing 
and demand? 
Is the capacity component of the price sufficient for debt service and 
other futed costs? Is the operation component sufficient to pay vari- 
able operating costs? 
When do capacity payments begin? 
Are price escalators, floors and ceilings reasonable? 
Are escalators based on indices that are market driven or politically 
driven? 
If the off-take purchaser is owned or regulated by the host government, 
are there any conditions under which the price could change or the 
contract be canceled? 
Is the contract term sufficient to provide revenue predictability to 
the project for debt service payments and operating costs? 
In what currency are the price and damages denominated? 
Must deliveries begin on a specified date? If so, and the date is missed, 
is the contractor obligated to pay contract damages to the off-take 
purchaser? 
If the off-take is not delivered, is the project company obligated to pay 
liquidated damages or other damages to the off-take purchaser? 
Is the force majeure provision integrated with the other project con- 
tracts? 
Is credit enhancement necessary to support the creditworthiness of the 
off-take purchaser, such as a guarantee or letter of credit? 
If the off-take purchaser is owned by the host government, is a host 
government guarantee needed? 

Operation and Maintenance Agreement 

1. Has an operating and maintenance agreement been executed? 
2. How is the cost of service determined under the agreement? 
3. Who is the operator and what is its experience and resources with 

regard to similar projects in the host country? 
4. Who are the subcontractors and vendors, and what is their experience 

and resources with regard to similar projects in the host country? 
5. Is the agreement for operation and maintenance of the entire facil- 

ity? If not, how will the operators be coordinated? 
6. Does the scope of services adequately describe the project? 
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7. What is excluded from the scope of work and retained as a responsi- 
bility of the project company? 

8. Does sufficient local labor exist near the project site? If not, what hous- 
ing developments are necessary? 

9. Is the local labor collectively organized? What is the recent and his- 
torical experience with the relationship of labor to management? 

10. In what currency are the price and damages denominated? 
11. Are the performance guarantees acceptable? 
12. What are the contractual incentives for performance at or under the 

operating budget established by the project company? 
13. Is credit enhancement necessary to support the creditworthiness of the 

operator, such as a guarantee, bond or letter of credit? 
14. Is the force majeure provision integrated with the other project 

contracts? 

Technology 

1. Is the technology new or proven? 
2. Are there any local characteristics that could cause historical tech- 

nology performance to deteriorate in the local environment? 
3. Is a guarantee of technology performance included in the construc- 

tion contract? 

General Contract Review 

1. Is the law chosen to govern the project contract developed and 
predictable? 

2. Will the dispute resolution process result in prompt resolution of 
disputes? 

3. Will disputes be resolved outside of the host country? 
4. Is the contract enforceable? 
5. Does the contract permit collateral assignment to the project lender 

and subsequent assignment to a purchaser of the project in a foreclo- 
sure proceeding. 

6. If one of the contracting parties is the host government, or an entity 
majority owned by the host government, is there a waiver of sovereign 
immunity? 
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Agreement with the Host Government 

1. Has sovereign immunity been waived? 
2. Is there a forum for dispute resolution outside of the host government? 
3. What involvement by the host government is necessary to ensure proj- 

ect success? Are these elements included in the agreements with the 
host government? 

Environmental Considerations 

1. Does the technology satisfy local or World Bank environmental 
standards? 

2. Is an environmental compliance program established? 

Financing 

1. What are the potential private-sector sources of financing? 
2. What are the potential government-sector sources of financing? 
3. What guarantees and insurance are needed from government-sector 

financing sources to obtain private-sector financing? 
4. Are local capital markets available to provide funds for the project 

company? 
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Contract Clause of U.S. 
Constitution, 18.13121 

Rationality test, 18.13 [3] 
Retroactivity and settled expecta- 

tions, 18.13[3] 
Stability of contracts in emerging 

markets, 18.13[5] 
Statute of limitations, 18.13[3] 
vs state sovereignty, 14.09[4] 

Spot contract, 16.04[4] 
Term, 12.02[9], 12.07 
Transnational contracting, 12.02 
See also Project Finance 

Documentation and specific 
topics 

Coordination 
Operation and maintenance agree- 

ments, 17.02171 
Corporation, 7.07 

Improper conduct, 7.07[2] 
Piercing the corporate veil, 7.07[2] 
Sample provision, 13.05[2] 
Selection of for project, 7.07[2] 

Cost Funding, 7.02[2] 
Cost plus Fee Contract, 15.06 

Operation and maintenance agree- 
ments, 17.05 

With maximum price and incentive 
fee, 15.07, 17.06 
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Council of Europe 
Criminal Law Convention on 

Corruption, 32.04 
Covenants, 24.10 

Approvals, permits and licenses 
Draft provision, 24.10[9] 

Completion, 24.10[2] 
Draft provision, 24.10121 

Compliance with laws 
Draft provision, 24.10[8] 

Debt commitment letters, 23.02161 
Default on breach of, 24.1 1[2] 
Draft provisions 

Accounts, 24.10[33] 
Affdiates, transactions with, 

24.10[37] 
Amendment, modification, termi- 

nation, etc., 24.10[16] 
Capital expenditures, 24.101361 
Change in the project, 24.10[27] 
Change orders, 24.10[17] 
Construction costs overruns, 

24.10[38] 
Dividends and restricted payments, 

24.10[22] 
Engaging in other business, 

24.10[18] 
Engineering standards, 24.10[11] 
Environment compliance, 

24.10[13] 
Export financing, sponsor support, 

subordinated debt, 24.10[23], 
24.10[23] 

Financial costs, 24.10[25] 
Financial reporting, 24.10[29] 
Guarantee obligations of others, 

24.10341 
Indebtedness, 24.10[19] 
Insurance, 24.10[14] 
Investments, 24.10 1211 
Liens, 24.10[20] 
Maintenance of properties, 24.10[12] 
Mandatory prepayment.. excess 

cash flow, 24.10[24] 
Milestones, 24.10[26] 
Operating budget, 24.10[32] 
Performance of project documents, 

24.10[15] 

Project support, 24.10[28] 
Sale of assets, 24.10[35] 
Security documents, 24.10[31] 
Use of proceeds, 24.10[30] 

Export credits documentation, 
25.05[5] 

FCPA and, 29.03[10] 
Generally, 24.10[1] 
Maintain existence 

Draft provision, 24.10[5] 
Maintain interest in project 

Draft provision, 24.10[6] 
Merchant facility, 33.05 
No merger or consolidation 

Covenants, 24.11 [lo] 
Draft provision, 24.10[10] 

Notice of certain events 
Draft provision, 24.10[4] 

Pay taxes 
Draft provision, 24.10[7] 

Reports on project construction and 
completion, 24.10[2] 

Reports on project operation 
Covenants, 24.10[3] 
Draft provision, 24.10[3] 

Credit and Related Documentation, 
24.01-24.14 

Commercial lender's perspective, 
24.01 

Conditions precedent to closing, 
24.06 

Sample provisions, 24.06[2]-[27] 
Conditions precedent to conversion 

of construction loan, 24.08 
Sample provision, 24.08[2]-[9] 

