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Preface to the Second Edition

Since the publication of thefirst edition of this book, much has happened in
international project finance. Thefinancial volatility of crisesin emerging mar-
kets have had far-reaching implications on project development, finance and
operations. Bilateral and multilateral agencies have introduced moreflexible
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 incorporatesthese developmentsand adds significantly to
the first edition. New information has been added on such topics as mer-
chant facilities, multilateral prohibitionson anti-competitive activity; the new
OPIC bond financing program designed to enhance emerging market bond
issuances; changesin bilateral and multilateral programs; lessonslearned 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 PracticesAct.

| am indebted to agreat many peoplein connection with the revision of
thiswork. 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 al, thank you to my family.

S.L.H

Mari on, Ohio
New Years Day, 2001






Preface to the First Edition

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how quickly it became outdated and how much moreinformation existed than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

Since its publication, much haschanged in the financing method called
"projectfinance" In thiswork, | have undertaken the sometimesdauntingtask
of assemblingin one volumethe wealth of experience, resourcesand scholar-
ship that have appeared in the last seven years concerning project finance. |
have also undertaken to broaden the usefulnessof thiswork beyond the lega
community, while recognizing neverthe essthat it isafinancing technique based
on contracts. It is my hope that this book will be useful both asa training
tool for those new to the world of project finance, a research tool for those
needing a heretof oreabsent proj ect financetreatise, and astructuring and draft-
ing tool for those involved in transactions,

The topic of this book isthe considerationsfor project finance counsel,
lenders, government agencies, project sponsors, equity investorsand other proj-
ect finance participants, when structuring a nonrecourse or limited recourse
project financing, and drafting, negotiating or reviewingdocuments for usein
the financing.

This book isorganized into ten parts:

Part I, acomprehensiveintroduction to the financing concept called™ proj-
ect finance;"

Part I, risk identification, allocation and mitigation, including transna-
tional and commercial risks,
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Part I11, 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, specia topicsin project finance.

The book concludeswith a glossary, a selected bibliography and a checklist of
issuesto consider in negotiating project contracts.

| am indebted to agreat many people in connection with this work.
First, to John Berger of Kluwer Law International, my gratitude for believing
in the concept for thisbook, and patiently guidingit 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.

| wish to thank my colleagues in the project finance community who
reviewed or otherwise helped with thiswork, and in particular, to my clients
and friends with whom | have been involved in transactions; you have each
taught meagreat dedl. In particular, | thank my former partners and colleagues
at Nixon, Hargrave, Devans & Doyle LLP (especialy,Bill Andrews, Phil Cronin,
Bob Daileader, Mona Ehlenberger (nowat Skadden, Arps), George Middleton,
Bob Pender (now at Hogan & Hartson), Dan Rowley (nowwith General Electric
Co.), Rodger Tighe (nowwith Dewey Ballantine) and Gary Vdby), where | was
fortunateto practicein and, for abrief time chair, the Global Project Finance
Group. And last, but not least, | 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 responsiblefor the content.

| thank most of al my wife, Margo, who encouraged meto finish thisbook,
which would have otherwise remained one-tenth its current scope and would
have languished on computer disksin my library. And last, to my four-year-
old daughter, Kelsay, who sat in my library patiently thumbing the pages of
" Goodnight Moon™ until | finished"just one more sentence."”

SL.H.
Marion, Ohio
All Saint's Day, 1997
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[6] Delay Liguidated Damages
[7] Testing
[8] Bonusesfor Early Completion
[9] Environmental Guarantees
[10] Exceptionsto Guarantees
[11] Alternativesto Guarantees
[12] Draft Provision
Warranties
[1] Introduction
[2] Draft Provision
Changes
Titleto Work
[1] Introduction
[2] Draft Provision
Remediesfor Breach
(1] Introduction
[2] Draft Provision
Suspension of Work and Termination
[1] Introduction
[2] Draft Provision
Payment and Performance Bonds
(1] Introduction

— Performance Bond

— Payment Bond

— Warranty Bond

— Money Retention Bond
(2] Draft Provision
Insurance
[1] Introduction
[2] Draft Provision
Force Majeure
[1] Introduction
[2] Draft Provision
Coordination Concerns
[1] Introduction
[2] Draft Provision
Training
[1] Introduction
[2] Draft Provision
Subcontractors
[1] Introduction
[2] Draft Provision
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§15.28 Liability Limitations
[1] Introduction
[2] Draft Provision
515.29 Site Conditions
[1] Introduction
[2] Draft Provision
§15.30 The Specia Problem of Compliance by the Contractor
with the Other Project Contracts
[11 Introduction
[2] Draft Provision
§15.31 Unraveling the Project Finance Ded: Termination for
Convenience
§15.32 Compliance with Concession Termsand Conditions
[1] Introduction
[2] Draft Provision

CHAPTERSIXTEEN — INPUT CONTRACTS

$16.01 Introduction

516.02 When Input ContractsAre Not Needed

§16.03 Important Input Risks
[1] Increasein Input Costs
[2] Delayin Completion of Transportation Facilities
[3] Availabilityof Supply
[4] Disruption to Transportation
[5] ForceMajeurein International Input Contracts
[6] Experienceand Resourcesof Input Supplier and

Transporter
[7] Fuel Management and the Fuel Manager
[8] Quality

[9] Linking Project Inputsto Outputs
516.04 Typesof Input Contracts
[1] Fixed Amount
[2] Requirements
[3] Output
[4] Spot
[5] Dedicated Reserves
{6} Firmvs. Interruptible
[7] Subordination of Project Coststo Debt Service
[8] The Commaodity Supplier as Project Partner
$16.05 Excusesto Performance
$16.06 Creditworthiness
$16.07 Typicd Provisionsin Project Finance I nput Contracts
$16.08 Quantities and Commencement of Deliveries
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[1] Introduction
[2] Draft Provision

516.09 Price
[1] Introduction
[2] Draft Provision
§16.10 Payment
[1] Introduction
[2] Draft Provision
516.11 Scheduling; Metering and Weighing
[1] Introduction
[2] Draft Provision
516.12 Quality and Rejection
(1] Introduction
[2] Draft Provision
516.13 Titleand Risk of Loss
[1] Introduction
[2] Draft Provision
$16.14 Term
[1] Introduction
[2] Draft Provision
§16.15 ForceMagjeure
[1] Introduction
[2] Uncontrollable Events
[3] Changeof Law
[4] Draft Provision
516.16 Default
[1] Termination Events Generally
[2] Termination by Supplier
[3] Termination by Project Company
[4] Draft Provision
$16.17 Remediesfor Breach
[1] Introduction
[2] Termination Payments
[3] Specific Performance
[4] Alternative Inputs
[5] Draft Provision
$16.18 Reservesand Mining or Production Plans
CHAPTER SEVENTEEN — OPERATION AND MAINTENANCE
AGREEMENTS
§17.01 Generadly

[1] Operating Agreement
[2] Self-operation
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Important Operation Risks

[1] Increasein Operating Costs

[2] Performance Guarantees

(3] Force Majeurein International Operation Contracts

[4] Experienceand Resourcesof Operator

[5] Rew Material Supply and Utilities

[6] Excusesfor 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

Typicd Provisions in Project Finance Operation and

Maintenance Agreements

Operator's Responsihilities

[1] Introduction

[2] Draft Provision

Project Company's Responsibilities

[1] Introduction

[2] Draft Provision

Operating Standard

[1] Introduction

[2] Draft Provision

Price and Payment

[1] Introduction

[2] Draft Provision

Performance Guarantees and Liquidated Damages

[1] Introduction

[2] Draft Provision

Capital Changes

[1] Introduction

[2] Draft Provision

Remediesfor Breach

[1] Introduction

[2] Draft Provision

Suspension of Services

[1] Introduction

[2] Draft Provision

Procedure at End of Agreement

[1] Introduction

[2] Draft Provision
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$17.17 Insurance
[1] Introduction
[2] Draft Provision
§17.18 Force Majeure
[1] Introduction
[2] Draft Provision

CHAPTER EIGHTEEN — PROJECT FINANCE OFFTAKE SALES
CONTRACTS

518.01 Necessity for Off-take Contracts
$18.02 Typesof Off-take Contracts
[1] Great Confusion
[2] Take-or-Pay
[3] Take-and-Pay
[4]1 Blended
[5] Long-term SalesAgreement
[6] Spot Sdes
Contractual Risk — the Vdue of Contracts to the Project
Company and as a Credit Support
Risksin Contract Termsand Defenses
[1] Commercial Impracticability
[2] Genera Contract Theories
3] An Example of Project Contract Risks: Output and
Requirements Contracts
RevenueContractsin Transnational Projects
Enforcement of Revenue Contractsin Transnational Projects
Assignment of Revenuesto the Project Lenders
Selected Provisions in Off-take Contracts
Agreement for Allocation of a Portion of Production
Capacity
[1] Introduction
[2] Draft Provision
Option Capacity
[1] Introduction
[2] Draft Provision
Reserve Capacity
[1] Introduction
[2] Draft Provision
Standby Charge
[1] Introduction
[2] Draft Provision
Sanctity of Contracts
[1]  Introduction
{21 AnalyssUnder US Law
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[3] Retroactivity and Settled Expectations— The Effect
Governmental Actionson Existing Contracts

[4] Lessonsfor International Project Finance

[5] Stability of Contractsin Emerging Markets—
the Dabhol Project 340

CHAPTER NINETEEN — POWER SALESAGREEMENTS

519.01 Introduction
519.02 Revenue Contractsin Transnational Projects
§15.03 Development Obligations
519.04 Performance Milestones
[1] Generdly
[2] Approval of Project Contracts
[3] Financia Closing
[4] Penaltiesfor Missed Milestones
— Generdly
— Delayed Entry into Commercial Operation
— Failureto Construct Facility
— Shortfall in Nameplate Capacity
[5] Commercia Operations
[6] Force Majeure
519.05 Obligation to Deliver Power; Obligation to Take Power
519.06 Delivery Point and Interconnection
[1] Déelivery Point
[2] Interconnection Facilities
[3] Power of Eminent Domain
[4] Wheeling
[5] LandRights
519.07 Pricefor Power
[1] Introduction
[2] The Political Side of Energy Rates--A Lesson
Learnedin the U.S.
[3] General Formsof 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] Adjustmentsto Capacity Charges
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[71 Energy Payment
— Fixed or Variable
— Floor
— Forecasted
— Indexed
[8] Fud Costs
[9] Penalties and Bonuses
[10] When Capacity Payments Begin
[11] When Capacity Payments End
[12] TheProblem of Equity Return for Developing
Countries
[13] What If the Deal Turns Out to be a Bad One?
Security and Commitment of Project Sponsor
(11  Security for Performance
[2] Project-Based Security
[3] Minimum Equity Undertaking
[4] Cashand Lettersof Credit
[5] Tracking Accounts— Front-End L oaded
Force Mgjeure
[1] Podlitical Risk
[2] Uncontrollable Events
[3] Changeof Law
Payment
Currency Convertibility
Term and Termination
[1] Term
[2] Termination Events
[3] Termination by Power Purchaser
[4] Termination by Project Company
[3] Project Lenders
[6] Remedies
[7]1 Termination Payments
[g] Power Purchaser's Right to Operate the Project
[9] Ownership of Project at Expiration of Term
Penalties
Technical Standards
Operating Procedures
Metering
Third Party Salesand Project Transfers of Ownership
[11 Generdly
[2] Right of First Refusal
[3] Effectsof Third Party Sales
"Regulatory Out" Provisions
Power Purchaser Responsibilities
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$19.21
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§19.23
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Project Company Responsibilities
Insurance
Successorsto the Power Purchaser
Common Risk Allocation in Developing Country Power
Purchase Agreements
[1] Construction

— Cost Overrun

— Dday

— Failureto Achieve Performance Standards
[2) Operating

— Cost Overrun

— Operating Performance Shortfall
[3] Fud

— Price

— Supply

— Transportation
[4] Market

— Demand

— Price

— Inflation

— Exchange Rate Fluctuations
[5] Political

PART VI—CREDIT ENHANCEMENT

CHAPTERTWENTY — PROJECTFINANCE CREDIT
ENHANCEMENT

520.01
520.02

§20.03

520.04

Introduction to Credit Enhancement in Project Financings
Guarantees

[1] Generaly

[2] Sponsor

[3] Third Party

[4] Contrast to Put Options

[5] Collatera

Transnational Guarantees

[1] Introduction

[2] Varyinglnterpretation of Terms
[3] Paymentsand Currency Risks
[4] TaxImplications

[5] ForeignlLaw

Limited Guarantees

[1] Generdly

[2] Claw-back
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520.05

520.06

520.07

520.08
520.09

520.10

[3] Cash Deficiency
[4] Completion
[5] TheRiskWith Unlimited Guarantees
Indirect " Guarantees”
[1] Take-or-Pay Contracts
[2] Take-and-Pay Contracts
[3] Other Forms
Implied Guaranteesand Undertakings
[1] Generdly
[2] Comfort Letter
Put Options
[1] Generdly
[2] Regulatory Put
[3] Contrast to Guarantees
Lettersof Credit
Surety Obligations
(1] Bid Bonds
(2] PerformanceBonds
[3] Payment Bonds
(4] Warranty Bonds
[5] Retention Money Bonds
[6] Laborand Material Payment Bond
Commercial Insurance
11 Generdly
[21 Commercia Insurance and the Project Lender
— Additional Insured
— LossPayee
— Non-Vitiation Clauses
— Reinsurance
— Waiver of Subrogation
— Collateral Security
— Other Insurance Issues
[3] Typesof Commercial Insurance
— Contractor's All Risks
— Advanced Lossof Revenue
— Marine Cargo
— Marine Advanced Lossof Revenue
— Operator's All Risks
— Operator's Lossof Revenue
— Third Party Liability
— Employerss Liability/Workers” Compensation
— FiniteRisk
— Trade Disruption



[4]

[5]
[6]

The" Commercialy Availablein the Marketplace™
Standard

Exchange Controls

Export Financing Requirements

920.11 Political Risk Insurance, B Loan Programsand Guarantees

(1)
[2]

[3]
[4]
[5]
[6]
[7]
(8]

[9]
[10]

[11]
[12]
[13]
[14]

[15]
[16]

[17]
(18]

[19]

Generally

Multilateral Investment Guarantee Agency

— Generally

— Eligibility

— Coverage

International Finance Corporation

World Bank Guarantees

Asian Development Bank

Inter-American Development Bank

Overseas Private Investment Corporation (US)
United States Export-lmport Bank

Ministry of International Trade and Industry (Japan)
Export-Import Bank of Japan

Export Credit Guarantee Department of the United
Kingdom Department of Trade and Industry 409
Compagni e Frangaise d’Assurances Commerciale
Extérieure

Export Development Corporation of Canada

Other OCED Government Insurance Entities

Other OCED Export Credit Agencies

Commercial Insurance

— Scope of Coverage

— MIGA Cooperative Underwriting Program

— Portfolio Political Risk Insurance

Assignment Rights

Political Risk Insurance for Bond Financing in
Emerging Market Project Finance

Credit Evaluation of Political Risk Insurance Policies

920.12 Warranty

$20.13 Liquidated Damagesin Fixed-Price Construction Contracts
and Other Liquidated Damages

$20.14 Indemnification Obligations

$20.15 Sovereign Guarantees

(1]
[2]
[3]

[4]

Project

World Bank

Are Sovereign Guarantees Useful Without World Bank
Involvement?

Availabilityof Fundsto Pay Guarantee Claims
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[5] AreSovereign Guaranteesfrom the Host Government
AlwaysNecessary?
$20.16 OthersForms of Government Credit Enhancement
[11 Generdly
[2] Government Subordination
[3] Government-Funded Accounts
[4] Pledgeof Receivables
[51 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 aMore Creditworthy Purchaser
$20.17 Implementation Agreements
920.18 Reserve Funds
$20.19 Cash Cdls
§20.20 Subordination of Project Coststo Debt Service
520.21 Hedging Strategies
$20.22 The Commodity Supplier as Project Partner

PART VII — DEBT AND EQUITY FINANCING

CHAPTER TWENTY-ONE — FINANCING SOURCESFOR
THE PROJECT

$21.01 Generaly
921.02 Banksand Institutional Lenders
$21.03 The Equity Markets
[1] Domestic Equity Markets and Equity Placements
[2] International Equity Markets
921.04 The Bond Markets
[1] Generdly
[2] Credit Ratings
— Sovereign Risk Analysis
— Currency Risk Analysis
— Political Risk Analysis
— Lega (Contract) Risk Analysis
— Market for Output
[3] Advantages
— Largeand Liquid Market
— Longer Term of Debt
— LessOnerous Terms
[4] Disadvantages
— Regulatory Oversight
— Ratings



[5]

Table of Centents

— Consentsto Changes to Underlying Project Are
Difficult

— Negative Arbitrage

— Expensive Transaction Costs

The Mini-Perm and Amortizing Mini-Perm

§21.05 Rule 144A Debt Placements (U.S.)