Conditions precedent to each con- 
struction loan drawdown, 
4.07,24.06[18] 

Sample provisions, 4.07[2]-[ll] 
Covenants, 24.10 
Default, 24.1 1 

Sample provisions, 24.11 121-[16] 
Governing law, 24.13 
Limitations on recourse, 24.14 
Overview of agreements, 24.04 
Project risks in credit appraisal, 24.02 

Experience, 24.02[1]-[4] 
Force majeure, 24.02[21] 



Predictability, 24.02[5], [6] 
Protecting lender from project risks, 

24.03 
Remedies, 24.12 
Sample provisions, 24.05-24.11 

Credit Enhancement, 20.01-20.22 
Cash calls, 20.19 
Commercial insurance, 20.10 
Commodity supplier as project 

partner, 20.22 
Creditworthiness, 10.02 [I], [5] 
Government credit enhancement, 

20.16 
Local country bank letter of credit, 

20.16[5] 
Replacement with creditworthy 

purchaser, 20.16[7] 
Government subordination, 20.16[2] 
Government-funded accounts, 

20.16[3] 
Guarantees, 20.02-20.06 

Collateral, 20.02[5] 
Contrast to put options, 20.03[4] 
Generally, 20.02[1] 
Sponsor, 20.02[2] 
Sovereign guarantees, 20.15 
Third party, 20.02[3] 

See also Guarantees 
Hedging strategies, 20.21 
Implementation agreements, 20.17 
Indemnification obligations, 20.14 
Introduction, 20.01 

Risk allocation, 20.01 
Letters of credit, 20.08 
Liquidated damages, 20.13 
Options, 20.07 
Pledge of receivables, 20.16[4] 
Political risk insurance, 20.1 1 
Reserve funds, 20.18,33.03[4] 
Risks 

Non-repayment of debt, 20.01 
State devolution account as collateral, 

20.16[6] 
Subordination of project to debt 

service, 20.20 
Surety obligations, 20.09 
Warranty, 20.12 
See also specific topics 

Credit Risks, 4.02 
Creditworthiness. See as subhead to 

other topics 
See also Credit Enhancement 

Cross-border Risks 
Breach of undertakings, 3.1 1 
Change of law risk, 3.06 

Implementation agreement, 
14.06[7] 

Collateral risk, 3.12 
Currency-related risks, 3.02 
Expatriation risk, 3.05 
Export prohibitions, 3.16 
Expropriation risk, 3.04 
Freezing or blocking orders risk, 3.15 
Illiquidity of equity investment risk, 

3.14 
In general, 3.01 
Law and legal system risk, 3.13 
Permit, concession and license risk, 

3.03 
Political risks, 3.01 

Allocation and mitigation of, 3.01 
Political violence, etc. risk, 3.07 
Preemption and priority, 3.09 
Price controls and regulation risk, 

3.17 
Sovereign risk, 3.10 
See also specific topics 

Currency Related Risks, 3.02,24.02[16] 
Credit enhancement, 20.1 1131 et seq. 
Currency convertibility, 19.1 1 
Currency devaluation risk, 3.02[4] 

Derivatives to minimize risk, 3.02[4] 
Example, 3.02[4] 
Indexing revenues, 3.02 [4] 
Matching revenue currency to debt 

currency, 3.02[4] 
Raising debt in local currency, 

3.02[4] 
Currency transfer risk, 3.02131 
Exchange controls, 3.02[3], 5.17, 

20.10[5] 
Advance approvals, 3.02[7] 
Approval of, 3.13[3] 
Examples of, 3.02[3] 
Exchange permissions and 

consents, 3.02[3] 
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Currency Related Risks (continued) 
Impossibility of working with 

countries with, 3.02[3] 
Payment in hard currency, 3.02 [8] 
Reducing Exposure to, 3.02 [3] 

Export credits documentation, 
25.05[1] 

Guarantors and, 20.03 [3] 
Implementation agreement, 14.06[5] 
Indexed local currency payments, 

3.02[8] 
Large-scale projects and, 3.02[6] 
Nonconvertibility of currency, 

3.02[2] 
Hard currency solution, 3.02[2] 
Political risk insurance, 3.02[2] 
Tie-ins with local export business, 

3.02[2] 
Offshore accounts, 3.02[5] 
Violation of exchange laws, 3.02[3] 

Dabhol Project, 18.13[5] 
Damages 

Contract damages, 12.11[1] 
Fixed-price construction contracts, 

20.13 
Implementation agreement, 

14.06[15] 
Liquidated damages, 12.11 [2], 17.12 

Collateral, as, 26.02131 
Debt and Equity Financing, 

21.01-25.05[6] 
Covenants, 24.10[ 191 
Credit and related documentation, 

24.01-24.14. Seecredit and 
Related Documentation 

Equity matters, 24.02[17], [ la]  
Export credits documentation, 

25.01-25.05[6]. SeeExport 
Credits Documentation 

Financing sources for the project, 
21.01-21.16. See Financing 
Sources 

Offering memorandum, 22.01-22.22. 
See OFFERING MEMORAN- 
DUM 

Project finance debt commitment let- 
ters, 23.01-23.03. SeeDebt 
Commitment Letters 

Subordinated debt, 21.11,24.10[23] 
See also specific topics 

Debt Commitment Letters, 23.01-23.03 
Commitment 

Sample provision, 23.02[1] 
Conditions to closing 

Sample provision, 23.02[8] 
Covenants 

Sample provision, 23.02[6] 
Default 

Sample provision, 23.02[7] 
Expenses 

Sample provision, 23.02[11] 
Financing letter of intent, 23.01, 

23.01 [3] 
Guidelines for, 23.03 
Formal commitment letter, 23.01 
Loan application, 23.01 (21 

Sample provision for loan amount, 
23.02[2] 

Material adverse change, 24.06[24], 
24.07[6], 24.08[6] 

Sample provision, 23.02[12] 
Non-disdosure 

Sample provision, 23.02[10] 
Oral commitment, 23.01 (41 
Repayment terms 

Sample provision, 23.02[4] 
Representation and warranties 

Sample provision, 23.02[5] 
Term sheet, 23.01 

Sample provision to expiration 
date, 23.02[9] 

Use of proceeds 
Sample provision, 23.02[3] 

Debt Service 
Economic feasibility and, 10.04 
Project document, 13.18 

Sample provision, 13.18[2] 
Default 

Breach of covenants, 24.1 1 [3] 
Condition precedent, 24.06[26], 

24.07[5], 24.08[5] 
Credit and related documentation, 

24.11 
Payment, 24.11 [2] 

Debt commitment letters, 23.02[7] 
Draft provisions 

Abandonment, 24.1 1 [I 11 



Bankruptcy petition, fding of, 
24.11[5] 

Commencement of, 24.1 1 [6] 
Breach of covenants, 24.1 1 [3] 
Breach of credit support, 24.11[15] 
Breach of representation of war- 

ranty, 24.1 1 141 
Exyropriation, 24.11[12] 
Final acceptance date, 24.1 1 [8] 
Government approvals, 24.1 1 [9] 
Judgments, 24.1 1[7] 
Ownership and control, 24.11 (131 
Payment, 24.1 1 [2] 
Payment of obligations, 24.1 1 [14] 
Project contracts, 24.11[10] 
Security documents, 24.1 1 [16] 

Export credits documentation, 25.05161 
Input contracts, 16.16 

Definition, 1.01 
Confusion of terms, 1.02, 1.17 
Terms, abbreviations and acronyms, 

675-686 
Delay in Completion, 4.04 
Developing Countries 

Collateral problems, 26.06111 
Economic insecurity, 9.05 
Market inefficiencies and govern- 

ment ownership, 9.05 
Power purchase agreements 

Common risk allocation, 19.23 
Project fmance in, 9.05 
Risks involved, 9.05 

Development Consortium, 7.13 
Consortium bids, 14.02[10] 
Definition, 7.13 

Development Loans, 21.12 
Disclosure 

Full disclosure, 13.26 
Sample provision, 13.26121 

Discrimination 
Nondiscrimination agreement, 

14.06[11] 
Dispute Resolution, 3.13131, 

31.01-31.09 
Arbitration 

Advantages of, 31.02[1] 
Alternatives to, 31.02[4] 
Challenging awards, 31.09 
Consistency in arbitration provi- 

sions, 31.04[1] 
Choice of law, 31.05 

New York law, 31.05[5] 
Consolidation, 31.04[3] 
Forum, choice of, 31.06 
Implementation agreement, 

14.06[13] 
Lex Mercatoria, 31.05[4] 
Litigate or arbitrate? 

Pros and cons of project partici- 
pants, 31.03 

New York Convention, 31.06[2] 
Panel, choice of, 31.07 

List of, 31.07[1]-[8] 
Participants not parties to the con- 

tract in dispute, 31.08 
Drawdown 

Conditions precedent to construction 
loan drawdown, 24.07 

See also as subhead to other topics 
Due Diligence, 4.01[2] 

Checklist, 687695 

East Asian Financial Crisis 
Economic health and demand for 

power, 1.20[3] 
Increased cost of power and, 1.20111 
Power purchase contract renegotia- 

tion, 1.20121 
Project finance and, 1.20 

Project finance private power proj- 
ects, 1.20 

Economic Projection 
Assumptions, 10.06 
Construction budget, 10.02 
Economic feasibility, 10.01-10.08 
Debt service, 10.04 
Feasibility study and, 8.06 
Host country and, 9.04 
Inaccuracy of, 4.24 
Operating budget, 10.03 
Ratios, 10.07 
Valuation, 10.08 
Working capital, 10.05 

Eksportkreditraadet (Denmark), 21.09[9] 
Emerging Markets 

Lessons of Enron deal with India, 
18.13[5] 

Political risk insurance, 20.11 [18] 
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Eminent Domain, 19.06[3] 
Employees 

Implementation agreement as to, 
14.07[13] 

Energy Payment. See Power Sales 
Agreements 

Engineer 
Covenants, 24.10[11] 
Engineering contract, 15.04[1] 
Engineering reports, 24.06[20] 
Independent engineer 

Technical feasibility of project and, 
8.14 

Environment 
Aesthetics, 11.0[7] 
Air, 11.02 [2] 
Conditions precedent, 24.06[23] 
Covenants, 24.10[13] 
Environmental controls risk, 3.06[5], 

4.25 
Environmental damage and audits, 

11.06 
Environmental guarantees, 15.16[9] 
Environmental impact of project, 

11.02 
Environmental regulation and feasi- 

bility, 11.01-11.07 
Future environmental regulation, 

11.07 
Global Environment Facility, 21.10 
Growth of environmental Regulation, 

11.01 
Health hazards, 11.02[5] 
Historic and cultural significance, 

11.02 [8] 
Indigenous people, 11.02[10] 
Noise, 1 1.02 [6] 
Permits, 11.03 
Plant and animal habitants, 

11.02 [4] 
Public opposition, 11.04 
Site, 11.02[1] 
Transportation, public services and 

utilities, 11.02[9] 
World Bank environmental standards, 

11.05 
Water, 11.02[3] 

EPC Contract, 15.04[4] 

Equity Investment 
Illiquidity of, 3.14 
Transferability of equity interests, 

7.04[7] 
European Bank for Reconstruction And 

Development (EBRD), 
21.08[5] 

Antibribery guidelines, 32.02[4] 
European Economic Interest Groupings 

(EEIG), 7.12 
Collateral considerations, 7.12[4] 
Definition, 7.12[1] 
Liability, 7.12[2] 

European Investment Bank, 21.08[7] 
European Union, 2 1.08[6] 

Convention on the Fight Against 
Corruption, 32.07 

Exclusivity 
Project, of, 7.02[2] 

Expatriation, 3.05 
Experience, 24.0 

See also as subhead to other topics 
Export Credit Documentation, 

25.01-25.05[6] 
Bank-to-bank, 25.02[2] 
Direct lending, 25.02[1] 
Export credit agreement, 25.05 

Conditions precedent, 25.05[3] 
Covenants, 25.05[5] 
Currency of loan, 25.05[1] 
Default, 25.05[6] 
Right to prepay, 25.05[2] 
Warranties, 25.05[4] 

Interest rate equalization, 25.02 [3] 
Methods of financing, 25.02 
OECD Consensus, 25.01 [2] 

Export Credit Financing, 6.03 
Direct lending, 6.03[2] 
Financial intermediary loans (Bank- 

to-bank), 6.03[2] 
Interest rate equalization, 6.03[2] 

Export Credit Guarantee Dep't of UK 
Dep't of Trade and Industry, 
20.11[11], 21.09[15] 

Export Credit Insurance Company 
(Spain), 21.09[20] 

Export Development Corporation of 
Canada, 20.11[13], 21.09[8] 



Export Finance and Insurance Corp. 
(Australia), 2 1.09[16] 

Export-Import Bank of Japan, 
20.11[10], 21.09[5] 

Export-Import Bank of Korea, 
21.09[21] 

Export Prohibitions, 3.16 
Implementation agreement, 

14.07[11] 
Expropriation, 20.1 1[2] etseq. 