(1]

Advantages

— Largeand Liquid Market

— Longer Term of Debt

— LessOnerous Terms

— Limited Regulatory Oversight

Disadvantages

— Consentsto Changes to Underlying Project Are
Difficult

— NegativeArbitrage

§21.06 Investment Funds
§21.07 TheWorld Bank Group Financing Sources

[1]
(2]

[3]
14]
[5]

6]

[7]

Global and Regiona Multilateral Involvement
TheInternational Bank for Reconstruction and
Development (IBRD)

—  Generaly

— Loan Program

— Guarantee Program

— Genera Requirements

— Enclave Projects

—— Indirect Support

— Negative Pledge

International Monetary Fund (IMF)
International Development Association (IDA)
International Finance Corporation {IFC)

— Generaly

— Loan Program

— Equity Program

— Guarantee Program

— Benefitsof IFC Participation

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

Role of World Bank Group Guaranteesin Project
Financings
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(8]

— 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

Benefits of World Bank Involvement

— Catalyst for Participation by Other Entities

— Financial Resources

— Ability to Lend to Developing Countries

— Ability to Finance Government I nvestment

— Favorable Maturities and Interest Rates on Debt

— Political Risk Protection and Comfort

— Ability to Influence Governmental Actions Through
Cross-Default Provisionsin Loan Agreements 454

— Ability to Influence Governmenta Actions Through
Decisions About Financing Future Governmental
Projects 454

— Influence over Macroeconomic Policiesthat May
Affect a Project

— LessEmphasis on Project Risks

— Use of World Bank Procurement Policies

— Use of World Bank Management Requirements

921.08 Regiona Development Banks

921.09

[1]
(2]
[3]
[4]
[3]
[6]
[7]
(8]

[9]

(10)
[11]
[12]

Generally

African Development Bank

Arab Fund for Economic and Social Development
Asian Development Bank

European Bank for Reconstruction and Development
European Union

European Investment Bank

Inter-American Development Bank

— Inter-American Investment Corporation
Islamic Development Bank

Nordic Investment Bank

Nordic Development Fund

OPEC Fund for International Development

Bilateral Agencies

(1]
[2]
(3]

Generaly

The OECD Consensus

Methods of Export-Import Financing

— Direct Lending

— Financia Intermediary Loans (Bank-to-Bank)
— Interest Rate Equalization



921.10

921.11

921.12

921.13
921.14

[4] U.S Export-Import Bank

[5] Export-Import Bank of Japan

[6] Oversess Private I nvestment Corporation

[7] Office Nationa du Decroire (Belgium)

[8] Export Development Corporation (Canada)

9] Eksportkreditraadet (Denmark)

[10] Finish Export Credit Limited (Finland)

[11] CompagnieFrangaise d’Assurance pour le Commerce
Extérieur (France)

[12] Kreditanstalt fiir Wiederaufbau (Germany)

[13] Instituto Centraleperil CreditoaMedio
Termine (Italy)

[14] Netherlands

[15] Export Credit Guarantee Department
(United Kingdom)

[16] Export Finance and Insurance Corporation (Australia)

[17] Oesterreichische Kontrollbank AG (Austria)

[18] 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

Global Environment Fecility

Subordinated Debt

(1] Genedly
[2] Subordinated Debt Termsin Project Financings
— Funding

— Conditions to Funding

— Other Indebtedness

— Payment Blockage Periods

— Amendment of Senior Debt Documents
— Amendment of Project Contracts

Development Loans
[1] Introduction
[2] Definition

[3] Godsof Project Sponsor
[4] Goalsof Developmental Lender
Financing from Project Participants
Other Sources
[1] Generdly
[2] Host Government
[3] Contractor
— Generdly
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— Retainage as Financing
— NoRight of Offset
521.15 Financings Consistent With The Koran
521.16 Securitizationsof Project Cash Flows
[1] Generdly
[2] Benefitsof Securitization
[3] Structure of Securitizations

CHAPTER TWENTY-TWO — THE OFFERING MEMORANDUM

Purpose

Key Provisions

Project Overview

Borrower

Project Sponsors

Debt Amount

Uses of Proceeds

Collateral

Sourcesof Debt and Equity

Equity Terms

Cost Overruns

Other Sponsor Guarantees and Credit Enhancement
Interest Rate

Repayment and Debt Amortization; Mandatory and
Optional Prepayments

Commitment, Drawdewn and Cancellation of Commitment
Fees

Conditionsto Closing and Drawdown of Funds
Conditionsto Each Drawdown of Funds

Covenants

Defaults

Governing Law

Lawyers, Advisorsand Consultants

CHAPTER TWENTY-THREE — PROJECT FINANCE DEBT
COMMITMENT LETTERS

§23.01 The Term Sheet
[1] Approaching the Project Finance Lender for

BusinessAdvice

[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



$23.02 The Commitment

[1]

[2]

[3]

(4]

[5]

[6]

[7]

(8]

(9]

(10]

[11]

[12]

The Commitment and its Scope
— Introduction

— Sample Provision
The Loan Amount

— Introduction

— Sample Provision
Use of Proceeds

— Introduction

— Sample Provision
Repayment Terms

— Introduction

— Sample Provision
Representations and Warranties
— Introduction

— Sample Provision
Covenants

— Introduction

— Sample Provision
Eventsof Default

— Introduction

— Sample Provision
Conditionsto Closing
— Introduction

— Sample Provision
Term

— Introduction

— Sample Provision
Non-disclosure

— Introduction

— Sample Provision
Expenses

— Introduction

— Sample Provision
Material Adverse Change
— Introduction

— Sample Provision

Table of Contents

§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
§24.02 Anaysisof Project Risksin the Credit Appraisal Process
by the Commercial Lender

xlv



International Project Finance

$24.03

$24.04
$24.05

524.06

[1] Experienceand Reputation of Project Sponsor

[2] Experienceand Reputation of Project
Management Team

[3] Experienceand Resourcesof Contractor

[4] Experienceand Resourcesof Operator

[5] Predictability of Price and Supply of Raw Materials
to be Used for the Project

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

[7] Market for Product or Service

[8] Termsand Enforceability of Off-take Contracts

[9] Completion and Cost Over-run Risksare Addressed

[10] Technology

[11] Red Estate

[12] Construction of Related Facilities

[13] Permits and Licenses

[14] General Operating Expenses

[15] Political Environment

{16] Currency and ExchangeRisks

[17] Timing and Certainty of Equity Contributions

(18] Equity Returnsfor Equity Owners

[19] Vadue of Project and Project Assetsas Collateral

[20] Interest Rate

[21] ForceMajeure

[22] Project-Specific Risks

Protecting the Lender from Project Risks

[1] Due Diligence

[2] Assignments

[3] Control Over ExcessCash Flow

[4] Approva of Contract Amendments

(5] Restrictionson Sdeof Project Interests

Overview of Project Finance Credit Agreements

Significant Provisions of the Project Finance Credit

Agreement

Conditions Precedent to Closing

[1] 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 Mgjor Project Participants
— Generally
— Draft Provision

505



[12]

[13]

[14]

[15]

Teble of Contents

Execution and Delivery of Credit Agreement and
Related Financing Documents

— Genedlly.

— Draft Provision

Lien Filingsand Possession of Certain Collateral
— Generdly

— Draft Provision

Availability of Funds

— Generdly

— Draft Provision

Related Equity Documents and Availability of Funds
— Generdly

— Draft Provision

Sponsor Support Documents

— Generdly

— Draft Provision

Third-Party Support Documents and Credit
Enhancement

— Generdly

— Draft Provision

Host Government Concessions and Licenses
— Generdly

— Draft Provision

Off-take Agreements

— Generdly

— Draft Provision

Supply Agreements

— Generdly

— Draft Provision

Construction Contract and Issuance of the Noticeto
Proceed

— Generdly

— Draft Provision

Operation and Maintenance Agreements

— Generdly

— Draft Provision

Permits

— Generdly

— Draft Provision

Insurance and Insurance Consultant's Report
— Generdly

— Draft Provision
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$24.07

[16]

(17]

[18]

[26]

[27]

Real Estate

— Generaly

— Draft Provision

Financial Statementsof Project Company, Project
Sponsors, Guarantorsand Major Project Participants
— Generally

— Draft Provision
Construction Budget and Construction Drawdown
Schedule

— Generaly

— Draft Provision

Revenue and Expense Projections
— Generdly

— Draft Provision

Engineering Reports

— Generadly

— Draft Provision

Consultant's Reports

— Generadly

— Draft Provision
Environmental Review

— Generaly

— Draft Provision

Lega Opinions

— Generaly

— Draft Provision

No Material Adverse Change

— Generally

— Draft Provision

No Defaults

—  Generadly

— Draft Provision

No Litigation

—  Generdly

— Draft Provision

Other Conditions Precedent

—  Generdly

— Draft Provision

Conditions Precedent to Each Construction Loan Drawdown

(1]
[2]

Generally

Recertification of Representations and Warranties
— Generaly

— Draft Provision

520
520
520

520
520
521

521
521
521
521
521
522
522
522
522
522
522
522
523
523
523
523
523
524
524
524
524
524
524
524
524
524
524
525
525
525
525
525
525
525
525
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(3]

(4]

(5]

(6]

[7]

(8]

[9]

[10]

(11]

Table of Contents

No Changein Law

—  Generdly

— Draft Provision

Permit Status

—  Generdly

— Draft Provision

No Default

— Generadly

— Draft Provision

No Material Adverse Change
— Generally

— Draft Provision

No Litigation

— Generaly

— Draft Provision
Construction Progress

— Generally

— Draft Provision
Construction Budget and Funds Available to
Compl ete the Project

— Generadly

— Draft Provision

Lien Waivers

— Generadly

— Draft Provision

Other Conditions Precedent
— Generally

— Draft Provision

Conditions Precedent to Conversion of Construction Loan
toaTem Loan

(1]
(2]

(3]

Generally
Recertification of Representations and Warranties
— Generaly

— Draft Provision
No Changein Law
— Generdly

— Draft Provision
Permit Status

— Generally

— Draft Provision
No Default

—  Generaly

— Draft Provision

526
526
526
526
526
526
526
526
526
527
527
527
527
527
527
527
527
527

527
527
527
528
528
528
528
528
528

528
528
529
529
529
529
529
529
529
529
529
530
530
530
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§24.09
§24.10

(6]

[7]

(8]

(9]

No Material Adverse Change
— Generdly

— Draft Provision

No Litigation

— Generaly

— Draft Provision
Completion

— Generaly

— Draft Provision

Other Conditions Precedent
— Generaly

— Draft Provision

Representations and Warranties
Covenants

f1]
[2]

[3]

(4]

[5]

(6]

[9]

Generally

Reports on Project Construction and Completion
— Generaly

— Mechanical Completion
— Operation Completion
— Final Completion

— Draft Provision

Reports on Project Operation
— Generadly

— Draft Provision

Notice of Certain Events

— Generdly

— Draft Provision
Maintain Existence

— Generaly

— Draft Provision

Maintain Interest in Project
— Generaly

— Draft Provision

Pay Taxes

— Generally

— Draft Provision
Compliance with Laws

— Generally

— Draft Provision

Obtain and Maintain all Approvals, Permits and
Licenses

— Generaly

— Draft Provision
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{10] No Merger or Consolidation
— Generdly
— Draft Provision
[11] Engineering Standards for Construction and Operation
— Generdly
— Draft Provision
[12] Maintenance of Properties
— Generdly
— Draft Provision
[13] Environmental Compliance
— Generdly
— Draft Provision
[14] Insurance and Insurance Proceeds
— Generaly
— Draft Provision
[15] Performance of Project Documents
— Generaly
— Draft Provision
[16] Amendment, Modification, Termination, Replacement,
Etc. of Project Documents
— Generally
— Draft Provision
{17] Change Orders
— Generaly
— Draft Provision
[18] Engagingin Other Business
— Generally
— Draft Provision
[19] Indebtedness
— Generdly
— Draft Provision
[20] Liens
— Generaly
— Draft Provision
[21] Investments
— Generaly
— Draft Provision
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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

[1] Baance Sheet Finance

[2] Asset-Based Finance

Usesof Project Finance

Basic Components of Project Finance

Advantagesof Project Finance

[1]) Nonrecourse Debt Financing—It Aint Necessarily So

[2] Off-Baance-SheetDebt Treatment

[3] Leveraged Debt

[4] Avoidanceof RestrictiveCovenantsin Other Transactions

[5] FavorableFinancingTerms

[6] Internal Capital Commitment Policies

[7] Political Risk Diversification

[8] Ris Sharing

[9] Collatera Limitedto Project Assets

[10] LendersAre MoreLikdy to Participatein aWork-Out
Than Foreclose

[11] Matching Specific Assetswith Liabilities

(12] Expanded Credit Opportunities

Disadvantages of Project Finance

[1] Complexityof Risk Allocation

[2] Increased Lender Risk
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[3] Higher Interest Ratesand 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
[1] Energy Generation

[2] Pipelines, Storage Facilitiesand Refineries

[3] Mining

[4] Toll Roads

[5] Waste Disposal
[6] Water

[7] Telecommunications

[8] Other Projects

[9] Usesby Industrial Companies for Growth and
Restructuring

[10] Leisure and Sports Stadium Projects

[11] Contrasting Risks

Chicken or the Egg: The Effect of a Project's Financing Structure

on its Commercia Structure

Merchant Facilities: Projects Financed Without Revenue Contracts

Project Financein Developing Countries

Other Financing Alternatives

Bankability, Financeability and Other Assaultson Language

The Law of Project Finance

Economic Studies of Project Finance

The Lessonsof aFinancial Criss—What the East Asian Financial

Crisis Teaches About Project Finance

[1]  Increased Cost of Power

[2] Power Purchase Contract Renegotiation

[3] Decreasein Market Demand for Private Power

[4] Conclusions

$1.01 DEFINITION OF PRQJ ECTFINANCE

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
aparticular facility in acapital-intensive industry, in which lenders base credit
appraisals on the projected revenuesfrom the operation of the facility, rather
than the general assets or the credit of the sponsor of thefacility, and rely on
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theassets of thefacility, including any revenue-producing contracts and other
cash flow generated by the facility, as collateral for the debt.'

In aproject financing, therefore, thedebt termsarenot based on the spon-
sor's credit support or on thevalue of the physical assetsof the project. Rather,
project performance, both technical and economic, isthe nucleus of project
finance.

' Scott L. Hoffman, A Practical Guide to Transactional Project Finance: Basic

Concepts, Risk Identification, and Contractual Considerations, 45 Bus. LAw. 181 n.1 (1989).

Other definitionshave been suggested. Seg, e.g., 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 featurein common—thefinancing is
not primarily dependent on the credit support of the sponsorsor the vaueof the phys-
ical assetsinvolved. I n project financing, those providing the senior debt place a sub-
stantial degreeof relianceon the performance of the project itself."); PETER K. NEVITT,
Project FINANCING 3(1983)(“A financingdf a particulareconomic unit in which alender
issatisfiedto look initially to the cash flowsand earningsof that economic unit asthe
sourceof fundsfrom which aloan will be repaid and to theassetsof the economic unit
as collateral for theloan.").

See generally, HossEIN Razavi, FINANCING ENERGY PROJECTS IN EMERGING ECONOMIES
(1996); CLIFFORD CHANCE, PROJECT FINANCE (1991); STEWARTA. SCHODER, PROJECT FINANCE:
THE CREDIT PERSPECTIVE (1984); PETER K. NeviTT, PROTECT FINANCING (4th ed. 1983);
Peter F. Fitzgerald, PROJECT FINANCING 1999—BUILDING INFRASTRUCTURE PROJECTSIN
DEeVELOPING MARKETS (PLI CoursE HANDBOOK, 1999); John L. Taylor & E Waide Warner,
eds., PROECT FINANCING 1998—BUILDING |NFRASTRUCTUREPROECTSIN DEVELOPING M AR-
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 DEVELOPMENTOF MINING, POWER, OIL AND GAS, TRANSPORTATION AND TELECOM-
MUNICATIONS PrOJECTS(PLI COoMM. L. & PrRACTICE COURSE HANDBOOK SERIES NO. A-757,
1997); Robert Thornton Smith and Peter E. Fitzgerald eds., PROJECT FINANCING FROM
DoMESTIC TO INTERNATIONAL (PLI ComM. L. & PRACTICECOURSE HANDBOOK SERIESNO. A-
707,1995); Robert Thornton Smith ed., PROECT FINANCING 1993 (PL1 CoMM. L. & PRAC-
TICE Course HANDBOOK SERIES NO. A-672, 1993); Robert Thornton Smith ed., PROJECT
FINANCING 1992 (PLI ComM. L. & PracTicE Course HANDBOOK SERIES NO. 605, 1992);
Robert Thornton Smith ed., PROJECT FINANCING 1991 (PLI ComM. L. & PRACTICE COURSE
HaNDBOOK SerIES No. 568,1991); Robert Thornten Smith ed., PROJECT FINANCING 1990
(PLI ReaL Esr. L. & PracTice COURSE HANDBOOK SeRIES No. 345,1990); Robert Thornton
Smith ed., PrRoJECT FINANCING 1989 (PLI REAL Est. L. & PracTICE COURSE HANDBOOK
SerIES NO. 326, 1989); Robert Thornton Smith ed., ProjecT FINANCING 1987 (PLI ReaL
EsT. L. & PracTICE Course HANDBOOK SERIES NO. 297, 1987); Robert Thornton Smith
ed., PROJECT FINANCING 1986 (PLI ReAL Est. L. & PracTicE COURSEHANDBOOK SERIES NO.
284, 1986); Robert Thornton Smith ed., PROECT FINANCING 1985 (PLI REAL EsT. L. &
PracTice COURSE HANDBOOK SeRIES NO. 270,1985); Robert Thornton Smith ed., Pro-
JECT FINANCING (PLI RAL Esr. L. & ARACTICE 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 Mooreand EvelynD. Giaccio, | nternational
Project Finance (A Practitioner'sGuide to I nternational Banking and Trade Finance), 11
N.C.JINTL L. & Com, REG. 597 (1986); Stewart E Rauner, Project Finance: A Risk Spreading



International Project Finance

§1.02 CONFUSION OF TERMS

Theterm project financeisoften misused, owing to a general misunderstand-
ing of theterm.? In somecircles, it refersto raising fundsto pay the costs of a
project —any project. In others, theterm is used to describe a hopeless finan-
cia situation remediable only with extreme financing options. The emerging
meaning for the term is the definition above.3

Itisimportant to understand that the term project finance does not nec-
essa ily imply that the underlying debt is nonrecourseto the project sponsor.
As the definition indicates, project finance debt can be nonrecourse or lim-
ited recourse. Project finance transactions can be placed on acontinuum, with
recourse to project sponsors ranging from nonrecourse to almost complete
recourse. Complete recourseis a different financing technique, usually called
direct lending.

51.03 NONRECOURSE PROJECT FINANCE

Asindicated above, acommon form of project financeisnenrecourse# 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 Financing of Economic Development, 24 Harv. INT'LL.]. 145
(1983); Larry Wynant, Essential Elementsef Project Financing,Harv. Bus. Rev., May-dune
1980, at 165. The genera subject o project financeis discussed in articlesin severa
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 BuYERr, Aug. 30, 1982, at 9; Pamda Clarke and Sarah Martin, The
Big Swing to Project Finance, EuromoNEY, Oct. 1980, a 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, Apr. 1975, at 14.

2 Onecommentator hasventuredto provideashort history of project finance,
beginning in Roman times. Reinhard Zimmermann, "Non-Recourse— TheMost
Condemnabledf Loan Transactions' Project Finance I nternational, Issue 100 (July 3,
1996) a 62/3; seealso EsTEBAN C. BULIEVICH & YOON S PARK, PROJECT FINANCING AND THE
INTERNATIONAL FINANCIAL MARKETS 87 1.1 (1999);Stewart E. Rauner, Project Finance: A
R sk Spreading Approach to the Commercial Financingof Economic Development, 24 Hagy.
INT'L L.J. 146 (1983).

3 "When Iuse aword," Humpty Dumpty said in rather ascornful tone, "'it means
justwhat | chooseit to mesn—nedther more nor less™ Lenis Carroll, Through the Looking-
Glass, ch. 6 (1872).

4+ SeHauser v.Western Group Nurseries, Inc.,, 767 F Supp. 475,483n.11 (S.D.N.Y.
1991).
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legal obligation to repay the project debt or make interest paymentsif theproj-
ect cash flows prove inadequate to service debt.

Becausethe ability of the project sponsor to produce revenuefrom proj-
ect operation isthe 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 serviceare very important because these contracts
govern cash flow.’

Each contract necessary to construct and operate a project, such asthe
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 asletters of credit, capital contribution commitments,
guarantees and insurance. Also, the project finance contracts must be enforce-
able and havevalueto the lender ascollateral security.