Default, 24.11[12] 
Implementation agreement, 14.06[3] 
Just compensation, 3.04 
Risk of, 3.04 , 

Facility Site 
Construction of related facilities, 

4.10 
Hazardous waste problem, etc., 4.08 

Feasibility Study 
Contracts, 8.07 
Economic information, 8.06 
Financing sources, 8.11 
General description, 8.02 
Host government, 8.09 
In risk identification, 4.01 [3] 
Inaccuracy of, 4.24 
Independent engineer, 8.14 
Market for product, 8.10 
Needs assessment and, 8.13 
Privatization, 8.12 
Project participants, 8.04 
Project schedule, 8.08 
Project sponsors and project com- 

pany, 8.03,27.01-27.05 
Responsibilities of, 15.12 

Purpose of, 8.01 
Technical information, 8.05 

Financial Advisor, 5.13 
Financial Statements, 13.08 

Conditions precedent, 24.06[17] 
Covenants, 24.10[29] 
Generally, 13.08[1] 
Modification of 

Sample provision, 13.08[3] 
Project finance credit agreement for 

new project 
Sample provision, 13.08[2] 

Representation for contracting party 
Sample provision, 13.08[4] 

Financial Tests, 24.10 (251 
Financing Sources, 2 1.01-21.16[3] 

Banks and institutional lenders, 21.02 
Bilateral agencies, 21.09 

Generally, 21.09[1] 
See also specific agencies 

Bond markets, 21.04 
Disadvantages, 21.04[3] 
Mini-perm and amortizing mini- 

perm, 21.04[5] 
Cash flows, securitization of, 21.16 
Contractor, 21.14[3] 
Development loans, 21.12 
Equity markets, 21.03 
Financing from project participants, 

21.13 
Flexibility, 21.01 
Generally, 2 1.01 
Global Environment Facility, 21.10 
Host government, 21.14[2] 
Investment funds, 21.06 
Koran and, 21.15 
Regional development banks, 21.08 

See also specific regional banks 
Rule 144A debt placement, 21.05 

Advantages, 21.05[1] 
Disadvantages, 21.05[2] 
Qualified institutional buyer 

(QIB), 21.05 
Subordinated debt, 21.11 
World Bank, 21.07 

See also World Bank and specific 
organizations 

Finish Export Credit Limited (Finland), 
21.09[10] 

Fixed Price Contract, 15.05 
Operation and maintenance agree- 

ments, 17.04 
Flexibility 

Need for, 7.14 
Force Majeure, 3.07,4.23, 12.10,13.12, 

19.04[6], 19.09,24.02[21] 
Input contracts, 16.03[5], 16.15 
Construction contracts and, 4.05, 

15.02[4], 15.24 
Legal interpretations differ, 4.05 
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Force Majeure (continued) 
Operation and maintenance agree- 

ments, 17.02[3], 17.18 
Resurrection clause, 4.05 
Sample provision, 13.12[2] 

Foreign Corrupt Practices Act. See 
United States 

Foreign Law 
Guarantees and, 20.03[5] 
Project finance and, 1-18 

Foreign Officials 
Bribery and, 29.03[4], [5], 32.06 

Forum, Choice of, 31.06 
Forward Purchase Agreements, 6.09 
Fragmentation 

The more the merrier, 7.15 
Freezing or Blocking Orders, 3.15 
Fuel Costs, 19.07[8], 19.23[3] 
Funds 

Availability of, 24.06[5], [6] 

Garanti-Institutter for Eksportkreditt 
(Norway), 21.09[18] 

General Operating Expenses, 4.18 
Debt commitment letter, 23.02[11] 

Global Economy 
Collateral security laws and, 26.12 

Global Environment Facility, 21.10 
Government Subordination, 20.15[2] 
Government-Funded Accounts, 20.16[3] 
Guarantees 

Collateral, 26.02[3] 
Implied guarantees and undertak- 

ings, 20.06 
Comfort letter, 20.06[2] 

Indirect guarantees, 20.05 
Take-and-pay contracts, 20.05[2] 
Take-or-pay contracts, 20.05[1] 

Limited guarantees, 20.04 
Cash deficiency, 20.04[3] 
Claw-back, 20.04[2] 
Completion, 20.04[4] 
Risk with unlimited guarantees, 

20.04[5] 
Performance guarantees, 17.12 
Put, contrast to, 20.07[3] 
Transnational guarantees, 20.03 

Choice of law, 20.04[5] 

Payment and currency risks, 
20.03 [3] 

Tax implication, 20.03 [4] 
See also Credit Enhancement; see also 

as subhead to other topics 

Host Government 
Benefits from project, 5.17 
Changing laws of, 5.17 
~ondi t io i s  precedent, 24.06[9] 
Economic conditions, 9.04 
Default in government approval, 

24.11[9] 
Developing countries 

Project finance in, 9.05 
Environmental regulation, 11.01 [2] 
Exchange rate guarantees, 5.17 
Feasibility study and, 8.09 
Financing by 21.14[2] 
Infrastructures and, 5.17, 13.23, 

14.01,14.07[1] 
Sample provision in project 

document, 13.23 [2] 
Investment requirements, 7.06 

Real estate, 7.06[2] 
Legislative and regulatory matters, 

9.03, 14.05 
Checklist of laws to review, 9.03 

Local formation of project company, 
7.06[4] 

Local participation, 7.06[3] 
Need to work with, 5.17 
Political risks, 9.02 
Predictability, 9.03 
Preliminary host country agree- 

ments, 14.01-14.12 
See also Preliminary Host Country 

Agreements 
Risk factors, 5.17 
Stability of, 9.01,9.03 

Implementation Agreements, 3.03[1], 
3.13, 14.06,20.17 

Authorization to do business, 
14.06[9] 

Communications, 14.07[1] 
Completion deadlines (milestones), 

14.07[3] 



Constitutionality, 14.06[14] 
Cooperation and nondiscrimination, 

14.06[11] 
Country support agreement, 

14.06[16] 
Currency concerns, 14.06[5] 
Damages, 14.06[15] 
Dispute resolution and enforcement, 

14.06[13] 
Employee, treatment of, 14.07[13] 
Exclusive right to develop project, 

14.06[10] 
Expansion rights or requirements, 

14.07 [4] 
Export restrictions, 14.07[11] 
Expropriation, 14.06[3] 
Good citizenship, 14.06[12] 
Government-owned natural 

resources, 14.07191 
Import restrictions, 14.07[12] 
Importation of construction equip- 

ment, 14.07[7] 
Infrastructure development, 

14.07[1] 
Land and air transportation, 14.07[1] 
Legislative protection, 14.06[7] 
Local restrictions on sale, 14.07[10] 
Permits, 14.06141 
Power, 14.07[1] 
Price regulation, 14.07[8] 
Project support agreement, 

14.061161, 24.10[28] 
Purpose of, 14.06[1] 
Raw material supply agreement, 

14.07[6], 15.02[8], 24.02 [S] 
Restrictions on goods and services of 

project, 14.07[2] 
Social program support, 14.07151 
Sovereign guarantees, 14.06[2] 

Government's y erspective, 
14.06[18] 

Stabilization clauses, 14.061171 
Tax benefits and customs duties 

relief, 14.06[6] 
Telephone service, 14.07[1] 
War, insurrection, strikes and vio- 

lence, 14.06[8] 
Waste disposal, 14.07[1] 

Water, 14.07[1] 
Water ports and harbors, 14.07[1] 
Withholding taxes on loan interest, 

14.07[14] 
Import Restrictions 

Implementation agreement, 
14.07[12] 

Indemnification, 20.14 
India 

Enron Corp. and long-term power 
purchase agreement 

Change of government, effect of, 
18.13[5] 

Indigenous People 
Relocation and, 11.02[10] 

Inflation, 19.23[4] 
Input Contracts, 16.01-16.18 

Creditworthiness, 16.06 
Excuses to performance, 16.05 
Introduction, 16.01 
No need for when supply adequate, 