A project financing is also based on predictable regulatory and political
environmentsand stable markets, which combine to produce dependabl e cash
flow. To the extent this predictability isunavailableor the risksof dependability
are allocated unacceptably, credit enhancement is necessary to protect thelender
from external uncertainties, such asfuel supply, product market instability and
changesin 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 beforfeited if the requirementsare not fulfilled through-
out thelife of the project. Examplesinclude conditions in government licenses
and implementation agreements, statutory requirementsfor the efficient use
of natural resourcesand regulatory air pollution standards.6 | n thesesituations,

5 See generally, Nevitt, supra note 1, at 183-95; Joseph Ryan & Lorin M. Fife,
Take-Or-Pay Contracts: Alive and Well in California, 19 URs. LAaw. 233 (1987); Robert B.
Nolan, Jr., Take-or-Pay Contracts: Are They Necessary for Municipal Project Financing?,
4 MuN. FIN. J. 111 (1983).

5 An exampleis the regulatory-based energy facility project financings in the
United States. Under the Public Utility Regulatory PoliciesAct of 1978, Pub. L. No.
95-617, 92 Stat. 3117 (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 |), state utility regulation of rates, finances and organization, and the
Public Utility Holding Company Act, 16 U.S.C. §824a-3(e)(1980). If afacility that is
exempt from regulation pursuant to PURPA temporarily losesa steam purchaser that
thefacilityisrequired to haveto satisfy regulatory requirements, such alosscould cause
thefacility 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 documentsshould allocate responsibility for the risk that such stan-
dards are not complied with due to thefault of a project participant.

§1.04 LIMITED-RECOURSEPROJECTFINANCE

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. Thisisrarely 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 afinancing isdetermined by the
unique risks presented in a project, and the appetite of the credit markets to
accept the risks. For example, if thelenders percelvethat asubstantial risk exists
during the construction phase of a project, they could requirethat the project
sponsor agree to infuse additional equity if the risk actually materializes. The
lender would have recourse to the project sponsor's assetsuntil the risk subsides
or construction is complete. Thereafter, theloan would be nonrecourse.

$1.05 STRUCTURED PROJECTFINANCE—TOWARD GREATER
ECONOMICEFFICIENCY?

An economic argument can be made that classic non-recourse project finance
is an inefficient, expensive financing technique. As discussed above, in anon-
recourse project financing, project finance lendersbasecredit 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 expensesthan anticipated by the lender can result in project
failure; that is, unexpected events are an anathemato project finance.

In answer to thisrisk, project financings are designed to avoid uncertainty.
Thisisparticularly true with the underlying contracts, and it iswith the con-
tracts that the economist makesthe 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 afixed or reasonably predictable price
on adefinite date. The tension between the project company and contractor in

C.F.R. 5292.205(1987). Therisk in aproject financingdf acogeneration project isthat
if asteam customer Fa the projectislogt, the regulatory exemptiond thefacility 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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aproject financingisbased on theturnkey nature of the construction contract:
the contractor must deliver the project at afixed or predictableprice,on adate
certain, warranted to perform at agreed levels. The contractor is, of course,
concerned with the difficulty of predictingeventsthat could resultin delivery
of adeayed project, at an increased price, that does not perform as expected.
Thus, unlessthe contract priceisextremdly attractive (thatis, therisk premium
sufficiently high), thethreemain objectivesdf the contractor in contract nego-
tiation aretolimit risksof any changein the cost of the project, to ensurethere
issufficient contractual excusefor late delivery, and to providesufficient time
to satisfy performance guarantees.

For the project company and lender, the risk that construction costswill
exceed the fundsavailablefrom the construction loan, other debt sourcesand
equity isasignificant risk in aproject financing. Increased construction costs
may result in increased debt service costs during construction, unavailability
of sufficientfundsto completeconstruction, and even if funded, in theinabil-
ity of the project company to pay increased interest and principal that result
from the additional debt required to completeconstruction.

To convince the contractor to shoulder these risks, the project company
must pay the contractor apremium for the riskstaken. A customary reward for
the contractor in return for assumingthe risk of completion on adatecertain
for afixed priceisthrough both the contract priceand abonus paymentwhich
is paid by the project company to the contractor if the project is completed
ahead of the scheduled compl etiondate. 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. | n addition, the extraamount paid
arguably adds minimal vaueto the project assets; that is, theadditional money
is attributabl e 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 asituation, the price
paid to the contractor is reduced becausethe risk premium otherwise payable
to the contractor is not necessary.

Thistechniqueis called a" structured” project financing. In a structured
project financing, the project sponsor assumessome uncertainty in the proj-
ect in return for a reduction in the risk premium otherwise payableto vari-
ous contracting parties. The financing is not without recourseto the project
sponsor, however, because the lender will require that the risks not allo-
cated to thevarious project contracting parties, such asthe 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 assetsto 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 aset 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 befinished 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 failsto complete the project by the assumed
date of completion.

A delay in project completion beyond thisassumed date may result in an
increase in project construction costsand aconcomitant increasein debt serv-
icecosts. The delay may also affect the scheduled flow of project revenuesnec-
essary to cover debt service and operations and maintenance expenses. In
addition, adelay in project completion may result in damage payments payable
under, or termination of, project contracts, such asfuel supply and output
contracts.

Nonetheless, because of the unlikelihood of this, asverified by project con-
sultantsand the project sponsor's own expertise and experience, the project
sponsor agreesto accept thisrisk. The project lender will requirethat 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.
Oncethe project iscompleted at the time required under the project loan doc-
uments, the financingisstructured to transforminto a nonrecourse financing.

$1.06 CONTRAST WITH OTHERFINANCING TYPES

[1] BalanceSheet Finance. A project financingisin contrast with
balance sheet finance. With this approach, a company uses retained earnings
or short-term debt to financethe 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 asthe basisfor 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.

10
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The decision to use corporate financing is primarily determined by cor-
porate philosophy. The relevant criteriaa project must satisfy to qualify for bal -
ance sheet financinginclude whether the corporation has accessto the needed
capital at areasonablecost, whether the project feasibility study projectsareturn
on investment acceptable to the project sponsor's internal investment crite-
ria, whether the project risksare satisfactory,and whether other typesof 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 isfounded on
thevalue of the assetsfinanced. A project financing, on the other hand, isbased
on the ahility of the project to generate sufficient revenue to servicethe debt.
Indeed, in a project financing the hard assets probably would not produce suf-
ficient cash in aforeclosure sale to justify the value of an asset-based |oan.

$1.07 USES O~ PROJECTFINANCE

Project finance is an emerging solution for financing infrastructure needs
in many partsof the globe. In emerging markets, wherethe demand for infra-
structurefar outstrips the economic resources, it provides afinancing 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 risksinvolved in large
project development, often make a project financing one of the few avail-
able financing alternatives in the energy, transportation and other infra-
structureindustries.'

Projectsfinanced using this model tend to belargein scale, requiring large
financing packages. There aretwo reasonsfor this. First, economies of scale can
be enjoyed i n both devel opment and operation. Second, the very needsthat are
the genesisfor the projects necessitate that larger projectsbe developed to pro-
vide as much needed infrastructure asis possible, as soon as possible.”

See Danid Hurgtdl & Mary Am Carpenter-Pecquet, Privatization and the Public

Interest, 13 INT'L FIN. L. Rev. 34 (1994). For an excdlent summary o the recent efforts

with privatization and foreign investment in devel oping countries, see Christopher J

Sozzi, Comment, Project Finance and Facilitating Telecommunications Infrastructure

Development in Newly-I ndustrialized Coutitries, 12 CompuTER & H GHTECH. L.J. 435 (1996).

& See generally, David Baughman & M atthewBuresch, Mobilizing Private Capital

for the Power Sector: Experiencein Asia and Latin America (Joint World Bank-USAID
Discussion Payer, 1994).
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$1.08 BASI CCOMPONENTSOF PROJECTFINANCE

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 participantsis, of course, the most
common element. Collateral securityissimilarly present, in theform of assign-
mentsof contract rightsand project revenues, to support the underlying debt
obligations. Also, various types of credit enhancement from the project spon-
sor or third partiesareincluded to support the risk allocation. Finaly, 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 godsof the project sponsor. Project finance
structures are discussed in chapter 6.

$L09 ADVANTAGES O PROJECTFINANCE

Project financing is used by companiesthat desireany or al of severa objec-
tives. Established, well-capitalized corporations often select a project finance
structure to assistin undertaking largedebt commitmentswith a minimum of
risk. Entrepreneurial developersrely on project financingto permit develop-
ment of severd projectsin different geographicareas, each based on the mer-
itsof the project,independent of thefinancia obligationsaof the other projects,
and with minimal equity requirements. These objectives, which are discussed
in moredetail 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) leverageof debt to avoid dilution of existingequity; (iv) avoid-
anceof restrictivecovenantsin other debt or equity arrangementsthat would
otherwise preclude project development; (v) arrangement of attractive debt
financing and credit enhancement, available to the project itself, but which is
unavailableto the project sponsor asadirect loan; (vi) internal capital com-
mitment policies; (vii) diversification of the project sponsor's investmentsto
eliminate political risk; (viii) risk sharing; {ix) limiting collateral to the proj-
ect assets; (X) moreincentivefor thelender to cooperatein aworkout of atrou-
bled loan; (xi) alowsfor matching specific assetswith specificliabilities; and
(xii) expanded credit opportunities. The advantagesthat result from a proj-
ect financing differ based on the unique nature of each project, with different
risks, capital needs, capital access and motives.

(1] Nonrecourse Debt Financing— It Ain't NecessarilySo. Classic
nonrecourse project financing providesa structure that does not impose on
the project sponsor any obligation to guarantee the repayment of the project
debt if the project revenuesareinsufficient to cover principal and interest pay-
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ments. The nonrecourse nature of a project financing providesfinancial inde-
pendence to each other project owned and protection of the sponsor's gen-
eral assetsfrom most difficultiesin any particular project. A typical nonrecourse
project finance loan provision providesthat no recourse isavailableagainst the
sponsor or any affiliatefor liability tothelender in connectionwith any breach
or default, except to reach project collateral.? Thus, thelender relies solely on
the project collateral in enforcing rightsand obligations in connection with the
project finance loan.

The nonrecourse nature of the debt in aproject 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 alimited 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 recourseliability and shift therisk from the assetsof 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
amountsevidenced by the Note executed by the [ProjectCompany].Nothing
contained herein, however, shal (i) precludethe [Lender]or any holder of
the Notes from exercisingany right or enforcingany 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 asa result of any inaccuracy of any rep-
resentationin this Agreement or asaresult of any fraudulent conduct on
the part of the [Project Sponsor].

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

Any claim againgt the Sponsor [actual project owner] that may ariseunder
thisAgreement shal be madeonly against, and shal belimited to theassets
of, the [Project Company],and no judgment, order or execution entered

9 The terms"nonrecourse” and *'limited recourse™ are sometimes used inter-
changesbly. Regardlessdf nomenclature, unless otherwise agreed, a project financing
isrecourse to the project sponsor only to thelimited extent of liabilityfor fraudulent
representationsmade in connection with thefinancing. 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 [ProjectCompany] 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 arisesin project financingswhen one
of the project sponsors agrees to act asthe operator, fuel supplier or as
some other participant of the project financed. I n those circumstances, although
the underlying project finance loan is typically nonrecourse to 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 financingsisthe potential for using off-balance-sheet accounting tech-
niquesfor project commitments.!® From the perspective of the project spon-
sor, accounting rulesin the United States generally require the consolidation
of financial statements of a company and certain of its subsidiariesand other
entities over which it can exercise control. A subsidiary controlled morethan
50 percent by the parent company is consolidated on aline by line basis with
the parent. Otherwise, the equity method of accounting is used whereby the
investment in the subsidiary isshown asaoneline entry. Debt in such cir-
cumstancesis not reported on the parent company's financial statements.""

10 For ageneral discussion of off-balance-sheet financing, see DAvVID L. Lanb-
SITTEL & JOHN E. StTEWART, Off-Balance-Sheet Financing; Commitments and Contingencies
in HANDBOOK OF MODERN ACCOUNTING 26-2 t0 26-23 (SIDNEY DAVIDSON & ROMAN L.
WEILL, 4th ed. 1980).

11 United States accountingrulesaresummari zedin Accounting Research Bulletin
No. 51 (consolidations); Accounting Principles Board Opinion No. 18 {noncenseli-
dated entities; equity method and joint ventures); American I nstituteof Certified Public
Accountants I nterpretation of APB Opinion No. 18 (application of Opinion No. 18 to
partnershipsand undivided interests). For asummary of U.S. accounting rulesrelated
to issues unique to project financings, see H. Ronald Weissman, General Guidelines
Under Present Accounting Rules, in Project Financing, at 23 (PL| REAL EsT. L. & PRACTICE
Courst HANDBOOK SERIES NO. 252, 1984).

TheFinancial AccountingStandards Board (“FASB”) in the United States Statement
No. 94, Consolidation of A Majority Owned Subsidiaries, requiresacompany to con-
solidatefinancial information on al majority-owned subsidiariesin its own financial
statements, even if those subsidiaries have operations that are different (“nonho-
mogenous") from the parent, have alarge 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.!2 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 asa joint venture.

Theimportance of off-balance-sheet debt treatment as an advantage for
project financings in the US and the UK. isdiminishing, if not completely
eliminated in most situations. Therisk of debt repayment to acompany'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 afoot-
note or otherwise.

[3] Leveraged Debt. A third objective of project finance sponsors
isthe 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 demandsfor capital investment.

That is not to say, however, that lenders do not ook for a high level of
equity investment in project financings. They do. Theleverage acceptableto a
lender variesfrom project to project. Often theleverage percentageis between
75 and 80 percent, but transactionsare sometimes structured with ratios between
90 and 100 percent.'3 | n general, equity requirementsfor projects in devel op-
ing countriesare in the 20 to 25% range, and often higher.

not have control of thesubsidiary (i.e., wherethesubsidiaryisin legd reorganization
or bankruptcy).Also, the statement requiresthat summarizedinformation about the
asxts, lighilitiesand resultsd operations(or separatestatements) of previoudy uncon-

solidated maj ority-ownedsubsidiariescontinueto be provided after thosesubsidiaries
are consolidated. Statement No. 94, Consolidationof All Mg ority Owned Subsidiaries,

Financial Accounting Standards Board (Oct. 30, 1987).

See Companies Adt, 1995, ch. 6, §§258 etseq. (Eng.); Standard No. 5, Reporting
the Substance of Transactions, Accounting Standards Board's Financial Reporting
Standards (April 1994).

Section 258 of the English CompaniesAct may requirea project sponsor to con-
solidateits own accountswith partnershipaccountsif it hasa “participating interest"
and if it exercisesa" dominant influence” over the partnership. Companies Act, 1995,
ch. 6, 6258 (Eng.)." Participatinginterest" isdefined as"an interest held by an under-
taking in the sharesof another undertakingwhichit holds on along-term basisfor
the purposed securing acontribution toitsactivitieshy theexerciseaf control or influ-
ence arising from or related to that interest.” 1d. §260(1). Twenty percent is presumed
to be a participatinginterest unlessfacts to the contrary are shown. Id. $260(2).

3 Wynant, supranote 1, at 170; Castle, supra note 1, at 18. For adiscussion of
equity investmentsin international project finance, see Matthew Barrett, Putting Y our
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
sarviced by the project, whether any other project participants, such asthe con-
tractor or equipment supplier, invest equity in the project, and the competi-
tivenessamong project financelendersto finance the transaction.

Also, alender's view that ahigh level of equity will trandateinto ahigh
commitment by the project sponsor, may influence how much equity thelender
requires. This view holds that there isadirect 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.

Thisis particularly true in project financingsof facilitiesin developing
countries. A large equity investment, coupled with a reasonably high rate of
return, will help ensuretheinvolvement of the project sponsorswhen the proj-
ect suffersfrom unanticipated risks.

The view that equity investment increases project sponsor support of a
facility issimilarly embraced by many output purchasers. In some devel oping
countries, for example, minimum equity contribution requirementsareimposed
on project companiesto help assurethat along-term supply of the contracted
for good or serviceis available.

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

[4] Avoidanceof RestrictiveCovenantsin Other Transactions.  Afourth
reason for selecting a project financing is that the structure permits a project
sponsor to avoid restrictive covenants, such as debt coverage ratiosand provi-
sions that cross-default for a failure to pay debt, in existingloan agreements
and indenturesat the project sponsor leve . Because the project financed issep-
arate and distinct from other operations and projectsof the sponsor, existing
restrictive covenants do not typically reach to the project financing. Similarly,
thedistinct nature of the project financed permitsthe sponsor to leverage debt
to an extent that may be prohibited under existing agreements. However, par-
ent-level financing arrangementsmust be reviewed to make certain that covenants
and defaults at the project level do not create noncompliance or default at the
parent leve.

[5] FavorableFinancing Terms. A project financing isselected in
many circumstances becalise more attractive interest rates and credit enhance-
ment areavailableto the project than are otherwiseavailableto the project spon-

16
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sor. A credit appraisal of anindividual projectissometimesmorefavorablethan
acredit appraisal of the project sponsor. Thus, amore attractiverisk profilecan
resultin more favorableinterest ratesand lower credit enhancement costs.

[6] Internal Capital Commitment Policies. Therateof return gods
of the project sponsor for new capital investmentscan aso make project finance
attractive. Companiesthat typically establish godsfor rates of return gener-
ated from a proposed capital investment often determine that the return on a
project investment isimprovedwith aproject financing,which permits highly
leveraged debt financing with a minimum of equity commitment.

[71 Political Risk Diversification. Establishmentof project-specific
entitiesthat finance projectson a nonrecoursebasisalso servesto diversify the
project sponsor's global investmentsand to eliminate the effects of political
risk beyond any independent projectsundertaken in aspecificcountry. Thus,
the economic effects of a political risk that exists in one country will not
affect other projectsin other countries.

[8] RiskSharing. Theriskdlocation processin structuring a proj-
ect financing permitsthe project sponsor to spread risksover al the project
participants, including the lender. This risk diversification, or sharing, can
improvethe possibility of project success since each project participant accepts
risksand isinterested economicallyin the project success. While there isan
economiccost associ ated with all ocating risksto other project participants, the
project sponsor will accept the cost, if reasonable, as a necessary element of a
nonrecourse or limited recourse project financing.

[9] Collateral Limitedto Project Assets. Nonrecourse project finance
loansare generally based on the premisethat the only collateral that the proj-
ect company must pledgeto the lendersas security for theloansis the project
assets. No other assetsaof the project sponsor are necessary as collateral. While
thisis generaly the structure, asis discussed in this chapter, limited recourse
to the assets of the project sponsor is sometimes required.