16.02 
Rese~es  and mining or  production 

plans, 16.18 
Risks of, 16.03 

Availability of supply 16.03[3] 
Delay in completion of transporta- 

tion facilities, 16.03 [2] 
Disruption in transportation, 

16.03[4] 
Experience and resources issue, 

16.03[6] 
Force majeure, 16.03 [5] 
Puel issue, 16.06[7] 
Increase costs, 16.03[1] 
Linking project input to outputs, 

16.03[9] 
Quality of fuel, 16.03[8] 

Sample provisions, 16.08 
Default by project company, 

16.16[3], [4] 
Default by supplier, 16.16[2], [4] 
Definite date, 16.08[2] 
Force majeure, 16.15141 
Payment, 16.10[2] 
Price, 16.09[2] 
Quality and rejection, 16.12121 
Remedies for breach, 16.17[5] 
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Input Contracts (continued) 
Scheduling; metering and weigh- 

ing, 16.11[2] 
Term, 16.14[2] 
Title and risk of loss, 16.13[2] 

Supply-or-pay contracts, 16.01 
Types of, 16.04 

Commodity supplier as project 
partner, 16.04[8] 

Dedicated reserves, 16.04[5] 
Firm vs. interruptible, 16.04[6] 
Fixed amount, 16.04[1] 
Output, 16.04[3] 
Requirements, 16.04[2] 
Spot, 16.04[4] 
Subordination of project costs to 

debt service, 16.04[7] 
Insolvency 

Operation and maintenance agree- 
ments, 17.14[2] 

Instituto Centrale per 11 Credito a 
Medio Termine (Italy), 
21.09[13] 

Insurance, 5.18 
Collateral, 26.02 [3] 
Commercial insurance, 20.10,26.11 

See also Commercial Insurance 
Conditions precedent, 24.06[15] 
Construction contracts, 15.23 
Covenants, 24.10[14] 
Operation and maintenance agree- 

ments, 17.17 
Political risk insurance, 20.11 

See also Political Risk Insurance 
Portfolio political risk insurance, 

20.1 1 [16] 
Power sales agreements, 19.21 

Inter-American Development Bank, 
ll.O1[3], 20.11[6], 21.08[8] 

Anti-corruption policies, 32.02[3] 
Inter-American Investment 

Corporation, 21.08[8] 
Intercreditor Agreements, 26.10 
Interest Rate, 4.22,24.02[20] 

Offering memorandum, 22.13 
International Bank for Reconstruction 

and Development (IBRD), 
21.07[21,[61, [71 

Collateral, 21.07[2] 
Enclave projects, 21.07[2], [6] 
Free market economies, 21.07[2] 
General requirements, 21.07[2] 
Guarantee program, 21.07[2] 
International Development Agency 

(IDA) countries, 21.07[2] 
Loan program, 21.07[2] 

International Chamber of Commerce 
Rules of Conduct to Combat 

Extortion and Bribery, 32.09 
Text, 32.09 

International Development Association 
(IDA), 21.07[21, [41, [61, [71 

International Finance Corporation 
(IFC), 20.11[1], 21.07[5] 

B loans, 20.1 1 [3] 
Benefits of IFC participation, 

21.07[5] 
Co-financing and, 6.07 
Equity program, 21.07[5] 
Liability and, 6.07 
Loan program, 21.07[5] 
Types of structures used for, 6.07, 

20.11[3] 
International (Multilateral Agencies) 

World Bank, etc., 5.06 
International Monetary Fund (IMF), 

21.07[3] 
International Project Finance, 1.1 1 
Introduction to Project Finance, 

1.01-1.20 
Advantages of, 1.09 

Avoidance of restrictive covenants 
in other transaction, 1.09[4] 

Collateral limited to project assets, 
1.09[9] 

Expanded credit opportunities, 
1.09[11] 

Favorable financing terms, 1.09[5] 
Internal capital commitment poli- 

cies, 1.09[6] 
Lenders participate in work-out no 

foreclosure, 1.09[10] 
Leveraged debt, 1.09[3] 
Matching specific assets with liabil- 

ities, 1.09[11] 
Nonrecourse debt financing, 1.09[1] 



Off-balance sheet debt treatment, 
1.09121 

Political risk diversification, 
1.09[7] 

Risk sharing, 1.09[8] 
Basic components of, 1.08 
Commercial structure vs. financing 

structure, 1.13 
Contrast with other financing types, 

1.06 
Asset-based finance, 1.06[2] 
Balance sheet finance, 1.06[1] 

Developing countries and, 1.15 
Government guarantees, 1.15 
Privatization vs. government 

sources, 1.15 
Project finance and corporate 

finance techniques, 1.15 
Disadvantages, 1.10 

Complexity of risk allocation, 
1.10[1] 

Encourages potentially unaccept- 
able risk taking, 1.10[7] 

Higher interest rates and fees, 
1.10[2] 

Increased insurance coverage. 
1.10[6] 

Increased lender risk, 1.10[2] 
Lender reporting requirements, 

l.l0[5] 
Lender supervision, 1.10[4] 

Economic studies, 1.19 
Facilities developed with project 

finance, 1.12 
Contrasting risks, 1.12[11] 
Energy generation, 1.12[1] 
Growth and restructuring projects, 

1.12[9] 
Mining, 1.12[3] 
Pipelines, storage facilities and 

refineries, 1.12 [2] 
Sports stadium and leisure proj- 

ects, 1.12[10] 
Telecommunications, 1.12[7] 
Toll roads, 1.12[4] 
Waste disposal, 1.12[5] 
Water, 1.12[6] 

Financing alternatives, 1.16 

Projects financed without revenue 
contracts, 1.14 

Uses of, 1.07 
Investor Agreements 

Project sponsor and, 27.01-27.05 
Islamic Development Bank, 21.08[9] 

Joint Venture, 7.11 
Conflicts of interest, 7.11[5] 
Definition, 7.1 1 [ I ]  
Joint venture agreements, 27.04 
Liability, 7.1 1[6] 
Project management, 7.1 1 [4] 
Reason for selection, 7.11[2] 
Types of, 7.1 1 [3] 

Iudgments and Orders 
Default and, 24.11 [7] 
Project finance documents 

Sample provision, 13.10[21 

Koran 
Financing and, 21.15 

Kreditanstalt f i r  Wiederaufbau 
(Germany), 21.09[12] 

Law and Legal Systems Risk, 3.13 
Compliance with laws, 13.22 

Covenants, 24.10[8] 
Sample provision, 13.22[2] 

Implementation agreement, 14.06[7] 
Legal culture, understanding of, 

3.13[8] 
Lawyers 

Local counsel opinions, 30.04 
Permits and approvals, 30.05 
Local lawyers, 5.16.30.02 

Competency, 30.02 [2] 
Managing, 30.02 141 

Offering memorandum, 22.22 
Project finance lawyers, 5.15 
Risk control by, value of, 14.07[13] 
See also Litigation 

Lease Financing, 6.04 
Advantages of, 6.04121 
Tax advantages, 6.04[2] 

Lessor's perspective, 6.04[3] 
Mechanics of, 6.04[1] 

Legal Expertise, 3.13[5] 
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Lender 
Preferences of, 7.03[6] 
Protecting the lender from project 

risks, 24.03 
Letter of Intent and Memorandum of 

Understanding, 14.03 
Debt commitment letters, 23.02[3] 
Sample provision, 14.03 

Letters of Credit, 19.08[4], 20.08 
Government account supported with, 

20.16[5] 
Leverage 

Need for, 7.03[1] 
Lex Mercatoria, 31.05[4] 
Liability 

Construction contracts 
Draft provision, 15.28[2] 

Licenses and Concessions, 3.03[2], 
15.32 

See also Permits 
Liens, 15.15[3], 24.06141 

Civil law countries, 26.06[1] 
Collateral, 26.06 

Blanket lien, 26.02[1] 
Common law countries, 26.06[1] 
Covenants, 24.10[20] 
Developing countries, 26.06[1] 
Waivers. 24.07r 101 . . 

Limited Liability Company, 7.10 
Limited Partnership 

Definition, 7.09[1] 
Management, 7.09[3 [ 
Reason for selection, 7.09[2] 
Sample provision, 13.05[4], [5] 

Limited-Recourse Project Finance, 1.04 
Litigation, 13.09 

Arbitrate or litigate, 31.02 
Condition precedent, 24.06[26], 

24.07[7], 24.08[7] 
Litigation representation when litiga- 

tion exists 
Sample provision, 13.09[3] 

Litigation representation when no 
litigation exists 

Sample provision, 13.09[2] 
Local Law 

Sources of, 30.03 
Long-term Sales Agreement 

Definition, 18.02[5] 
Loss Payee, 20.10[2] 

Maintenance Agreements. See 
Operation and Maintenance 
Agreements 

Management 
Experience, 4.19,7.03 [4] 
Management agreements, 27.05 

Market Risk 
Competition factor, 4.14 
Feasibility study and, 8.10 
Merchant facility, 33.01 
Tolling agreements, 4.14 

Merchant Facility, 33.01-33.05 
Cash calls, 33.03[5] 
Debt service, 33.03 [6] 
Definition, 33.01 
Hedging strategies, 33.03 [7] 
Loan covenants for the merchant 

project, 33.05 
Management of commodity risk, 

33.03 
Linking inputs and outputs, 

33.03[3] 
Long-term contracts, 33.03[2] 
Resenre funds, 33.03[4] 

Management of commodity output 
risk, 33.04 

Market conditions in U.S. and, 33.01 
Market risk, 33.02 

Short-term power purchase con- 
tracts, 33.02 

Merchant power plants, 33.01 
Metering, 19.16 
Milestones, 14.07[3], 19.04 

Approval of project contracts, 
19.04[2] 

Commercial operations, 19.04[5] 
Condition precedent, 19.04[1] 
Covenants, 24.10[26] 
Failure to construct facility, 

19.04[4] 
Financial closing, 19.04[3] 
Force majeure, 19.04[6] 
Penalties for missing, 19.04[4] 
Shortfall in nameplate capacity, 

19.04[4] 



Ministry of International Trade and 
Industry (Japan), 20.11[9] 

Mortgage, Deed of Trust and 
Indenture, 26.03[3] 

Multilateral Investment Guarantee 
Agency (MIGA), 3.02[2], 
20.1 1 [2], [16] 

Cooperative Underwriting Program 
(CUP),20.11[16] 

Coverage, 20.11 [2] 
Eligibility, 20.11 [2] 
Expropriation, 20.1 1 [2] 

Mutual Mistake, 18.04[2] 

Natural Resources 
Implementation agreement, 14.07[9] 

Needs Assessment 
Definition, 8.13 

Netherlands, 2 1.09[14] 
Nonrecourse Project Finance, 1.03 

Nonrecourse provision, 12.05 
Sample provision, 12.05[2] 

Nordic Development Fund, 21.08[11] 
Nordic Investment Bank, 21.08[10] 

Oesterreichische Kontrollbank AG 
(Austria), 21.09[17] 

Off-take Purchaser 
Creditworthiness of, 4.13 

Off-take Sales Contracts, 
18.01-18.13 [5],24.02 [8] 

Blended, 18.02[4] 
Condition precedent, 24.06[10] 
Cutoff agreement, 18.04 
Emerging markets 

Negotiation factors to consider, 
18.13[5] 

Enron Corp. project in India 
Change of government, effect of, 

18.13[5] 
Executary contracts, 18.03 
Good faith, 18.04[3] 
Long-term sales agreements, 18.02[5] 
Necessity for, 18.01 
Revenue contracts in transnational 

projects, 18.05 
Assignment of revenues to project 

lenders, 18.07 
Enforcement of, 18.06 

Risk factor, 18.03 
Commercial impracticability, 

18.04[1] 
Contractual risk, 18.03 
General contract theories, 

18.04[2], [3] 
Risks in contract terms and 

defenses, 18.04 
Sample provisions, 18.08 et seq. 

Agreement for allocation, 18.09[2] 
Option capacity, 18.10[2] 
Reserve capacity, 18.1 1 [2] 
Standby charge, 18.12[2] 

Sanctity of contracts, 18.13 
See also Contracts 

Spot sales, 18.02[6] 
Take-and-yay, 18.02131, 19.07[3] 
Take-or-pay, 18.02[2], 19.07[3] 
UCC and, 18.04 

Offering Memorandum, 22.01-22.22 
Borrower, 22.04 
Closing, 22.17 
Collateral, 22.08 
Commitment, drawdown, 22.15 
Cost overruns, 22.1 1,24.02[9], 

24.10[38] 
Covenants. See Covenants 
Debt amount, 22.06 
Defaults, 22.30 
Drawdown, 22.15,22.17,22.18 
Equity terms, 22.10 
Fees, 22.16 
Governing law, 22.21 
Interest rate, 22.13 
Project sponsors, 22.05 
Repayment and debt amortization, 

22.14 
Sources of debt and equity, 22.09 
Uses of proceeds, 22.07 

Office National du Decroire (Belgium), 
21.09[7] 

Opec Fund For International 
Development, 21.08 [12] 

Operating Standard, 17.10 
Operation and Maintenance 

Agreements, 17.01-17.18[2] 
Cost plus fee contract, 17.05 

Maximum price and incentive fee, 
17.06 
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Operation and Maintenance 
Agreements (continued) 

Covenants, 24.10[3] 
Creditworthiness, 17.03 
Fixed price contract, 17.04 
Generally, 17.01 
Risks, 17.02 

Coordination, 17.02[7] 
Excuses for operator nonyerfor- 

mance, 17.02 [6] 
Experience and resources of oyera- 

tor, 17.02[4] 
Force majeure, 17.02[3] 
Increase in operating costs, 

17.02[1] 
Performance guarantees, 17.02[2] 
Raw material supply and utilities, 

17.02[5], 24.02[5] 
Sample provisions, 17.07 

Capital changes, l7.13[2] 
Force majeure, 17.18[2] 
Insurance, 17.17[2] 
Operating standard, 17.10[2] 
Operator's responsibilities, 