[10] LendersAreMore Likely to Participatein aWork-Out Than
Foredose. The nonrecourse or limited recourse nature of project finance
leavesfew remedies availableto project lendersin 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
thefacility operates, theonly practical way alender can have its debt repaid is
for the project to operate, not forecloseand sall the equipment. For example,
itisof little useto the projectlender to forecloseon atoll road project financ-
ing if lessthan expected useisthe sole reason the projectisin trouble.

17
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[11] MatchingSpecificAssetswithLiabilities. Project financeallows
a business to match specific assets with specific liabilities. By segregating the
assets of each individual project from other assets of the devel opment entity,
and matching these assetsto 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. Becauseaproject financetrans-
action is usually founded on the credit support provided by long-term revenue
contracts, the project sponsor benefitsfrom any higher credit rating earned by
the output purchaser under those contracts. Thisbenefit is achieved through
alower cost of borrowing, based on the higher credit rating of the output pur-
chaser. Thisisonly true, however, where the output purchaser enjoys ahigher
rating than the project sponsor.

$1.10 DISADVANTAGESOF PROJECT FINANCE

[1] Complexity of Risk Allocation. At the core of a project financ-
ing isthe identification and allocation of project risks. If a project isto 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 transactionsinvolving many participantswith diverse
interests. Risk alocation 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 coststo compensate third parties for
accepting risks.

The complexity of thisrisk allocation processhasdowed the successof proj-
ect financing as a financing mechanism in developing countries. With count-
less demands upon a developing country's credit support capabilities, these
countriesdo not often have unlimited ability to accept an allocation of arisk and
back it up with credible assetsor payment promises. This inability has necessi-
tated involvement by bilateral and multilateral institutions,such asthe Internationa
Finance Corporation and export-import banks, which areinstitutionally designed
to accept some of the risksin away to make projects financeable.

[2] Increased Lender Risk. In addition to third party project par-
ticipants, thedegreeof risk for thelender in aproject financing isnot insignif-
icant. Although by definition, and by law in some countries, a bank isnot 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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resultsin an expensive processof due diligenceconducted by thelender's lawyer,
the independent engineer, and other consultants.

[3] Higher Interest Ratesand Fees. Similarly, interest rates charged
in project financings may be higher than on direct loans made to the project
sponsor. Thisisnot universaly true, however, because interest ratesvary with
market conditions. Also, the documentation iscomplex and lengthy. The com-
plexity resultsin higher transaction coststhan istypical of traditional asset-
based lending.

[4] Lender Supervision. Another disadvantage of a project financ-
ing is the greater level of supervision alender 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.!

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

The degree of lender supervision during construction, start-up and oper-
ations resultsin higher costs, that are typically borne by the project company.
For example, sitevisitsby 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 isinher-
entinaproject financing, the practical remedies availableto project lendersin
adefault 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 havevalue only if the facility operates, the only way alender can
probably have its debt repaid isfor the project to operate. The lack of mean-
ingful remedies resultsin ahigh level of due diligenceby lenders, coupled with
strong, restrictive borrower covenants and restrictions on distributions, among
other protections.

[5] Lender ReportingRequirements. Therequirementsof the proj-
ect company to provide information to thelender is significantly increased in
aproject financing. Reporting requirementsinclude financial reporting; proj-
ect operating information; reportson force majeure events and corrections
undertaken; and notices delivered pursuant to project contracts, such as notices
of default.

" see generally, Lundgren, Liability of a Creditor In a Control Relationship With

Its Debtor, 67 MARQUETTE L. Rev. 523 (1984){instrumentality theory); RESTATENENT (Sec-
OND) oF AGENCY §14 (1957)(agency theory).
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(6] Increased I nsuranceCoverage. Thenonrecourse natureof proj-
ect finance resultsin arisk adverseinvestment environment for thelendersand
equity investors. Consequently, to the extent risks can be covered by insur-
ance available at commercially acceptable rates, it isemployed in the project
finance structure. The insurance program may bevery expensivein compari-
son to insurance programs required in other financing structures. In transna-
tional projects, political risk insurance may also be required.

[7] EncowagesPotentially UnacceptableR Sk Taking.  Projectfinance
is, in thefinal analysis, risk allocation. Risk allocation is required by the non-
recourse (or limited recourse) characteristicsof project finance. Consequently,
it might be argued that a project sponsor, having no recourse liability, is more
likely to aggressively accept risks,!s

$111 INTERNATIONAL PROJECT FINANCE

Whether termed "international project finance," "globa 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 techniqueis being used throughout theworld, in emerg-
ing and industrialized societies.

$1.12 EXAMPLESOF FACILITIESDEVELOPED WITH PROJECT
FINANCE

[1] EnergyGeneration. Projectfinanceisused repeatedlyasafinanc-
ing technique for construction of new energy infrastructure.!® |t isused in
industrialized countries, such asthe United States, in emerging countries, such
asin Eastern Europe, the Pacific Rim or in countrieswith tremendous new
infrastructure demands, such asin Latin America

15 |t hasbeen argued that such risk-takingis particularly unacceptablein infra-
structure facilities, which were traditionally provided by the public sector. Jonathan
R. Macey, The Limited Liability Company: Lessons for Corporate Law,73WaAsH.U. L.Q.
433,448 (1995).

16 AdaK. lzaguirre, " Private Participationin Energy,” PusLic PoLicy For THE PRI-
VATE SECTOR, WoRLD BANK NoTe No. 208 (May 2000). See Michad J. Schewd, Jurassic
Sparks! Project Finance Revives Extinct Deals, 12-APR Pros. a Pror. 26 (1998); Nagla
Nassar, Project Finance, Public Utilities, and Public Concerns. A Practitioner's Perspective,
23 ForpHAM INT'L L .J. 60 (2000).



An Introduction to Project Finance

In emerging market countries, project finance presentsan alternativeto
non-market-based devel opment of el ectricityresources. Traditionaly,in these
countries, el ectrical resourceswere owned by verticdly integrated public monop-
oliesthat 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 versusresidential ,for
example). Project finance permitsthetraditional structure to movefrom these
monopoliesto private generation of dectricity."* Thetraditional 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
transmissionand distribution over existingfacilities, or acombination of these.
Project financeis possiblewhereafirm, creditworthy purchaser of power enters
into along-term contract to purchasethe electricity generated by the facility.

Private power projects financed on a project finance basis are devel-
oped by aspecial -purpose company formed for the specific purpose of devel-
oping, owning and operating the facility. It has no other assetsor previous
operations. Lenders rely on the cash flow of the project for debt repayment,
and collateralizethe loan with al of the project's assets. A power sales agree-
ment, atype of off-take contract, isthelinchpin of the project. Thiscontract
createsalong-term obligation by the power purchaser to purchasetheenergy
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
recourseto the project assets.

[2] Pipelines, StorageFacilitiesand Refineries. Development of new
pipelinesand refineriesare aso successful uses of project finance. Large nat-
ural gaspipelinesand oil refinerieshave been financed with thismodel . Before
the useof project financeas afinancingtechni que,thesefacilitieswerefinanced
either by theinternal cash generation of oil companies, or by governments.

[3] Mining. Project finance isalso used as afinancing technique
for development of copper,iron ore, and bauxite mining operations in coun-
triesasdiverseas Chile, Peru and Australia.

[4] Toll Roads. Development of new roadsis sometimes financed
with the project finance model.!® The capital-intensive nature of these proj-

17 See generally, H, Razavi, supranote 1, at 3-5 (1996).

18 Seegenerally, Peter V. Darrow, Nicole V.F. Fong, & J. Paul Forrester, Financing
Infrastructure Projectsin the I nternational Capital Markets: The Tribasa Toll Road Trust,
THE FINANCIER, Aug. 1994, at 9.
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ects, in atime of intense competition for limited governmental resources, make
project finance based on toll revenues particularly attractive.

[5] WasteDisposal. Similarly,project finance isan attractive financ-
ing vehicle for household, industrial and hazardous waste disposal facilities.
The revenue generated by so-called "tipping fees' (theterm hasits genesisin
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. Thewater industry (impounding and treating raw water,
distributing water, collecting sewage, and treating sewage) is the last utility
businessto open itself to privatization and project finance. Theindustry isgen-
erally monopolisticin nature (water isimportant to society; water systems
aretypically loca in nature; multiple wastewater treatment vendors usualy do
not coexist in aservice area).As such, whilemarketplacerisk is greatly reduced,
government regulation is often assured.!® Apart from the risksinherent in ongo-
ing governmental rate regulation, weak local government credit, competition
between agricultural irrigation and urban city needs, small facility sizeand 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 isimplemented. Yet, each of theseissues must be addressed by
emerging countries in some manner. The private sector has sometimes found
that increased operational efficienciespossiblein many water systemscan pro-
duce reasonable equity returnsand justify privatization and project financing.

[7] Telecommunications. Theinformation 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 thisinfrastructure development.20

19 David Haarmeyer and Ashoko Mody, "' Financing Water and Sanitation Projects—
the Unique Riks' PusLic PoLicy For THE PrRIVATE SECTOR, Wortn Bank NoTe No. 151
(Sept. 1998); David Haarmeyer and Ashoko Mody, " Pooling Water Projects to Move
Beyond Project Finance," PueLic PoLicy ror THE PRIVATE SECTOR, WORLD BANK NoTE No.
152 (Sept.1998); Pendloped Brook Cowen, " ThePrivate Sector in Weter and Sanitation—
How to Get Sarted:'  PusLic PoLicy For THE PRIVATESECTOR, WORLD BANK NOTE No. 126
(Sept. 1997).

*® see generally, Ada Karina | zaquirre, " Private Participation in Telecom-
munications—Recent Trends' in PusLic PoLicy FOR THE PrivaTe SecTORr, WORLD BANK
Note No. 204 (Dec. 1999); Christopher J Sozzi, Comment, Project Financeand Facilitating
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 islimited 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] Usesby Industrial Companiesfor 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 structuresin
connection with unbundling capital intensive, non-core assets, such asenergy
production facilities.

[10] Leisureand SportsStadium Projects. Leisure projects— sports
stadia, amusement centers, exhibition and concert hdls—are sometimesfinanced
using the project finance model. In these projects, long-term assurances of rev-
enue under binding contractsto support theentire debt, are generally not pos-
sible. With aleisure 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 acollection of revenue assur-
ances and credit support to support the project debt repayment.

In asports stadium project, for example, the project cash flows are con-
servatively estimated and rely, in part, onlong term stadium naming contracts,
agreements with a sportsteam to use the stadium over aspecified period, and
premium seat and luxury box licenses. Another long-term source of revenues
isa concessionaire contract, which provides a company with the right to
operate all concessions within thefacility. 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 theland at a reduced rental or the infra-
structure (roadsand utilities) free of charge (in anticipation of higher tax
revenues generated from the facility's operation).

Leisurefacility financings can be structured with several tranches of debt.
One tranche can be based on, and collateralized by, along-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 asthat earned from con-
certs. That tranche can be strengthened somewhat with concert bookings for
thefirst few yearsof the facility'soperation.

21

Gisele F. Silva," PrivateParticipation in the Airport Sector —Recent Trends,"
PusLic PoLicy FOR THE PRIVATE SECTCR, WorLD Bank NoTe No. 202 (Nov. 1999).
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At least oneleisure project financing is based solely on expected use. The
135-meter Millennium Wheel Ferriswheel project financing in London isbased
on conservative forecastsof use.

[11] ContrastingRisks. Each of these categoriesof projects havetheir
own unique risk profile. For example, in an extractive project (such asmining,
oil exploration and recovery, and salt evaporation), risks include geological
uncertainties, depleting reservesand the likely requirement of export sales. In
an infrastructure project (such asatoll road), the technology iswell-known,
the assets are not depletable and rather than an export economy, the market
isstrictly local. In aleisurefacility, the market islocal and dependent on the
discretionary spending habits of consumers. Itisimportant, therefore, to care-
fully consider the risksin relation to the specific industry involved, and to
develop a project finance structure that addresses those risks.

$1.13 CHICKEN OR THE EGG: THE EFFECT OF A PROJECT'S
FINANCINGSTRUCTUREON ITSCOMMERCIAL STRUCTURE

Which comesfirst?.aproject's commercial structure or itsfinancing structure.
Inavery rea sense, the typeof financing structure selectedfor 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 alengthy financial clos-
ing process involving a myriad of parties.

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

$1.14 MERCHANT FACILITIES: PROJECTSFINANCED WITHOUT
REVENUE CONTRACTS

L ong-term contractsin which a creditworthy purchaser agreesto purchasethe
output of afacility are not dwaysnecessaryfor a nonrecourse or limited recourse
project financing.? In lieu of this arrangement, the project company and the

22 See generally, Keith W. Kriebel & Michagl D. Hornstein, United States: Financing
Merchant Power Plants, Julyl, 1999 InT'L Fin. L. Rev. 3034; Peter N. Rigby, Merchant
Power: Assessing Project Finance Risks, 2 J. o ProjecT FINANCE 33 (1996).
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project lendersrely on the general market for the credit support. Thistype of
structure works effectively where the need for the project iswell 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 facilitiesis
discussed in chapter 33.

$1.15 PROJECTFINANCE INDEVELOPINGCOUNTRIES

Until the early 1978s, much of the financing of infrastructure development in
developing countries came from government sources, such as the host coun-
try government, multilateral institutionsand 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 governmentslack the financial creditworthiness to support finan-
cidly, 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 entitiesin infrastructure
development. In this new world order, more reliance is placed on the private
sector, in both devel oping and industrialized countries, as governments accept
that the private sector is often better able to develop, construct and operate
large-scale infrastructure projects.2* A deterioration of financial conditions
in developing countries, a move toward privatization of infrastructurein
both developing and industrialized countries, increased demand for financial
aid from former Soviet-block countries?24 and countriesin Central Asia,?® are
combining to make private sector involvement very impartant.2

22 Seegenerally, Neil Roger, " Recent Trendsin Private ParticipationInfrastructure,”
in PuBLIC PoLicY ror THE PRIVATE SEcTOR, WORLD BANK NoTE NO. 196 (Sept. 1999)(“In
1990-98,154 devel oping countrieshad some privateactivity in oneinfrastructureares,
and 14 had private activity in three or four sectors. Middle-incomecountrieshave
attracted most private activity; among low-income countries, only Chinaand India
have attracted substantia private investment."); Martin Stewart-Smith, Private Financing
and Infrastructure Provision in Emerging Markets, 26 Law & Pory InT'L Bus. 987 (1995).

*  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 | ndustriesin Poland,
20 InTL Bus. Law. 151 (1992); Olympiad S. Ioffe, Privatization in the U.S.S.R. and
Commonwealth, 8 Conn. J. InTL L. 19 (1992).

5 LauraA. Malinasky, RebuildingWith Broken Tools: Build-Operate-Transfer Law
inVietnam, 14 Berk. J. InTL L. 438 (1996).

26 PHILIPPE BENOIT, PROJECT FINANCE AT THE WORLD BANK 3-5 (1996).
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These changes, coupled with the lack of capital in developing countries,
result in aneed for foreign investment to satisfy growing infrastructure needs.
Thisneed isbased on thetenet that infrastructure projectsarethe cornerstone
for economic development. The private sector isemerging as an important
financing source for infrastructure development in these countries.??

The stability and predictability favored in project financings make struc-
turing project finance transactions difficult and expensive in the devel oping
countries of theworld, 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
involved.?® 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
devel oping economic, labor, legidlative, regulatory and political frameworks
for growth and prosperity, not yet as settled (or at |east as predictable) as the
developed world. While project finance risk allocation isimportant in all coun-
tries, it isof particular importance in the developing world.

The businessenvironment in adeveloping country isdifferent in at least
four major respectsfrom the devel oped world: legislativeand regulatory sys-
tems; political security: economic security and centralized infrastructure
systems.

Legidativeand regulatory systemsare usually not asdefined asin the devel -
oped countries. Environmental laws and policies, for example, have not yet
been aggressively pursued in devel oping 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. Thisuncertainty 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.

Economicinsecurity arisesina project financing from theinability of the
potential project user to support the project through use or purchases, either

27 See Yves Alhouy and Reda Bousha, " The Impact of IPPs in Developing
Countries—Out of the Crigsand into the Future," PusLic PoLicy For THE PRIVATESEC-
TCOR 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: LessonsLearned in
Poland and Romania, 41 McGiLL L.J 285,290-293 (1995){comparing project finance
in Poland and Romania, and structuringforeign investmentsin projectsto 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, alack 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.

Conseguently, developersof proposed infrastructure projects must con-
sider the effect of this public-sector structure on the proposed private-sector
project. Possible effectsinclude whether the private project will competewith
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 al government-owned infrastructure projects,
and theeffect of that on the private-sector project; and ongoing rigidity inher-
ent in workingwith government bureaucrats responsible for existing facilities.

Each of thesefour differences (legisativeand regulatory systems; politi-
ca security; economic security; and centralized infrastructure systems) results
inarisk portfolio for the private-sector project that potentiallyincludes higher
construction and operating costs (such asinflation, 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 usethe project (existing output prices are low;
collections are poor); and transferability of profitsisdifficult (thereisa mis-
match between host government revenues from local customersand foreign
debt; questionable safety of investment from nationalization). Therefore, non-
recourse and limited recourse project financings are considered extremely
difficult toaccomplish in the devel oping world, and require intensive attention
to risk mitigation.

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

The project-based financing isemerging asa hybrid financing technique
that mixes project finance and corporate finance techniques. While project
sponsors desire to achieve many of the goalsof nonrecourse project financings,
the risk involvedin devel opingcountries often requiresthat some sort of recourse
to the project sponsors bein place. Consequently, rather than full recourse cor-
porate finance, project-based financing i n 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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§1.16 OTHER FINANCING ALTERNATIVES

Inaddition to project finance, thereare other financing structuresavailablefor
infrastructure and other projects. Theseinclude: (i) government funding,
through grants, loansand guarantees; (ii) government investment; (iii) third-
party project participant financing, such asfrom equipment suppliers, off-take
purchasers and construction financing from contractors; (iv) non-project
financestructuresfrom multi- and bilateral agenciesand from banksand 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 acreditworthy project sponsor or creditworthy host government (domes-
tic bond offerings, Eurobond offerings, private placements); and (vi) securi-
tization?® of project revenue flows (toll revenues, take-or-pay contracts).

$1.17 BANKABILITY, FINANCEABILITY AND OTHERASSAULTS
ONLANGUAGE

An interesting phenomenon of small groupsof peopleisthat words are often
invented to describe shared experiencesthat are uniqueto that group. The proj-
ect finance community is no exception. The words" bankable" and “finance-
ale' 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 Englishor not, thetermsare used to signify the accept-
ability, for financing purposes, of the structure or any element of a project. If
the concept were capableof amore helpful definition, thisbook would be greatly
reduced in size. Rather, it isacomplicated concept, which changesover time,
and from deal-to-deal, based on the demands and concerns, rational or not, of
the debt providers.

$1.18 THE LAW OF PROJECTFINANCE

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

2 ], Paul Forrester, JasonH.P. Kravitt and Richard M. Rosenberg, Securitization
d Project Finance Loans and Other Private Sector Infrastructure Loans, THE FINANC ER,
Feb.1994.
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(iii) public international law; and (iv) conflict of law rules,3® which deter-
minewhich laws courtsor arbitral tribunalswill apply to adispute. In addition
are procedures of variousarbitration organizations, such asthe International
Chamber of Commerce, which may need to be consulted if incorporated into
commercial agreements used in the project. Lawyersin every country involved
inaproject financetransaction must consider comparablelawsin their countries.

$1.19 ECONOMIC STUDIESOF PROJECTFINANCE

The study of project finance by the economistsisinitsinfancy.Many economic
implications of project finance, such asthe 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 THELESSONSOF A FINANCIAL CRISS—WHAT THE
EAST ASIAN FINANCIAL CRISISTEACHESABOUT
PROJECT FINANCE

The 1997 East Asianfinancial crisisisparticularly instructive about the effects
of such a crisis on project financings.?? The four most severely affected
economies— Indonesia, Maaysia, the Phillippinesand Thailand—all have proj-
ect financed private power projects. While thefull effectsof the financial cri-
siswill be unknown for years, this much is certain: the private power projects
experienced an increased cost of power, attemptsto renegotiate power

See generally,SkapneN, Ares, S ATE, M EAGHER& FLoM, PROJECT FINANCE: SELECTED
IssuEs IN CHOICE o Law (1996).

31 See Benjamin C. By, Petrozuata: A Case Study on the Effective Use of Project
Finance, 12 J.ArpLIED Corp. FiN. (Fal 1999); Taresa A Johnand Kaese John, Optimality
of Project Financing: Theory and Empirical Implications in Finance and Accounting, 1
Rev. QUANTITATIVEFIN.AND ACCOUNTING 51 (Jan.1991); JohnKendnger and JohnMartin,
Project Financing: Raising Money the Old-Fashioned Way, 3 J AprLIED Core. Fin. 69 (Fall
1988); Salman Shah and Anjan V. Thakor, Optimal Capital Structureand Project Financing,
42 J.Econ. THeory 209 (Junel987); Wynant, supra note 1. See also JOHN D. FINNERTY,
ProsECT FINANCING — ASSET-BASED FINANCIAL ENGINEERING 14 (1996)(citing Thomas .
Chemmanur and Kose John, Optimal Incorporation, Structured Debt Contracts, and
Limited-RecourseProject Financing (1992} (New Yak University Working Paper FD-
92-60));and Andrew H. Chen, Johnw. Kensinger and John D. Martin, Project Financing
asaMeans of Preserving Financia Fexibility (1989)(University of Texas Working
Paper)).See also Benjamin C. Esty, | mproved Techniquesfor Valuing Large-Scale Projects,
57J. Prosect Finance 9 (Spring 1999).

“ Nan Zhang, Moving Towards a Competitive Electricity Market? The Dilemma
of Project Financein theWake 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.>?

[1]  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 sametime, the cost of capital, and interest rates, increased sharply as a
result of new financial risks—real and perceived — associatedwith thecrisis.
These effectswere magnified by ageneral underlying decline in the credit qual -
ity of the governmentally-owned utilitiesthat purchased project power. These
utilities,with high levelsof foreign debt, experienced associated foreign exchange
lossesin servicing that debt.

Also, the cost of fuel supply for some of the projectswas severely increased,
particularly in countrieswherefuel isimported for power projects.?* Typicaly,
fuel costs are a pass-through for power purchasers in emerging country proj-
ect finance. Thus, the cost of wholesalepower must increaseto offset theincreased
fuel costs.

The selection of currency for power purchases from private power proj-
ectsalso caused an increase in some countries. Where the whol esale power price
wastied to ahard currency, the power cost increase was severe. In other coun-
tries, where the wholesale power pricewastied toloca currency, theeffect was
lesssevere.??

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 pricestied to
local currency and borrowing tied to hard currency.3®

Finaly, the extent of progressin power tariff reform had adirect effect on
the purchasing utilities. The ideal, post-reform average wholesale price for

3 For an excdlentanayss,see R. David Gray and JohnSchuster, “The Eag Adan
Financid Crisgs—Fdlout for Private Power Projects’ PusLic PoLicy FOR THE PRIVATESEC-
TOR, WORLD Bank NOTE No. 146 (Aug.1998). Seealso Richaerd Walsh, Pacific R mCollateral
Security Laws: What HappensWhen the Project GoesWrong, 4 StaN. J.L.BuS# Fin. 115
(1999); Yves Alhouy and Reda Bousha, “The Impact of 1PPs in Developing Countries—
Out o the Crissand into the Future’ Pustic PoLicy FOR THE PrIVATE SECTOR, WORLD
Bank NoTe No. 162 (Dec. 1998).

*  For example, most private power projectsin the Philippines and Thailand
import fuel.

¥ Thailand'snational utility makes paymentsto most private power genera-
torsin thelocd qurrenc¥. _ _ _

36 Maaysaand Thailand had higher levels of local country borrowingthan

the negligiblelevelsin Indonesiaand 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 isthe amount available to the purchasing utility
for costsof transmission, distribution and administration. Those countries
with advanced tariff reform have sufficient price spreads between wholesae
and retail pricesto alow some absorption of higher power costswithout achal-
lenge to the financial health of the purchasing utility. Where this was not the
case, these utilities needed additional capital or government subsidiesto ensure
financial stability.

[2] Power PurchaseContract 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 performanceand sector reform. Thiseffect is perhaps most
pronounced on lendersand investors. Nonethel ess,someform of contract rene-
gotiation may bein the long-term best interests of a private power project
located in acountry with aseverefinancia crisis. Although a great deal of effort
isemployed in the risk allocation and mitigation process,itisin noones inter-
est to have afailed project.

Renegotiation may belesslikelyin aproject 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 asthe Philippines, governmental guarantees
and other support were determined as necessary to attract development and
financing of early private power projects.

TheEast Asianfinancia crisisrevea stheimplicationsof 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 severein a
financial crisis.?’

Also, thefinancia crisissuggeststhat renegotiationwill take place lessfre-
quently for projectsthat are selected for development in acompetitive bidding
process, rather than through direct negotiation with adeveloper. Competitive
bidding should producelower whol esalepower costs, thereby improving a pro-
ject's chance for successin afinancial crisis,

*  For example, the governmentsof Mdaysaand Thailand, although assuming
some project risks, have offered no guarantees. The Philippines, on the other hand, pro-
vided sovereignguaranteesto some projectsin the early sagesof power sector reform.

3  Madaysaand Thailand usaed competitive bidding for private power solicita:
tions; most projectsin Indonesiaand the Philippinesdid not.
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[3] Decreasein Market Demand for Private Power. Finaly, the
crisiscaused animmediate reduction in demand for private power in the region,
as the economies slowed. The decline made clear that market projectionsfor
power are, in the end, afunction of economic health of a host country and
theregion and the financial assumptions made about that health.

[4] Conclusions. Obviously,the East Asian financial crisiswill result
in greater scrutiny of projects by lendersand investors. More importantly, it
revealsthat contractual risk allocation among the host country, itsstate-owned
utilitiesand the project company havefinancia 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 levelsof governmental credit support will beimportant 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 afinancial crisis.
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§2.01 RISK

What isrisk?It hasbeen defined as" uncertainty in regard to cost, loss, or dam-
age'' Uncertainty isthe important aspect of the definition. Project finance
abhors it.2

An important part of the successful closing of a project financing isthe
risk structuring process.? It isduring 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 expensesand provide an attractiveequity return to investors.’
Thisisdone primarily through the contracting-out process— allocatingrisks
among partiesin contract form.5 In the following chapters, comprising Part
[T of thisbook, the risk structuring processwill be examined.

Risksin atransnational project financing may be classifiedinto two gen-
eral categories: transnational and commercial. Subclassification is made for
each risk in thesetwo categoriesin 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 isonly astarting point. The processes of risk
analysisand management are important next stepsin 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 itsinvestment without risk. Rather,
the unallocated, residual risk isthe sponsor's economic risk for the economic
return expected from the project operation. To the extent that return isinad-
equate in comparison to the expected return on investment, the project should
be abandoned.

I C, Harpy, Risk AND Risk-BEARING 1 (1923).

* Sz David Blumenthd, Sourcesof Fundsand R sk Management for | nternational
Energ;y Projects, 16 BerkLEY J. INT'L L. 267 (1998).

For an interestinghistory d risk and probability analyss, see PETER L. BERN-

STEIN, AGAINSTTHE GODS—THE REMARKABLE STORY OF Risk (1996).

4+ See ThomaswW. Wadde & George Ndi, Stabilizing International I nvestment
Commitments: International Law VersusContract I nterpretation, 31 TEX. Int’2 L.J. 216,
220 (1996) ("Lifeisinherently uncertain. . . . Nevertheless,it isthetime-honored tra-
ditiond lawyersto try to regulatethe behavior o the partiesto adeal in extremedetail
and for avery long period. There may sometimesbe excessvezed onthe part o lavyers
wishing to "play G od with contract drafting under the illusion that the draftsman
can dreft awey all the vagaries of the future.™).

5 See C. HaRrDY, Risk AND Risk-BEARINGG0-61 (1923).
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$2.02 THE RISK MATRIX

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

On the following pages, sample risk matrixesfor the construction period
and the operating period of an electric generation facility are reproduced as
Tables2-1 and 2-2, respectively.

$2.03 PROJECT FINANCE PARTICIPANTSAND PERSPECTIVES

Becausea project financing iseither nonrecourse, or of limited recourse, tothe
project sponsor, financial responsibility for the various risksin a project financ-
ing must bealocated to partiesthat will assume recourseliability 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-
gencieswith 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 arefour general risk periodsin thetypical project financing: devel-
opment risks; design engineering and construction risks, start-up risks and
operating risks.

[1] Development Risks. Developmentrisksare primarily riskstothe
project sponsors and the development loan lenders. Risks during this stage
include failureto obtain permitsor other governmental approvals; publicoppo-
sition to the project; and weaknesses in the business framework of the deal
(inthe vernacular, "the deal doesn't make sense™). Risksare 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 risksare risksthat are inherent during project design and
construction phases. As construction progresses, new risksarise and others sub-
side. Design devel opment and construction risksare primarily risksto the proj-
ect sponsors and the construction|oan lenders, although each project participant



Table2-1

Sample Construction Period Risk Matrix for Electric Generation Facility

RISK PARTY MITIGATION EFFECT ON EFFECT ON

ALLOCATED RIK LENDER DEVELOPER
cost overrun that is| contractor construction contract | creditworthiness of construction price
within contractor's isfor afixed-price contractor to finish reflects risk assumed
control project by contractor
cost overrun not insurance insurance none if proceeds none if proceeds
within contractor's| company proceeds are sufficient are sufficient
control
—insured event
cost overrun not devel oper stand-by equity none equity returns deferred
within contractor's commitment is until completion occurs
control drawn upon
—uninsured force
majeure event

cost overrun not

devel operlpower

stand-by finance

stand-by debt facility

increased financing

within contractor's | purchaser facility drawn until reduced and costs offset by increased

control tariff adjustment unavailable for other tariff, but timing of

—change of law ismade contingencies adjustment may reduce
equity returns

cost overrun not developer stand-by finance stand-by debt facility increased financing

within contractor's
control
—subsurface site
conditions

facility drawn

reduced and
unavailable for other
contingencies

cogts; eguity
returns reduced
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Table2-1 (continued)

RISK PARTY MITIGATION EFFECT ON EFFECT ON
ALLOCATED RISK LENDER DEVELOPER
completion delay contractor fixed completion creditworthiness of construction price
that iswithin date in construction contractor to finish reflectsrisk assumed
contractor's contract; daily project by contractor
control liquidated damages
to cover debt service,
fixed operating costs
and fuel supply
contract late delivery
payments
completion delay insurance insurance none if proceeds none if proceeds
that isnot within company proceeds are sufficient aresufficient

contractor's
control
—insured event

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

power purchaser
and central
government

if cost islessthan
$5MM, stand-by
finance facility drawn
until tariff adjustment
ismade; if morethan
$5MM, government
pays developer fee,
retires debt and
assumes project

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

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)

RIK PARTY MITIGATION EFFECT ON EFFECT ON
ALLOCATED RISK LENDER DEVELOPER

completion delay power purchaser if cost islessthan stand-by debt facility increased financing
not within and central $5MM, stand-by reduced and costs offset by increased
contractor's government finance facility drawn unavailable for other tariff, but timing of
control until tariff adjustment | contingencies, adjustment may reduce
—change of law is made; if morethan | government equity returns

$5MM, government credit risk

paysdeveloper fee,

retires debt and

assumes project
failureof contractor | contractor performance creditworthiness of creditworthiness of
to satisfy guaranteesin contractor to pay contractor to pay may
performance construction contract; affect equity returns
guarantees at liquidated damages for
completion dueto reduced performance
contractor fault payableby contractor

increased interest
during construction
period

power purchaser

stand-by finance
facility drawn until
tariff adjustment
is made

stand-by debt facility
reduced and
unavailable for

other contingencies

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




Table2-1 (continued)

RISK PARTY MITIGATION EFFECT ON EFFECT ON
ALLOCATED RISK LENDER DEVELOPER
unfavorable power purchaser stand-by finance stand-by debt facility increased financing costs
exchange facility drawn until reduced and offset by increased tariff,
rates during tariff adjustment unavailable for but timing of adjustment

construction
period

is made

other contingencies

may reduce equity returns

country risk

central government

government pays

government

government

—expropriation, debt and guaranteed creditworthiness creditworthiness
nationalization, equity returnto

interference developer

country risk central government | government pays government government

—expropriation,
nationalization,
interference

debt and guaranteed
equity return to
developer

creditworthiness

creditworthiness




Table2-2
Sample Operating Period Rik Matrix

RISK

PARTY
ALLOCATED RISK

MITIGATION

EFFECT ON
LENDER

EFFECT ON
DEVELOPER

operating cost
overrun

power purchaser

tariff adjustment

increased operating
costs until tariff

increased operating
costs until tariff

—government fault adjusted adjusted

operating cost operator performanceguarantees | creditworthiness creditworthiness
overrun in operating agreement; | of operator of operator
—operator failure liquidated damages

to satisfy operating for reduced performance

guarantees

increased interest, debt coveragecould increased financing
unfavorable be affected costs offset by increased
exchange rates, tariff

inflation during

operation period

unavailability/ central government pays government government
unconvertibility government debt and guaranteed creditworthiness creditworthiness

of foreignexchange

equity return to
developer
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Table 2-2(cont i nued)

RISK PARTY MITIGATION EFFECT ON EFFECT ON
ALLOCATED RISK LENDER DEVELOPER
country risk central government pays government government
-expropriation, government debt and guaranteed creditworthiness creditworthiness
nationalization, equity return to
interference developer
equipment insurance insurance none if proceeds noneif proceeds
destruction company proceeds are sufficient are sufficient
operator default operator penalties and operator operator
termination payments | creditworthiness and creditworthiness; and
coverageratios affected | reduced equity return
power purchaser central government | developer option to government government

default

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

creditworthiness

creditworthiness
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isconcerned with whether the project will be constructed on timefor the price
upon which project financial projections are based.

The classic construction risk isthe necessity of achangein thework
contemplated in the construction price, such as a change necessitated by
technical design refinements. Other project construction risksinclude price
changes caused by currency fluctuation or inflation, construction delays, mate-
rial shortages, design changes required by law, and strikes. Lossesduring this
stage can be significant, particularly for the construction lender.

If aproject is unsuccessful during the construction phase, the project assets
will not likely be of sufficient valueto repay the construction loan. Thus, the
risk structuring process attemptsto create a managed risk profile during this
stage of project development, through turnkey construction contracts with
guaranteed completion dates, pricesand performanceleves. Also, in some proj-
ects, construction lenderswill require project sponsors to guarantee the avail-
ability of fundsfor project completion, thereby requiring limited recourse to
the project sponsorsfor the construction loan.

[3] Start-up Risks. Start-upof aproject isthe 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 thistime, the contractor isresponsiblefor aimost dl 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 aleve of performance necessary to serv-
icedebt and pay operating costs.

[4] Operating Risks. Operating risks are those risks that arise after
the project isaccepted or isin preliminary operation. Each operating risk affects
whether the project will perform at projected levels, thereby producing suffi-
cient fundsto cover debt service, operating costsand provide areturn on equity
invested. Operating risksareexemplified by a decreasein the availability of raw
materials or fuel or adecrease 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 risksare primarily risksto the project sponsors and the permanent
loan lenders, although other project participants, such asthe off-takepurchaser,
are concerned with whether the project operates.

The magnitude of lossesduring this stageis 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 assetswill not likely be of suf-
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ficient value to repay the project loans, and the project sponsorswill not have
received the equity return for which they hoped. With the passageof time, how-
ever, the potential loss decreases as project debt is amortized and investment
returns are achieved. Thus, the risk structuring process attemptsto create a
managed risk profile during the operations phase that recognizesthe decreas-
ing needs for expensive risk mitigation techniques as the project matures. In
the early yearsof operation, however, risk mitigation and all ocation techniques,
such as take-and-pay off-take contracts, fixed price fuel and raw material
supply contractsand political risk insurance, areimportant.

$2.04 OBJECTIVESOF PROJECTFINANCE PARTICIPANTS

An analysis of aproject financing by each participant, and the negotiation
approach for the project documents significant to that participant, beginstyp-
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
therisk, reward associated with that control, the role in the project and cred-
itworthiness. As a gross oversimplification, it is generaly 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, arisk identified in a project may be that akey 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
partiesin the project will benefit if the project is completed. The participant
ultimately selected to bear the completion risk istypically the contractor. If the
contractor lacksthe 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 resultsin the transfer of
some project reward to the participant accepting the risk, through a higher con-
tract price or an addition of arole, such asfrom the role of contractor only to
the dual roles of contractor and equity participant.

§2.05 RISK IDENTIFICATIONBY PARTICIPANTS

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

It isimportant to understand that risk is subjective in application. The
significance of any particular risk isdetermined by the party considering tak-
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ing that risk. Thus, an event or condition unacceptable to one entity may be
considered manageable and routine by another.

Theidentification of risksis essentia in an analysisof 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.