17.08[2] 
Performance guarantees and liqui- 

dated damages, 17.12[2] 
Price and payment, 17.11[2] 
Procedure at end of agreement, 

17.16[2] 
Project company's responsibilities, 

17.9[2] 
Remedies for breach, 17.14[2] 
Suspension of services, 17.15[2] 

Self-operation, 17.01[2] 
Operator, 5.12 

Experience, 4.16 
Responsibilities, 17.08 

Option Capacity, 18.10 
Organization for Economic Co-opera- 

tion and Development 
(OECD), 20.1 1 [14], [I51 

Convention on combating bribery, 
32.06 

OECD Consensus, 21.09[2], 25.05[2] 
Prohibit favorable tax treatment of 

bribes, 32.05 
Organization of American States 

Inter-American Convention Against 
Corruption, 32.03 

Output Purchaser, 5.10 
Overseas Private Investment 

Corporation (OPIC), 3.02[2], 
20.11[7], 21.09[6] 

Oil and gas projects, 20.11[7] 
Political risk insurance, 20.11 [18] 

Ownership Structure, 7.01-7.15 
Avoiding parent company direct 

involvement, 7.04 
Corporation, 7.07 
Development agreement, 7.02[2] 

Confidentiality, 7.02[2] 
Development consortium, 7.13 
European Economic Interest 

Groupings, 7.12 
Flexibility, 7.14 
Fragmentation, 7.1 5 
General partnership, 7.08 
Generally, 7.01 
Host country investment require- 

ments, 7.06 
Joint venture, 7.1 1 
Limited liability company, 7.10 
Limited partnership, 7.09 
Pre-development activities, 7.02 
Selecting the structure, 7.03 
Special-purpose nature of project 

company, 7.05 

Pacta Sunt S e ~ a n d a ,  18.13[5] 
Parent Company 

Avoiding direct involvement of, 7.04 
Participants, 5.01-5.18 

Agencies 
Bilateral, 5.07 

U.S.Agency for International 
Development, etc., 5.07 

Environmental concerns, 
11.01 [3] 

International (multilateral), 5.06 
Environmental concerns, 

11.01[3] 
World Bank, etc. 5.06 

Rating, 5.08 
Banks, types of, 5.04 

Security or collateral agent, 5.4[5] 



Bondholders, 5.05 
Borrowing entity, 5.03 
Commercial lender, 5.04 

Different types of debt, 5.04 
Syndicate diversity, 5.04 

Contractor, 5.11 
Feasibility study and, 8.04 
Financial advisor, 5.13 
Host government, 5.17 

Developed and underdeveloped 
countries, 5.17 

Market incentives and, 5.17 
Objectives and role, 5.17 
Risk factors, 5.17 

Insurers, 5.18 
Local lawyers, 5.16,26.06[2] 

See also Lawyers 
Output purchaser, 5.10 
Operator, 5.12 
Project company, 5.02 
Project finance lawyers, 5.15 
Project sponsor, 5.01 
Supplier, 5.09 
Technical consultants, 5.14 

Partnership 
Collateral considerations, 7.08[3] 
U.S. and English laws as to, 7.08[4] 

Definition, 7.08[1] 
General, 7.08 
Liability, 7.08[2] 
Limited partnership, 7.09 

See also Limited Partnership 
Partnership agreements, 27.03 
Reason for selecting, 7.08[3] 
Sample provision, 13.05[30 

Payment. See as subhead to other topics 
Payment and Retainage, 15.15 

Input contracts, 16.10 
Penalties. See as subhead to other 

top ics 
Permits, 3.03[1], 4.20,24.02[13], 

24.07[4] 
Collateral, as, 26.02[3] 
Conditions precedent, 24.06[14], 

24.08[4] 
Covenants, 24.10[9] 
Environmental feasibility reports 

and, 1 1.03 

Implementation agreements, 3.03 [I] ,  
14.06[4] 

Local counsel 
Opinion on permits and approvals, 

30.05 
Project document, 13.21 

Sample provision, 13.21[2] 
Personal Property 

Collateral, as, 26.02[3] 
Types of personal property, 

26.02[3] 
Personal property security agreement, 

26.03[2] 
Pledges 

Negative pledges, 26.04 
Pledge of receivables, 20.16[4] 

Political Collapse and Suctession 
Risk of, 3.08 

Political Risk, 3.18,4.21,9.02,19.09[1], 
21.07[5], 24.02[15], 26.02[3] 

Credit evaluation, 20.1 1 [19] 
Developing countries, 19.23[5] 
Electorate must support project, 9.02 
Implementation agreement as to 

insurance for, 14.08 
Insurance, 20.11 

See also Political Risk Insurance 
Political stability, 9.02 
Public opposition to project, 11.04 
Stabilization clauses, 14.06[17] 

Political Risk Insurance, 20.11 
Assignment rights, 20.1 1 [17] 
B loan programs and guarantees, 

20.1 1 
Bilateral and multilateral agency risk 

insurance, 20.1 1 
See entries for specific agencies 

Commercial insurance and, 
20.11[16] 

Credit evaluation of, 20.11[19] 
Emerging markets 

Bond financing for, 20.11 [ la]  
Generally, 20.1 1 [ I ]  
Warranty, 20.12 

Political Violence Risk, 3.07 
Implementation agreement, 

14.06[8] 
OPIC and, 20.1 1 [7] 



International Proied Finance 

Power Sales Agreements, 19.01-19.23 [5] 
Currency convertibility. 19.11 
Delivery point and interconnection, 

19.06 
Developing country power purchase 

agreements 
Construction and cost overrun, 

19.23[1], 24.02[9] 
Delay, 19.23[1] 
Failure to achieve performance 

standards, 19.23[1] 
Market, 19.23[4], 24.02[7] 

Demand, 19.23[4] 
Exchange rate fluctuations, 

19.23 [4] 
Inflation, 19.23 [4] 
Price, 19.23[4] 

Operating, 19.23[2] 
Cost overrun, 19.23[2], 24.02[9] 
Fuel, 19.23 [2] 
Price, 19.23[2] 
Supply, 19.23[2] 
Transportation, 19.23[2] 

Poetical, 19.23[5] 
Risk factor, 19.23 

Development obligations, 19.03 
Eminent domain, 19.06[3] 
Force majeure, 19.09 

Change of law, 19.09[3] 
Insurance, 19.21 
Introduction, 19.01 
Land rights, 19.06[5] 
Metering, 19.16 
Obligation to deliver or take power, 

19.05 
Operating procedures, 19.15 
Payment, 19.10 
Penalties, 19.13 
Performance milestones, 19.04 

Approval of project contracts, 
19.04[2] 

Commercial operations, 19.04[5] 
Financial closing, 19.04[3] 
Force majeure, 19.04[6] 
Penalties for missing, 19.04[4] 

Political risk, 19.09[1] 
Power purchaser responsibilities, 

19.19 

Successor to, 19.22 
PPA (power purchase agreement), 

19.01 
Price for power, 19.07 

Adjustment to capacity charges, 
19.07[6] 