[1] Sponsor. The project sponsor isthe entity that coordinates the
development of the project. Theremay be morethan one project sponsor, such
asadevelopment 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 sdlected financing scheme. These objectives, more fully
discussed in chapter 1, include: limiting the exposure of the sponsor's other
assetsto a project failure, by using nonrecourse or limited recoursefinancing;
off-balance sheet accounting treatment; use of a highly leveraged financing
structure; flexibility with loan covenantsin existing and future transactions;
favorablefinancing terms; internal capital commitment policies; political risk
diversification; risk sharing; collateral limited to project assets; greater will-
ingnessof |endersto participatein aworkout than foreclose; matching specific
asetswith specificliabilities; and expanded credit opportunities.Simultaneoudly,
the project sponsor seeks efficient use of tax benefits, flexibility in both future
financingsof other projectsand 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 processfor 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 isimmediately interested in several objectives: limiting
further development costs, minimizingtransaction costs, recovering develop-
ment stage expenses, and earning construction management or similar fees
to fund overhead costs.

Further,looking at thelong-term, the sponsor is motivated with the poten-
tial to receive a cash return on operation of the project. The sooner the proj-
ect financingisclosed, and construction beginson the project, the sooner the
sponsor can begin to receivethe financial benefitsof itsinvestment.

[2]  Construction Lender. The constructionlender 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 proceedsof the permanent financing, or if the con-
struction and permanent loansarea part of onedebt facility, to the repayment
of the debt from operating revenues.6 Thus, it is concerned primarily with
the construction contract, including provisionsrelating to timely compl etion
and performance at expected levels. If the project is not completed on time,
at the agreed upon price and performance levels, then credit enhancement
devicesmust be in place that will increasethe likelihood of repayment of the
construction loan. These are oftenin the form of completion guaranteesand
performance and payment bonds.

Of primary importance to the construction lender isto ensure that the
contractor's obligationsare of a"turnkey" 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 flowsat a predictable rate. These componentsinclude afirm price, a
firm time of completion, performance standards relatingto the output of the
project and the complianceof the project with applicablelaws.

In addition, the construction lender isconcernedwith theimplicationsof
latecompletion of project construction on other agreements, especiallywhere
thelate completion excusesthe obligationsof the permanent lender to finance
the project. Other potential concernsinclude contractual obligations of the
sponsor to deliver products or takedeliveriesof supplieson adate certain. The
failure to make or take deliveriesby the date specified may requirethe project
company to pay damages or alow the other contracting party to terminate
the contract. Thus, any adverse change in the condition of the project during
construction, including adverse changesin financial condition of any of the
participants, changesin law and changesin thetechnical 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 severd require-
mentsin aproject financing. Theseinclude thearrangement of sufficient debt
to finance the total construction cost of the project, the absenceof any other
lender in amore senior collateral or control position, and satisfactory inter-
creditor agreements if more than one lender isinvolved in the financing.'

Asdiscussed earlier, the permanent lender alsowantsa project that isrisk-
freewhen the permanent loan is made availableon the compl etiondate. Project
finance permanent lenders, however, recognize the imperfect world of praj-

6 See generally, Md Han and JerryShi Zhiyong, How to Assess the Profitability
of a Project Finance Deal — from the Lenderi Perspective, 3 J. PrRoECT FIN. 21 (1997).
7 Seegenerally, id.
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ect finance, and are willing to makelong-term loans even where the project is
not yet operating in arisk-freeenvironment. For example, the permanent lender
may commit permanent loan financing to the project even if the guaranteed
level of performanceis not achieved, provided that the requisite performance
isattainable in a reasonable time at a reasonable price, nothing financially
adverse hasoccurred to the contractor and the project can pay debt serviceand
expenses at the level of performance aready achieved. Similarly, the perma-
nent lender could decide to make available permanent | oan 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 vaue of the con-
tracts, the legal adequacy of the contracts and the viability of the contractsin
aloan workout environment. Also, similar to the desire of the construction
lender that the construction contract hasa firm price, afirm time for per-
formance and certain performancestandards, the permanent lender wantssim-
ilar commitments from the operator, the suppliersand 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, thelender will want to ensure
that if there is aforeclosure 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 al costsbefore construction completion are without recourseto thelender
for additional funds; (ii) that the contractor is required to satisfy performance
guarantees, as evidenced by performance tests; (iii) if not completed, that
thereis recourse to other creditworthy project participants for delay and com-
pletion costs, if the project isabandoned and if minimum performance levels
are not achieved; (iv) predictable revenue streams that can be applied to serv-
icedebt, in the currency of thedebt (or easily convertibleat an adequate exchange
rate); (v) that the revenue streams are long-term, from a creditworthy source
and in an amount that coversoperating costsand 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
compliancewith environmental lawsand maintaining long-term facility integrity.

[4] Contractor. Thetension between the sponsor and contractor in
aproject financing is based on the turnkey nature of the construction contract:
the contractor must deliver the project at afixed or predictable price, on adate
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certain, warranted to perform at agreed levels. The contractor is, of course,
concerned with the difficulty of predicting eventsthat could result in delivery
of adelayed 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 isto limit risks of any
change in the cost of the project, to provide excusesfor late delivery, and to
provide sufficient time to satisfy performance guarantees.

There are two customary rewards for the contractor in return for assum-
ing therisk of completion on adatecertain for afixed price. Thefirst isthrough
the increase in the construction price to include a risk premium. The second
isthrough abonus payment, which the project company pays to the contrac-
tor if the project is completed ahead of the scheduled completion date. Ina
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 hasarranged financing to pay the con-
tractor for the work performed. In addition, the contractor isinterested 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. Thetension between the project sponsor and opera-
tor isanalogousto the tension that existsbetween the project sponsor and con-
tractor: the need for predictability of price and performance of the project.
Whilethe other project participantswill want to ensure that the operating costs
are sufficiently fixed or predictable sothat feasibility can beanalyzed, the oper-
ator, in contrast, wantsto limit price risk.

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

[6] Technology Owner. Thetechnology owner istypicallynot adirect
participant in the project financing. Rather, the project company or contrac-
tor has alicense agreement with the technology owner for use of thetechnol-
ogy. Sometimes, the technology owner gives performance guarantees with
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respect to the technology provided. These guaranteesare similar to perform-
ance guarantees provided by the contractor, and allocatetechnology 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 thelicensed contractor isterminated by the project company,
or if the licensed contractor defaults under the license agreement or other-
wise losesthe right to the technology during the expected life of the project.
These agreements, called technol ogy supply or license agreements, often pro-
vide that the technology owner is not obligated to discloseany confidential
information to a competitor that agreesto completeconstruction or operate
the project. Also, the technol ogy owner will limit the approved use of the tech-
nology and confidential information to the limited extent required for proj-
ect construction and operation.

[71 Supplier. Thefuel or raw material supplier to the project is
concerned with the objective of delivery to the project of necessary fuel or
raw material in exchangefor the market price, with acceptable excusesfor non-
delivery. The project participants, however, seek predictable price, quality
and delivery commitments, with aminimum of uncertainty in the price, terms
and obligations for supply. Sometimes, dedicated reserves or supply sources
are required to be committed to the excdlusive use of the project.

[8]) Output Purchaser. In many respects, the output purchaser isin
the same position as the project company when the project company purchases
fuel or raw materials. The output purchaser desiresfirm priceand quality, with
aminimum of uncertainty.The project company, in contrast, wantsto increase
prices asthe market will permit, and to be excused from performance with-
out penaltiesfor limited periods.

[9] Host Government. The host government can benefiton ashort-
term and long-term basis from the success of the project. Short-term, the
government can use the project for political benefitsand for attracting other
devel opersto acountry. Long-term, the successful project should improve eco-
nomic prosperity and, perhaps, political stahility, by providingthe neededinfra-
structure. Other benefits include the importation to the host country of new
technologiesand the associated intellectual property, training of itscitizens
in that new technology, job creation, and increasedtax revenues.

Allocating some risksto the host country istherefore justifiable. Thisis
particularlyimportant for large, high-profile projectsthat are significantin 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 provideavariety of government assuranceswith respect to the proj-
ect risks. These agreementsare discussed in chapter 14.

The host government might beinvolved in aprojectin one or severa ways
Theseinclude asequity contributor, debt provider, guarantee provider (par-
ticularly political risks), supplier of raw materialsand other resources, output
purchaser, and provider of fiscal support (reduced import fees, tax holidays
and other incentives).

The host government aso hasan ongoing role. It can regulatethe project
in the future by ensuring permit compliance and through regulatory structures.

[10] Other Governments— Exportand Transit Countries. A project
might requirethe cooperation of other countries, besidesthe host country, for
project success. For example, the fuel supply could be insufficient in the host
country, requiringasupply from another country. The perspective of theexport
country —a country from which equipment, raw materias, fuel or another proj-
ect inputwill besupplied to the project —willvary based on political and finan-
cial goals. The export country, for example, might not bewilling to approve a
long-term fuel supply arrangement whereits natural resources are exploited
to benefit another country. Alternatively, use of itsnatural resources might be
permissibleif sufficient export taxesare earned and political or economic coop-
eration existsbetween the two countries.

A transit country —acountry through which the output of the project
must passto ensure project success—might haveasimilar perspective, depend-
ing on the method by whichthe projectinput or output must passthrough the
country.

(11] Equitylnvestor. Equityinvestorsbringinvestment capital to proj-
ects, supplementing equity invested by project owners. The equity can takevar-
iousforms, including (i) limited or general partnership interestsin alimited
or general partnership, formed to he the project company; (ii) lessor equity
in asingle-investor leasetransaction; (iii) lessee equityin asae-leasebacktrans-
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 goalsin a project financing. These
are nonrecourseliability 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.

Theequity return goal of the equity investor isone factor that determines
the timing of the equity investment. There are four equity investment points:
devel opment stage; construction stage; upon completion; and operation stage.
Riskstaken by equity vary at each stage. Generaly, the earlier the investment,
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the greater therisk to the equity investor. Similarly,theearlier 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
receivelimited liabilityin return for losingthat control. Other investorsare more
active, expecting to provide greater management control and supervision.

Equity investors make arisk analysissimilar to lenders. Thetypesof proj-
ect risksthat can affect the debt will aso likely affect the equity. The structur-
ing goalsare quite different, however.

Project lenders hold afirst 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
acceptablereturn 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.

f12] Multilateral and Bilateral Agencies. Multilateral and bilateral
agencieshavesimilar perspectives. Political and government funding constraints
drive each somewhat. Each has separate charters and goals, however, which
define precisely the perspectives each hasin a project. Multilateral and bilat-
eral agenciesare discussed in chapter 21.

§2.06 DEVELOPMENT STAGE RIKS

The development phase of a project is sometimesoverlooked by project finance
participants asan area of risk analysis. More attention isfocused on risksthat
occur during construction and operation of aproject, when project debt isout-
standing. Yet, significant risks exist for the project sponsors during the devel-
opmental period. Also, for participantsthat are relying on the project for
long-term needs, such as off-take purchasers, risks during the devel opmental
phase may have significant implications for them. If afinanceable 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 comefrom 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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financeabl e 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;
devel opment of competing projects; unavailability of needed inputson finance-
ableterms, such asraw materials, fuel and water; effectsof the project on the
environment and indigenous peoples; changesin foreign exchange controls
and in the availability and convertibility of currency; availability of political
risk and commercial risk insurance; changesin 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 THEJOINTVENTUREASA RISK MITIGATION DEVICE

A joint ventureisaform 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 acompany particularly skilledin construction, another skilled in proj-
ect development and athird in the political and developmental climate of the
host country. Together, each brings different, useful skillsto project develop-
ment, while allowing for a risk sharing that may be more attractive to them
than if one of the entities devel oped the project singly. Also, joint ventures pro-
videtheframework for accelerating the negotiation processwith 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.

$2.08 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 aggressivenesstoward
arisk 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. Evenif the priceisnot high, the project sponsors should not declare
victory. Rather, where the risk-reward equation is out of balance, the situa-
tion iscreated where the participant shortchanged isa prime candidate to trig-
ger a project disaster.
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[6] Genera BusinessLaw and Regulation
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53.16 Export Prohibitions

§3.17  Price Controls and Regulation

53.18 Commercial or Politicd —It May Be Both

$3.01 GENERALLY

I'n any project financing, whether domestic or transnational, the project is sub-
ject to governmental jurisdiction and action. Thiscan result in risksto the proj-
ect that, if realized, affect the success of the project, cash flows and operating
costs. There arelimitson thecontrol a project sponsor can have over the polit-
ical stability surrounding a project. Nonetheless, mitigation techniques doexist.

The degree of political risk' the project faces is sometimes determined
by the nature of the project. Projectsof particular importance to a host gov-
ernment's socia welfare strategies might be less susceptible to many political
risksdescribed in thischapter. I n contrast, projectssignificant to thecountry'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 palitical
risk. For example, theinvolvement of theWorld Bank or regional devel opment
banksin a project might convince a host government to consider more fully
the implications of any political action against a project, and useit lessfre-
guently. Also, involvement by host country lenders and investors, or lenders
and investorsin trade- or politicaly-friendly countries with material stakes
in the project's success might have asimilar 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 possiblein
several ways, asfurther discussed in this chapter.2 Theseinclude: project spon-
sor support, through guarantees and other credit enhancement; host govern-
ment guarantees or undertakings; political risk insurance; reserve funds;

1

See generally, GeraldT. West, Managing Project Political Risk: The Role of
Investment Insurance, 2 J. oF PRoJECT FINANCE 5 (1996).

2 See generally, Thomasw. Wadde & George Ndi, Stabilizing I nternational
I nvestment Commitments: International LawVersusContract I nterpretation, 31 TEX. INT'L
L. J.216,233-34(1996).
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formation of joint venturesto spread the risks; participation by bilateral and
multilateral institutionsin the project; participation by loca banksin thefinanc-
ing; and contractual protections (choiceof law, international arbitration, off-
shore accounts, stabilization clauses and implementation agreements). Also,
companies can manage political risksby portfolio diversification, limiting
the exposure taken in particularly high-risk countries.

§3.02 CURRENCY-RELATED R SKS

[1] Generally. Exposuretoforeigncurrency isarisk presentin almost
every transnational transaction. It isa particularly significant risk in project
financings because thelong term nature of the underlying contractsincreases
the likelihood that a currency-related risk will materialize. The labyrinth of
contractsin a project financing, with the twistsand turns of contract interre-
lationships, makesthe risks even more acute.

Theforeign exchange risk arisesin a project financing most often because
of the differences in the revenue currency, on the one hand, and the debt and
expense currency, on theother 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 Wl incur debt and contractual obligations
in another currency.

In genera 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 arediscussed in
the following sections.

Severa structures and credit enhancement alternativesare 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
conversionsof local currency to hard currency; establishment of special deposit
accounts; minimizinglocal currency requirements; establishing offshoreaccounts
in which project revenues are deposited; negotiating exchangeagreementswith
the host government; obtaining monetary board or central bank approvals;
mai ntaining 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-
renciesin which revenueis paid to currencies in which operating costsand debt
service are paid.

[2]  Nonconvertibility of Currency (Unavailability of Foreign
Exchange). The nonconvertibility risk concerns the ability to convert cur-
rency intoforeign exchange, as a predecessor to moving money out of acoun-
try. A foreign exchangeshortagein the host country (insufficientforeign exchange
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reservesto convertlocal currency) may resultin therisk that the project entity
will be unableto convert local currency into theforeign currencyinwhichloan
or other payments must be made.

To determine the seriousnessof thisrisk, the project's lendersand 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, paymentsfor imports essential to the
economy, and interest payments due financial institutionson public sector
loans. If an excessisavailable, the project can competewith other entitiesfor
the scarce remaining foreign currency.

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

Mitigation of thisrisk is possiblein several ways. For example, the rev-
enue-producing project contracts could require payment in a hard currency.
If the government or agovernment-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
betied to alocal export businessthat generates foreign exchange. This struc-
tureis often called a countertrade. The project revenuesare countertraded
for alocal company's productsthat can generate hard currency. Thesale of the
local company's products thereby producesasteady stream of foreign exchange
that can be used to reduce convertibility risk. There are limitations to the
efficacy of this structure, however, in awidedly fluctuating currency.

If possiblein the host country,agreementscan be negotiated with the host
country government for priority accessto foreign exchange or a guarantee of
availability. These agreementscan be part of asovereign guarantee of currency
convertibility,or aspart of exigtingregulationsand government gpprova processes.

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

Findly, political risk insurance covering currency noncenvertibility can
be obtained from organizations such as the Overseas Private | nvestment
Corporation ("OPIC"),aU.S agency,and the Multilateral Investment Guarantee
Agency ("MIGA"), an affiliatedf theWorld Bank. Potential sourcesof thistype
of coverageare discussedin chapter 20.

[3]  CurrencyTransfer (InabilitytoTransfer Foreign Exchange Abroad).

Generally. Thecurrency transfer risk arisesin situationswherecurrency
(local or foreign) is not dlowed to betransferred out of thecountry. An exchange
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control islike an ancient fortresswall around a country, with gatesthrough
which currencies may pass. The government holdsthekeysto the gates. It keeps
capital needed for domestic purposesin the country, and unwanted capital out.

For example, thisrisk could manifest itsalf 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 refusesto make
the transfer out of the country. This type of activity sometimes precedes a
rescheduling of foreign exchange obligations.

Most devel oping countries have exchange controls. Exchange risks are
most often manifestedin situationswherealimited supply of thespecified cur-
rency isavailable. It can also occur where the host government imposes bur-
densome approvalsfor, or requires conversion feesto complete, a conversion
transaction. If these occur, the international investor or lender will not receive
therequired currency, and will either need to accept ashortfall or accept another
currency.

Foreign currency can sometimes be retained in the form received. Host
governments may permit foreign currency to beretained if itisreceived asloan
proceeds, from equityinvestorsor 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 feesto service providers.

Mitigation of thisrisk ispossiblein the samewaysdiscussed abovefor the
convertibility risk. Thus, for example, the revenue-producing project contracts
could require payment in ahard currency. In an infrastructure project financ-
ing, the project business could be tied to alocal export business that gener-
ates foreign exchange, a so-called countertrade. As discussed above, in such
an arrangement, the sale of the loca company's products produces a steady
stream of foreign exchange that can be used to reduce convertibility risk.

If possiblein the host country, agreements can be negotiated with the host
country government for priority accessto foreign exchange or a guarantee of
availability. These agreements can be part of a sovereign guaranty of currency
convertibility, or aspart of existing regulationsand government approval processes.

Also, currency swaps on acommercial 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 asthe Multilateral Investment Guarantee
Agency ("MIGA"),an affdiate of theWorld Bank. Potential sourcesof thistype
of coverage are discussed in chapter 20.

Typesand Characteristics of ExchangeControls. It isextremely diffi-
cultto provideasurvey of the exchange control lawsof theworld; they change
frequently. Some generalizations can be made, however, which will give proj-
ect participants aframework for understanding these controls.
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Examplesof exchange controlsincludethefollowing: requirementstosur-
render foreign exchange and convert it to loca currency; control over which
exchangerate applies; ownership of foreign bank accounts is prohibited, asare
local accounts denominated in foreign exchange; no borrowing in foreign cur-
rency; no borrowing from nonresidents; prohibition on nonresidents borrow-
inglocally; prohibition on purchase or saeof foreign currency; and prohibition
on making paymentsto a nonresident. Any of these examplesshowwhy 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.  Therequirement to surrender all
foreign currency and convert it to local currency is particularly troublesome
in export projects. Under thistype 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 ExchangeRate 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 aforeign country under thistype of control. Therestrictionincludes
a prohibition of maintenance of bank accounts in the local country denomi-
nated in aforeign currency.