Bad deal consequences, 19.07[13] 
Capacity payment, 19.07[4], [5], 

[lo], [ I l l  
Energy payment, 19.07[7] 
Equity return for developing coun- 

tries, 19.07[12] 
Fuel costs, 19.07[8] 
Penalties and bonuses, 19.07[9] 
Take-and-pay, 19.07[3] 
Take-or-pay, 19.07[3] 

Project company responsibilities, 
19.20 

Regulatory out provisions, 19.18 
Sample clause, 19.18 

Revenue contracts in transnational 
projects, 19.02 

Security and commitment of project 
sponsor, 19.08 

Cash and letters of credit, 19.08[4] 
Minimum equity undertaking, 

19.08[3] 
Project-based security, 19.08[2] 
Security for performance, 19.08[1] 
Tracking accounts-front-end 

loaded, 19.08[5] 
Technical standards, 19.14 
Term and termination, 19.12 

Termination payments, 19.12[7] 
Third party sales and transfer of 

ownership, 19.17 
Preemption and Priority 

Risk of, 3.09 
Preliminary Host Country Agreements, 

14.01-14.12 
Act of State Doctrine, 14.11 
Bidding (tendering) processes, 14.02 
Binding future governments, 14.09 

Contract as political risk mitiga- 
tion, 14.09[2] 

Sample provision, 14.09[3] 
Termination provisions, 14.09[3] 

Cooperative risk management, 14.12 



Legislative approval, 14.05 
Concessions and licenses, 14.04, 

15.32 
Implementation agreements, 14.06 

See also Implementation 
Agreements 

Infrastructure development, 14.07[1] 
Introduction, 14.01 
Letter of intent and memorandum of 

understanding, 14.03 
Political risk insurance, 14.08 
Social program support, 14.07[5] 
Sovereign immunity 

Waiver of, 14.10 
Price, 24.02[6] 

Construction contract, 15.14 
Input contracts, 16.09 
Operation and maintenance agree- 

ments, 17.1 1 
Price for power, 19.07 

Price Controls and Regulation, 3.17 
Implementation agreement as to, 

14.07[8] 
Privatization 

Benefits, 8.12[3] 
Generally, 8.12[1] 
Project feasibility and, 8.12[4] 
Types of, 8.12[2] 

Procurement Contract, 15.04[2] 
Project Company 

Governing the project company, 
27.01-27.05 

Ioint venture agreements, 27.04 
Management agreements, 27.05 
Partnership agreements, 27.03 
Stockholder agreements, 27.02 
See ako as subhead to other topics 

Project Finance Documentation, 
12.01-19.23[5] 

Amendment, modifications and sup- 
plements, 12.04 

Construction contracts, 
15.01-15.32[2] 

Cooperation with financing 
Sample provision, 12.06 [2] 

Covenants as to, 24.10[15], [I61 
Exclusive right to develop project, 

14.06[10] 

Generally, 12.01 
Input contracts, 16.01-16.18 
Nonrecourse provision, 12.05 
Off-take sales contracts, 

18.01-18.13[5] 
Operation and maintenance agree- 

ments, 17.01-17.18[2] 
Ovewiew, 12.01-12.12 

Document types, 12.03 
Power sales agreements, 

19.01-19.23[5] 
Preliminary host country agree- 

ments, 14.01-14.12 
Representation and warranties 

Project finance credit agreements 
and contracts, 13.01-13.29[2] 

See also specific subjects, such as 
Contracts 

Project Finance Risks 
Cooperative risk management, 14.12 
Definition of risk, 2.01 
Design engineering and construction 

risks, 2.03 
Development risks, 2.03 
Development state risks, 2.06 
Electric generating facility 

Sample construction period risk 
matrix, Table 2-1 

Joint venture 
Use of to mitigate risk, 2.07 

Operating risks, 2.03 
Participants 

Construction lender, risk of, 2.05[2] 
Contractor, risk of, 2.05[4] 
Equity investor, risk of, 2.05[11] 
Host government, risk of, 2.05[9] 
Multilateral and bilateral agencies, 

risk of, 2.05[12] 
Objectives of, 2.04 
Operator, risk of, 2.05[5] 
Other country participants, risk of, 

2.05[10] 
Output purchaser, risk of, 2.05[8] 
Permanent lender, risk of, 2.05[3] 
Risk identification by, 2.05 
Sponsor, risk of, 2.05[1] 
Supplier, risk of, 2.05[7] 
Technology owner, risk of, 2.05[6] 
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Project Finance Risks (continued) 
Risk allocation 
Dangers of, 2.08 

Sample operating period risk matrix, 
Table 2-2 

Start-up risks, 2.03 
Transnational and commercial, 2.01 
Types of risks, 2.03 

Project Finance Structures, 5.1-7.15 
Project finance participants and their 

roles, 5.01-5.18 
See also Participants 

Selecting the project finance owner- 
ship structure, 7.01-7.15 

See also Ownership Structure 
See also Structures 

Project Finance Turnkey Contract, 
15.08 

Public International Law 
Project finance and, 1.18 

Public Utility Regulatory Policy Act of 
1978, 18.13[1] 

PUT Options, 20.07 
Contrast to guarantees, 20.02[4], 

20.07[3] 
Regulatory put, 20.07[2] 

Quality 
Input contracts, 16.12 

Rating Agency 5.08 
Raw Material Supply and Utilities 

Credit documentation and, 24.02[5] 
Implementation agreement, 14.07[6] 
Risk associated with, 4.12 
See also as subhead to other topics 

Real Estate, 24.06[16] 
Real Property 

Collateral, 26.06[7] 
Registration 

Laws as to, 3.13[4] 
Regulations 

Project documents 
Regulatory and legal status 

Sample provision, 13.20[2] 
Risk of regulation and deregulation, 

3.06[6], 9.03 
See also Environment 

"Regulatory Out" Provisions, 19.18 
Remedies 

Credit and related documentation, 
24.12 

Renegotiation and Warranties, 
13.01-13-9[2] 

See also Warranties 
Request for Qualifications, 14.02[4] 
Reserve Capacity, 18.11 
Reserve Funds, 20.18,33.03[4] 
Revenue Contracts in Transnational 

Projects, 18.05,19.02 

Scheduling 
Input contracts, 16.11 

Securitizations 
Cash flows, 21.16 

Security 
Covenants, 24.10[31] 
Default, 24.11[16] 
Security interests in project 

contracts, 26.08 
See also as subhead to other topics 

Service of Process 
Appointment of agent for, 3.12[2] 

Shortfalls 
Risk of, 4.15 

Site Conditions 
Draft provision, 15.29 

Sovereign Guarantees, 20.15 
World Bank and, 20.15[2], [3] 

Sovereign Immunity 
Foreign Sovereign Immunities Act of 

1976 (U.S.), 14.10[2] 
Attachment of foreign property, 

14.10[2] 
Commercial activity, 14.10[2] 
Exceptions to immunity, 14.10[2] 

State Immunity Act of 1978 (UK), 
14.10[3] 

Waiver of, 3.13[7], 14.10 
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