Typica 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 borrowingin any currency, local or foreign, if thelender isanonresident.

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 Saleof Foreign Currency. There may be apro-
hibition of the purchase, sale, trade, or exchange of foreign currency, except
through authorized procedures.

Prohibitionon Paymentsto Non-Residents. Theremay bearestriction on
making paymentsto, or for the credit of, a nonresident.

Violation of ExchangelLaws.

Violation of an exchangelaw istreated 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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Enforcementef Transactions That Violate a Country' sExchangeControls.

Enforcement in the Host Country. If one of the project transactionsis
enteredintoinviolation of acountry's exchangecontrol laws, without the nec-
essary permission, it isunlikelythat the contract isenforceablein the host coun-
try. Although the local law of the host country should be researched on the
topic, in general, courts do not enforce contractsthat cannot be performed
lawfully.

Enforcement Outside of the Host Country.  The outcome may be different
if aforeign court, rather than acourt in the host country, isasked to enforce a
contract entered into inviolation of acountry's exchange control laws. The
outcomeisbased, in part, on whether theforeign court isin acountry party to
theArticlesof Agreement of thelnternational Monetary Fund {“IMEF Articles”).?

Under the IMF Articles, exchange contractswhich involve the currency of
any member country of the IMFwhich are contrary to that country's exchange
controls are unenforceable in any member country.* Specificaly, Article VI1I
2(b) of theIMF Articles providesthat “[e]xchange contractswhich involvethe
currency of any member and which are contrary to the exchange control reg-
ulationsof that member maintained or imposed consistently with thisAgreement
shall be unenforceable in the territories of any member country.”s Unhappily
for the reader, thissimple sentence has been the source of analysisand caselaw
by the courtsthat is sometimesinconsistent. However, a complete analysis of
Article VIII 2{b} is beyond the scope of this book.6

Exchange Permissionsand Consents. Exchange controlsor 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 thedesired 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 requirementson exter-
nal loan transactions. In such countries, conversion rightsare unavailable unless
theloan isregistered. Thelocal law and regulations of the host country must
be carefully examined to determine the rights granted.

There areseveral typesof conversion rights that should beincluded inthe
conversion registration. The tolerance of any individual country for broad
advance approval varies. For example, in some countries, such as Brazil, the
conversion rightsregistration cannot be made until after theloan isdisbursed.

* Artidesdf Agreement d the International Monetary Fund, Done a Bretton
Woods, 1944, as amended 1969 and 1978,

¢ Artidesdf Agreement of the International Monetary Fund, art. VIII 2(b).

5 ld.

6 See generally, PHILIP WooD, THE LAw AND PRACTI CEoF INTERNATIONALFINANCE
(1990) .
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Also, the scope of the conversion rights should be examined closdly 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 foreclosureof local collateral.

Reducing Exposure to ExchangeControls. To reduce exchangecontrol
exposure, there is no substitute for the guidanceand advice of local lawyers
in the host country. Their expertisewill be crucial to avoiding problems.

Thereareprotectionsthat can beincluded in thedevel opmentstage of the
project to reduce later problems and delays. These include making exchange
control consentsacondition to theeffectivenessof contracts;including exchange
control approvals,or statementsof governmental cooperation on exchangecon-
trols, in the implementation agreement or letter of intent with the host gov-
ernment; and making the scopeaf exchange control requestsasbroad aspossible.

[4] Currency Devaluation R sk Caused by Fluctuationsin Foreign
ExchangeRates.

Generally. The currency devaluation risk, or rate of conversion risk, is
the term used to describethe difficultiesencountered by aforeign borrower or
foreign affiliatein making future paymentsdue in a currency other than the
currency in which revenues are earned. It isalso caled the currency devalua-
tion risk.

An example of thisrisk isthe situation wherealoan is madein aforeign
currency, suchas U S dollars,and repaymentis made by aborrower with earn-
ingsonly in local currency. Therisk isthat thelocal currency depreciatesto a
point wherethe borrower isunableto generatesufficientlocal 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 obligationscan be satisfied.
Thisrisk isparticularly prevalent in countrieswith devel oping economies.

The maze of project finance contracts, and the lengthy term of both the
project contracts and the underlying project debt makethedevaluationrisk in
aproject financing particul arly severe. Fluctuationsin currency exchangerates
can affect what comesinto and out of a project: the amount of revenue gen-
erated by a project, the priceof inputs, and the returnson equity.

Thisrisk manifestsitsalf in other ways, aswdll. For example, the exchange
rate fluctuationcoul d take place after the paymentin theloca currency ismade,
but beforethe paymentsin foreign exchange are madeto the project'slenders,
contractors or suppliers.

Protections against thisrisk are limited. It is not covered under insur-
ance policiesthat protect aproject against political risk.
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Mitigation of thisrisk is possible in avariety of natural and synthetic
approaches, however, including indexing purchase prices under off-take con-
tractstoinflation or to fluctuations in the exchange rate; revenue payment in
hard currency; raising debt in the local currency; and using derivatives.

Indexing Revenues. |ndexinginvolveslinking the amount of payments
madein alocal currency totherate of inflation or to ahard currency. For exam-
ple, aturnkey construction contract with aforeign equipment supplier might
provide for an automatic price adjustment upon the occurrence of a currency
rate fluctuation.'

MatchingRevenue Currencyto 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 beimproved 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 Statesdol -
larsor other hard currency. The host government could then assurethat payments
under these contracts would be actually paid in dollars. While some operat-
ing costswould 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 profitsto 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
availablein the host country, among other factors.

Derivatives. Another option isusing derivativesto coverthe risk. These
include forward contracts, currency optionsand money market hedging tech-
niques. A large market existsin listed currency derivatives. | n addition, banks
aretypically willing to devel op customized hedging products. Thistypeof pro-
tection isnot inexpensive. Unfortunately, these products are not typically avail-
ablein developing countries.

Forward Contracts. A forward contract isa market hedging technique
in which a bank agreesto make a future payment in adesignated currency, in
exchangefor another currency ddlivered at thetimeof payment. Generally, con-
tractsareavailablefor payments due no more than 180 to 360 daysin the future.

7 LarryWynant, Essential Elements d ProjectFinancing, HArv. Bus. Rev., May-June
1980, a 168. As an example, a joint mining venturein Australiaeventually collapsed
because o effectsdf output contracts based on U.S. dollarsin a revaluation of the
Audtraliandollar and increased oil cogts.
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For example, if a payment isduein 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 thetwo
currencieson that 30th day. If the project company does not receivethe under-
lying payment from itsobligor, 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 aspecified amount of currency at a specified
rate of exchange, on or before acertain date. There isno risk of lossfor the
purchaser. That is, if the exchange rate moves in favor of the option issuer,
the option holder is not obligated to exerciseit.

Sharingd Risk. To the extent the foregoing alternatives are not viable,
the currency devaluation risk may need to be shared by the project participants,
includingthelender. Another alternativeisthe host country guarantee, inwhich
the host country government guaranteesto 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] OffshoreAccounts. If the project receivesforeign exchangefrom
sale of the products produced, creation of an offshore account is sometimes
required by the project lender, and is often a prudent structurefor the project
company even without alender 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 paymentsin foreign exchange
directly to the offshore account, an account offshore from the country in which
the project islocated. 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 reserveaccounts, and the balanceis
distributed to the project sponsors.

Typicaly, the host country central bank will need to approve the amount
of foreign exchangethat can be retained offshore. Theamount is usually related
to the amount of operating costsand debt service paymentsthat must be made
in foreign exchange over abrief period of time (threemonthsto oneyear isthe
customary range). All governmental approvals for creating and maintaining
the offshore account must be obtained.

[6] Specia Currency ProblemsinLarge-Scale Projects. Large-scae
projects, involving large operating costs and debt service requirements, place
extrastress on adevel oping country's currency conversion and exchangerates.
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For some very large projectsin countrieswith asmall foreign exchange mar-
ket, payment of quarterly debt service or monthly operating costs can affect a
significant percentage of the marketsfor that day. To avoid stress onthe 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. It
might be necessary to pay these costsin alocal 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] AdvanceApprovals. Exchangecontrolscan apply to almost every
aspect of aproject, including repayment of project loansfrom 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 thiswide
variety of transactionsis not prudent. Such an approach is costly, time con-
suming and islikely to result in project delays. Rather, blanket consents and
exemptions for a project should be obtained where possible.

Consent. An exchangecontrol consent isgenerally subject to revocation
by theissuing governmental authority. The revocation isin its discretion.

Exemption. Preferabletoaconsent isan exemption. An exemption pro-
vides permanent relief from transferring funds describedin the exemption. It
isnot generally revocable. An exampleof an exchangecontrol exemptionisone
that applies to proceeds from export sales held in an account with a project's
foreign lender.

[8] Summaryof Currency Risk MinimizationTechniques

Paymentin Hard Currency. Paymentin hard currency isthe best tech-
nique to avoid exchange risk. While there isarisk 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, sinceit placeson the
purchaser the obligation to obtain foreign exchange.

Foreign ExchangeRisk Insurance. Foreignexchangerisk insurance, avail-
ablefrom bilateral and multilateral agenciesisalso an availablealternative. This
isdiscussed in chapter 20.

Indexed Local Currency Payments. Another technique isto index pay-
mentsdueinlocal 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.
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$3.03 PERMIT,CONCESSIONAND LICENSER X

[1] Permits. The project company must apply for, obtain, and main-
tain in full force and effect, al governmental permits necessary for the own-
ership, development,construction,start-up, operation and financing of a project.
The need for theseis particularly significant in largeinfrastructure 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 unableto operate, thereby producing
ashortfall in revenue, default under debt instruments and possibly subject
the project to damage paymentsunder project contracts, such as off-takeand
fud agreements, or completetermination.

The transnational project, however, goes beyond this classic description
of the project finance permit risk. In atransnational project, the very govern-
ment that supportsthe project could, indirectly, removesupport later by dow-
ing the permit processto a crawl or outright denying the issuance of a needed
permit. To reducethe likelihood of this occurring, protectionsin an imple-
mentation agreement, discussed elsewhere in this book, are typically negoti-
ated. In an implementation agreement, amongother things, the host government
agreesthat it will do one or acombination of thefollowing: waive all permit
reguirements, to the extent it is able legaly to do so; pay the project sponsor
any increased costsincurred due to adday, to theextent thefailureto issuethe
permit can becured by money; or guaranteethat alist of agreed-upon permits,
if completely and accurately applied for by the project company,will beissued.

Post-issuance permit riskswithin the control of the government, such as
permit revocation, requiring additional permitsat alater date, failureto renew
permits and imposition of adverse termsand conditions on a project after a
permitisissued, can be addressed in theimplementation agreementin asim-
ilar manner. To theextent thesetypesof post-issuancerisksarewithin the con-
trol of the project company, they can be managed to the extent the government
does not use this right in away discriminatory to the project or asaform of
indirect expropriation.

Theimplementati on agreement approach is not without problems. Serious
legal issues arise about whether a governmental agency can waive all permit
requirements. Locd law must be consulted to determine whether such acom-
mitment is lega and enforceable.

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

¢ Seegenerally, Alejandro PR Radzymingki, Private Investmentin Infrastructure
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A concessions agreement is used in a build-own-transfer (“BOT”) proj-
ect finance structure. Under thisstructure, a privateentity isawarded the right
to build and operate a project that would otherwise be devel oped, owned and
operated by the host government. It isatemporary privatization in the sense
that at the end of the concession, the project istransferred to the government.

The BOT structureistypically founded in a concessionsagreement among
the host government (or a government entity), the project company and, in
some cases, the project sponsors. The concessions agreement givesthe project
company the concession to develop, construct and operate the project. Also,
the government might agree to providecertain negotiated support to the proj-
ect, ranging from infrastructure development to central government guaran-
teesof its agency's obligation to purchase facility output.

The concessions agreement allowsthe government to retain control over
the management of the project. In doing so, the host government might require
various protectionsin the concessionsagreement. Theseinclude: service require-
mentsfrom 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
retainsvalue; 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: assurancesof raw material supply; work visasfor management; acqui-
sition of necessary real estate rights; and resolution of the risk allocation for
the typesof political risksdiscussed below, including expropriation and repa-
triation of profits.

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 under-
lying project arrangements. For example, if the term of the concession istied
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 theachieve-
ment of thetarget 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 Legd Obgtaclesand 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 Hous. J.
INTL L. 261 (1993).
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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 atransfer of
the concession or license by the project lender followingaforecl osurerequires
further consent.

The host government might not be able to provide completeassurances
on these concerns, however. Constitutional prohibitions, limitations in laws,
and political necessitiesand convenienceslimit actionsfor most governments.
To that extent, project sponsors and project lenders must accept some politi-
ca risk, such as these. Despite these restrictions, however, governments can,
at a minimum, agree in advanceto attend meetingsand cooperate with the
project sponsor and project lender in resolving project difficulties.

§3.04 EXPROPRIATIONRIK

Nationalizationof project assetsor 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 asingle,
sweeping governmental seizure, although thisisincreasingly rare.

More threatening to a project isthe type of expropriation that can take
place over time, in aseriesof so-called " cregping” acts, that collectively result
in an expropriatory act. Creepingexpropriation is, perhaps, the most feared
risk, by which the host government usesa combination of taxes, feesand other
chargesand devicesto increaseitsshare of the project's profits.

Failure to pay"'just compensation” for such ataking is considered avio-
lation of international law. The determination of what is"just compensation
isan evolvingconcept. For example, the United Statesview has beenthat com-
pensationis just when it is" prompt, adequate and effective This standard is
emerging asthe international standard, aswell.?

Under this standard the equity holders would be entitled to a payment
eguivalentto the'valueof the expropriated property asa'going concern’.' The
paymentwould be in convertible currency. Often, any debt outstandingon the
expropriated property isassumed by, or kept current by, the expropriatinggov-
ernment, in an effort to maintain good lending rel ationships.

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

9 See ResTATEMENT( THRD) oF THE FCREI GN RELATIONSLAW OF THE UNITED STATES
§712 (1987).

10 See generally, Frank C. Shaw, Reconciling Tiwo Legal Culturesin Privatizations
and Large-Scale Capital Projectsin Latin America, 30 Law & Pory INT'L BUS. 147 (1999).
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government concerned. Mitigation of this risk through sovereign guarantees
isdiscussed in chapter 20.

§3.05 EXPATRIATION

Expatriation isthe term applied to therisk 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. Thisisa particularly
significant risk in countriesthat 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, whilein other countries, the profits must remain in the country for
a period of time.

$3.06 CHANGE G 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 lega, regulatory or judi-
cial frameworks in which a project was developed. The risk is that a legad
governmental action will affect the ability of the project to servicedebt, 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.

Becausethe governmental action islegal, political risk insurers do not typ-
icaly insureagainst this risk. However, the host country may bewilling to con-
tract with the project sponsor that certain regul atory actionswill not betaken.
If so, such political risk insurance providers may be able to insure against the
risk that the contract is repudiated or abrogated.

[1] Import Tariffs. Impositionof import tariffs on project inputs by
the host government during the construction or operation phases of a proj-
ect could increasethe project construction cost or operating costs. Thisisarisk
of particular importancewhere domestic sourcesare not adequate substitutes,
or where the very nature of the project isto processforeign 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 lossesduring a period of uncertainty,
economic or political, in the host country.
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[3] Production or Consumption Controls. The host government
could decide to limit production or consumption of natural resourcesto 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 totax is the power to destroy. Tax policy isa
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 taxesimposed 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 casetaxeson repatriation of profitsand interest earn-
ingsare 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. I nternational tax treaties, and
the effect and likelihood of changes to them, must also be analyzed.

Project viability,including theamount of theeconomic return on adevel -
oper's investment in a project, can be affected by the level of taxes, duties,
levies and similar governmental charges. Project devel opers attempt to struc-
ture the development company so that local taxes are minimized. Also, the
structuring process will include analysisand 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 asa cost
of business, which increases the price of the goods or services produced at the
project.

Taxeson Income. The project entity will be structured in the way most
appropriate to minimize payment of income taxes, minimize withholding
and maximizethe useof tax concessions.|n general terms, foreign income taxes
can be credited to the project sponsor in its home country. To the extent the
taxespaidin the host country are more than thetax rates applicablein the home
country, no credit or carry forward istypically allowed.

To the extent taxes cannot be offset by atax credit in the home country
of the sponsor, the cost of the good or service produced will necessarily be
increased. Thisisalso the caseif 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 istypically allowed. Thusforeign 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.

CustomsDuties. Customsduties,which areamountsimposed on imported
and, lesscommonly, 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 theform of a higher cost.

Withholding Tax on Payment of Interest. In structuring thefinancing,
it isimportant to determine the extent of tax withholding on the payment of
interest by the project company to its lenders. In some situations, tax treaties
canform the basisof eliminating or minimizing liability,through useof abank’s
branchesin other countries.

Generally, interest paid to governments or agencies of governments,
such asexport-import banks, areexempt from withholding liability. But, with-
holding of taxeson interest income isapplicableto acommercial lender. A com-
mercial lender, in turn, requires that the borrower reimburse it for any
withholding. Thiswithholding, even if later returned to thelender, could cause
the financial feasibility of the project to deteriorate.

Nondiscrimination. It isuseful to placethe 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 examplefollows:

Nondiscrimination. The [HostGovernment] covenantswith the [Project
Company] that it shall not enact any law, rule or regulation the effect of
which is to discriminateagainst the project in any manner whatsoever, it
being thestated i ntention, policy and agreement of the [H ostGovernment]

that al projects [describe project purpose/output] shal be trested equaly,
irrespectiveof location, pricing, participants,lendersor any other factor.

The scope of this provision shall include any tax, whether franchise tax,
excise tax, income tax, profitstax, dividend tax, salestax, purchase tax,
occupation tax, property tax or any other tax howsoever calculated or
applied; any duty, whether customs, mineral s, fuels, or any other duty how-
soever cal culatedor applied; and any other burden of taxation whatsoever
now existingor imposed in the future.

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

[6] RegulationandDeregulation. For projectsin countrieswith reg-
ulatory regimesin place that offer predictability in off-take pricing, deregula-
tion to market pricing, or alessstringent regulatory scheme, could result in a
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decreasein project revenues. Conversdy, regulation of aformerly unregulated
economic sector or industry can havea similar negativeeffect on a project.

§3.07 POLITICAL VIOLENCE, CIVIL UNREST, WAR AND OTHER
POLITICAL FORCE MAJEUREEVENTS

Therisk of political violence, whether manifestedin 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 servicedebt or even the
very existence of the project. Political risk insurance for this type of risk is
discussed in chapter 20.

$3.08 POLITICAL COLLAPSEAND SUCCESSION

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

For project financetransactions, particularlyinfrastructureprojectsimpor-
tant to the host government's economy, there are possible warning signsthat
might suggest this risk ismore likely. Theseincludealack of support for pri-
vatization programs; failuredf the governing party to maintain aconsensuson
bidding and contracting programs; corruption; no competitivebidding pro-
gram; the degree of perceived opennessaof governmentin awarding contracts;
contracting that does not appear to reflect terms received in similarly-situ-
ated countries; presscriticism of other projectsin operation or development;
degreeof nationalist sentiment; historical experiencein governing party trans-
fer of political power; and stability of power wherefamily membersof aruler
receive preferential economic treatment.

Political succession risk can lead to areversal of previousdecisions. 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 asaresult of violent overthrow or election.

It isimprobabl e that aproject sponsor will be much moreeffectiveat guess-
ing election resultsthan political professionds. Perhapsthe most sound way to
avoid major project problemsfrom succession risk isto avoid exdusive closeties
toone politicianor party; diversityin support should be garnered. Also,""dever,”
one-sided agreements, real or perceived, should be avoided by negotiating
competitive, market-based terms. Competitive bidding programscan help relieve
the appearance of impropriety. Thesebroad protectionswill help ensurethat 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, thisis 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 PREEMPTIONAND PRIORITY

In certain, limited situations, the host government could require preemption
or priority rightsin connection with raw materias, 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 RIXK

Sovereign risk istheterm generally applied by credit rating agenciesto certain
debt payment risks. One isthe risk that, in a project issuing debt in the cross-
border capital markets, a country may impose exchangecontrols or put other
restrictionson the ability of aproject to pay foreign debt holders. Another isthe
ability of aproject to service debt denominated in the currency of the project's
location. These risks are discussed i n greater detail earlier in this chapter.

$3.11 BREACH OF UNDERTAKINGS(CONTRACT REPUDIATION)

The host government is a party to at least one of the contracts necessary to
develop aproject, particularly in devel oping countries. Examplesinclude obli-
gations of the host government in implementation agreements, concession
agreements and sovereign guarantees. The undertakings range from a com-
mitment toimprove roadstofinancial guarantees of agovernment-owned com-
pany. Aswith any contractual undertaking, thereisarisk that a party will not
perform the contract.!! Unlikecontracts between private parties, however, polit-
ical influences can affect the ability and willingness of the host government
to carry out undertakings. Thisis particularly evident when political power
changes and a new regime is faced with unpopular agreements negotiated

1 SeDanielle Mazzini, Stable I nternationa Contractsin EmergingMarkets An
Endangered Species?, 15B.U. 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 contracts!? and repu-
diation of contractsisdiscussed at length in chapter 18.

§3.12 COLLATERAL RISK

In domestic projects in such countries asthe 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 lega environment,'®

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

The legd infrastructure of many devel oping 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 alender to be granted liens have been enacted, but no system for the
registration or the prioritization of lienshasyet beenimplemented. In addition,
given the recent enactment of the underlying laws, the court systems of these
countriesfregquently have no historical record of enforcement of creditor rights.

Given these problems, project financings in developing countries often
require lendersto livewith adegreeof uncertainty asto effectiveremediesupon
default that is much different from a domestic transaction. Thisis particu-
larly troublesomein a nonrecourse project finance transaction where the col-
lateral assumes such importance. Lenders with experience in these types of
financings havelearned to accept that lienson the project assetsare often more
important for their strategic negotiation value when things go wrong, rather
than for their realizable liquidation value upon default.

[1] WhatTypeof Collateral Security DoestheSovereignGovernment
Allow? Thefirst consideration for thelender or contracting party to under-
stand before entering into project development isthe type of collateral secu-

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

PracTice oF LoNG-TERM InTERNATIONAL COMMERCIAL TRANSACTIONS35 (1995).
™ Richard Walsh, Pacific RimCollateral Security Laws. What HappensWhen the
Project Goes Wrong, 4 STaN. L.L. Bus.& Fin. 115 (1999).
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rity permitted by the laws of the sovereign. Generally, common law countries
providethat alien can betaken for collateral purposes over all assets. Both fixed
and floating chargesare available. A" floating charge” isalien that attachesto
specific assets at the time the chargeis enforced. By contrast, civil law coun-
triesgenerdly do not providefor security over collaterd that attacheson enforce-
mat; therefore, no floating chargesareavailable. Typesof collateral grantsand
enforcement that might present difficultiesfor the project lender in projects
located in devel opingcountries includeinventory (moveabl eassets), accounts
receivable (book debts), cash flows and contract rights.

[2] AreAll Local FormalitiesComplied With? Locd law and prac-
tice will require certain formalities be adhered to in connection with lien
recording. For example, somecivil law countries requireprotocolization of all
security agreements. This is generally accomplished by alocal notary trans-
lating the collateral agreement into the local languageand inserting theagree-
ment into the notary's"' protocol book,” which iskept at thelocal registry office.
An accompanying feeischarged; in some countries, the size of thefee is not
insignificant.

[3] WhatisthePriorityd theLien? Thelien priority rules should
be clearly understood. Of particular importance are so-called hidden liens.
Theseareliens that do not appear as a matter of record, but are statutory in
origin. Theseinclude governmental liens, particularly tax liens.

(4] HowistheLienEnforced? Beyond seekingthe advice of local
lawyers, and obtaining an opinion of local lawyersthat the lien isenforce-
able, practical questions about enforcement should be explored. For instance,
the actual costs of enforcement should be understood. Theseinclude lega
costs, court taxes and other costs that may make the liens economically
unenforceable.

[5] How Doesthe Foreclosure ProcessWork? Beyond enforceabil -
ity, the mechanicsof the foreclosure process areimportant. Among the ques-
tionsthat should be posed to local lawyersincludethefollowing: whether any
restrictions exist on alender's right to purchase the collateral at foreclosure;
whether alender can use debt owed to it (instead of cash) to bid for the col-
lateral at aforeclosuresae; and whether a private saleis permitted instead of
apublicsde.

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 berepaid is if the foreclosed project can continue to operate and be
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madeoperableat aprofit. Loca law should be consulted to determine whether
thelender can operate the project upon foreclosure. Related questionsinclude
whether permits and governmental approvalsfor the operation of the project
are assignableto thelender; and whether there are restrictionson foreign own-
ership or operation of the project that affect foreclosurevalue.

Findly, the costsand time to undertake and completea foreclosurepro-
ceeding should be understood. In some countriesforecl osure proceedingsmay
takeaslong asten years. Indiaisan exampleof such acountry. In other coun-
tries, the risk is not length of time, but the immensity of court and other
costsassociated with aforeclosure.

[6] Collateral Trusts. Itisoften prudent for onelender to hold all
security interests in project collateral for all lenders. Thissimplifiestheclos-
ing process, reduces transaction costs, allows for easy transferability of
loan interests to new lenders, and provides for efficient credit administra-
tion. Nonetheless, thelocal law of the host country might not recognizethis
and similar trust arrangements. Loca lawyersshould be consulted to deter-
mine whether this or alternate structures for collateral can be used and
enforced.

[7] Real Property. The ability of aforeignlender to take a security
interest in real property in the host country, or to own it after aforeclosure,is
not necessarily availablein every country. Indonesia, and some statesin India,
are examples of jurisdictionswhereforeign ownershipisrestricted. Locd law
should be examined to determine the flexibility of the lender. In some situa-
tions, abank in the host country can be used asacollateral trusteefor the other
project lenders.

[8] InteractionAmongRisks. Theinteraction betweenthecollateral
risk and other risks discussed in thischapter isimportant. For example, a
currency risk existsin every foreclosureproceedingif thelender cannot sell the
collateral for hard currency, but instead must receivethelocal currency. Also,
any required foreign exchange approval must include authorization for pro-
ceedsfrom the sde of collateral.

Currency risk can aso exist in other ways. For example,in countriesthat
require alender to denominatethevaueof amortgagein local currency,deval-
uation risksexist and can erodethe value of thelender's collateral. Whilethe
|oan agreement can requiretheborrower to ddliver anew mortgageif thevaue
isexceeded becauseof currency devaluations, therisk of interveningmortgages
could sabotage this solution. A recourse obligation may be needed in such
situations.
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$3.13 LAWAND LEGAL SYSTEM RISKS

Additional risks are associated with foreign laws or the lack of laws, and dif-
fering legal cultures.!* 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, asis discussed more
completely in chapter 30.

The legal systems of most emerging countries continue to be lessdevel-
oped than inindustrialized countries.!s This resultsin 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 thefinancing
phase without achange in the local law. An implementation agreement is the
usual document where changes in law are described and required asa pre-
condition to project construction. Whether any particular project can obtain
legidative 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.

(1]  Choiceof Law. Financing documents are seldom governed by the
sovereign law of the jurisdiction where the project islocated. Rather, the law
of afinancial center, such as New York or England, isselected. 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 determineif
that choice of law will be enforced in thelocal courts.®

[2]  Agentfor Processand SubmissiontoJurisdiction. Beyond secur-
ingachoice of law provision thatisenforceable, project financelenders should
also consider the following: appointment by the borrower of an agent for the

' gee generally, Frank C. Shaw, supra note 10.

15 Michael Gordon, Of Aspirations and Operations. TheGovernanceof Multinational
Enterprises by Third World Nations, 16 U.Miami INTER-AM. L REV. 301 (1984).

' See generally, Raymer McQuiston, Drafting an Enforceable Guaranty in an
International Financing Transaction: A Lender'sPerspective, 10 In'L T AX & 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 courtsof thelender's country.

[3] DisputeResolution. Contractsused in a project financing are
often governed by thelaw of the sovereign. Theseinclude 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 agreementsshould provide for offshore arbitration using pre-
dictablearbitration rules. Examplesincludethe AmericanArbitration Association,
the International Chamber of Commerce, ICSID, and UNCITRAL.

Thelocation of the arbitration proceeding isalsoimportant. 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. Thiswill avoid arehearing of the sub-
stance of the arbitration upon enforcement.

[4] Fees, ApprovalsandFilings. Local law sometimes requires gov-
ernmental approval of the borrower's performance under thefinancing agree-
ments. Theseinclude exchangecontrol approvals, which are discussed el sewhere
i nthischapter; registration with the agency responsiblefor regulating lenders;
registration of loans; and so-called “alien’s landhol ding licensesthat are required
if aforeign lender obtainsany 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 asfiling fees
and stamp duties.

[5] Lega Expertiseand Experience. The expertise and experience
of local lawyersand judgesare sometimes|essdevel oped than project sponsors
and lenders are accustomed to in industrialized countries. Thisisnot areflec-
tion on the abilities of theselawyers, but rather areflection of alack of sophis-
ticated commercial transactions in these countriesand a lack of experience
with the type of issuesin adispute that arisein them.

[6] General BusinessLaw and Regulation. Besideslaws relating to
the collateral and the enforcement of liens, general laws applicable to busi-
nessand the predictability of the businessenvironment are not necessarily avail-
ablein all countries. The availability and substance of laws and regulations
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concerningcompetition, 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 agreementswith the host
country government and with entities controlled by the government, awaiver
of sovereignimmunity isrequired. Sovereignimmunity precludes an alegedly
wronged party from bringing a cause of action, valid asit may be, against a
government unless the government consents. It isgenerally agreed that any
agreement with a government should contain awaiver of the doctrine of sov-
ereign immunity. Such aclause permits the non-governmental party to com-
mence litigation before an independent body, and if wronged, to receive a
judgment against a government.

[8] Legal Cultures. A clashof legd culturesis not uncommonin
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 areconciliation of
goals, expectations and risk allocation with the realities of a different legal
climate for project development to proceed successfully.!?

§3.14 ILLIQUIDITY OF EQUITY INVESTMENT

Equity investmentsin infrastructure projects are not necessarily asliquid as
projectsin other industries. Thisis particularly true in developing countries,
whereequity markets are only now emerging. Some governmentsimpose equity
sdes restrictions on project sponsors, particularly in the early yearsof a proj-
ect, to help ensure sponsor support, financial stability and management expe-
riencefor the project. Also, where governmentswant the ownership ultimately
inloca hands, equity transfers will berestricted until asufficient local invest-
ment base develops to purchase interestsin the project.

$3.15 FREEZING OR BLOCKING ORDERS

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

17 For an excdlent overview of the chalenges presented by differing legd cul-
tures, and an examination of how those cultures are being reconciledin Lain America,
see Frank C. Shaw, Reconciling Two Legal Culturesin Privatizafionsand Large-Scale
Capital Projectsin Latin America, 30 LAw & Pouy InT'L Bus. 147 (1999).
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imposed against Irag, Iran and Libya Thistypedf governmental action isnot
eadily predictable, but could be damagingto a project.

§3.16 EXPORT PROHIBITIONS

Where a project exportsal or part of itsproduction to another country, lim-
itationson thesdeof that production could alter projectfeasibility. Consequently,
the history of relationswith 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, governmentshave prohibited exports.

93.17 PRICE CONTROLSAND REGULATION

The risk that the government could impose price controls on the product
produced at the project, or otherwise regulatethe price of the product, isan
important one. It is particularly important in the infrastructure area, where
governmentsare 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.

§3.18 COMMERCIAL OR POLITICAL--IT MAY BEBOTH

It isadwaystempting in abook such as thisto 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-
mercia risks and political risksare blurred.

For example, in a privately owned electrical generation projectin adevel-
oping country, it iscommon for a state-owned utility to purchase al power
produced at the project. If the state-owned utility defaultson its obligationto
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 failsto per-
form under a standby funding agreement designed to guarantee the utility's
payment obligations, political risk insurance may cover the associated |osses.
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If, on the other hand, the default is based on alack of funds due to misman-
agement, the risk isa 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 achangein 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 revenueexpectations with labor cutsand other
cost-savings measures.
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§4.26  Contract Mismatch
§4.27  Contract Risks Generally
§4.28 Commercial Risk Mitigation
[1] Construction Period Risk Mitigation
— Contractual Undertakings
— Contingency Reserve Funds and Equity and Other
Funding Commitments
— Insurance
[2] Operations Period Risk Mitigation
— Contractual Undertakings
— Contractual Arrangements
— Contingency Reserve Funds
— Cash Traps
— Insurance

§4.01 INTRODUCTION TO COMMERCIAL R SKS

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

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

(1]  Probability of Risk Evolvingl ntoaProject Problem. The poten-
tial for arisk actually occurringis not small. Resultsof a published study that
82% of projectsfinanced encountered someform of troubleisperhapsthe best
argument for arisk identification approachto 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
asin"severetrouble,” with two projectsending in bankruptcy and sixincapable
of generating sufficient cash to cover principal payments.’

I Grover R. Cadtle, Project Financing— Guidelines for the Commercial Banker, J.
Com. BANK LENDING, Apr, 1975, at 16.
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[2] DueDiligence. Duediligencein aproject financingisanimpor-
tant processfor 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. Participantsinvolvedin this
process, besides the project sponsors, are lawyers, engineering firms, fuelscon-
sultants, market consultants, insurance consultants, financial advisors, and
environmental consultants. Thelevel of duediligenceundertaken involvescon-
siderations of time available, cost, and thetype of project.

[3] Feasibility StudyinRiskldentification. Inmany project financ-
ings, project development has progressed beyond the feasibility study, which
gives details about whether the project isfinancially viable, when lawyersare
instructed to prepare necessary documentation. In some projects, however,
lawyers participatein or critique thefeasibility study. Typically, these internal
studies consider theavailability 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, al to determinewhether 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 isa useful mechanism for setting forth a descrip-
tion of the project, the goalsof the project sponsor, sensitivities of the project
to various construction, start-up and operating risks, an anaysisof financing
alternatives and credit enhancement. It will include estimated capital needs,
debt service capabilities, revenue projectionsfrom output sales, operating costs
and market projections. Typicaly, variables such asfuel cost fluctuation, inter-
est rates, currency exchange rates and othersare examined in alternative sce-
narios. The study enables the sponsor and lenders to analyzethe 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-
cludethat the project will havesufficientviability to pay debt service, operations
and maintenance costs, provide a return on equity, and if necessary, provide
for contingencies.

[4]  Categoriesof Commercial Risk. There are nine categories of
commercial reasons attributabl e to failed projects. Three causesfor project fail-
ure exist during the design engineering and construction phases of the proj-
ect: adelay 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 risksgenerally existin the start-up and oper-
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ating stages of a project: technology failure or obsolescence, changesin law,
uninsured losses, shiftsin availabilityor price of raw materials, shiftsin demand
or price of output, and negligencein project operation. The mere presence of
theserisksdoes not prohibit the financing of the project on a nonrecoursebasis,
however. Asdiscussed in chapter 20, proper selection of credit enhancement
and monitoring methods can combine to relieve these risks.

§4.02 CREDIT RISKS

Allocation of risksto other partiesin aproject financingis only a useful exer-
ciseif the partiesassigned therisk are creditworthy; that is, they must havethe
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, isexchanged for the creditworthinessof 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 guaranteesor support agreements; and insurance companies, reinsurers,
title insurers, and payment and performance sureties, to perform their obli-
gationsunder the insurance policies and bondsissued by them.

$4.03 INCREASEIN 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 perhapsthe
most important risk for the participantsin a project financing. Construction
costs exceed estimates for various reasons, including inaccurate engineering
and plans, inflation and problems with project start-up.2 Thiscost overrun risk
may result in increased debt service costs during construction, unavailability
of sufficient fundsto completeconstruction, and even if funded, in the inabil-
ity of the project owner to pay increased interest and principal that resultsfrom
the additional debt required to complete construction.

2 LaryWynant, Essential Elementsof Project Fintancing, Harv. Bus. REV., May-Jdune
1980, at 167 (site modification requirements caused an increasein construction costs
of $200 million for project financing d acopper mining devel opment).
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Improvement of the cost overrun risk is possibleeven where the contrac-
tor has not assumed that risk in afixed-priceturnkey contract. For example, in
the case of acost overrun, contractual undertakings can provide the infusion
of additional equity by the project sponsor, other equity participants, or standby
equity participants. Similarly, standby funding agreementsfor additional financ-
ing, either from the construction lender or subordinated debt I ent by project par-
ticipantsor third parties, can be used. Another alternative is the establishment
of an escrow fund or contingency account under which the project sponsor estab-
lishesafund that is availableto complete the project in case of a cost overrun.

54.04 DELAY IN COMPLETION

Likewise, adelayin project completion may resultin an increasein project con-
struction costs and aconcomitant increase in debt servicecosts. The delay may
also affect the scheduled flow of project revenues necessary to cover debt
serviceand operations and maintenance expenses. In addition, adelay in proj-
ect completion may result in damage payments payable under, or termina-
tion of, project contracts, such asfuel supply and output contracts. Probably
no better example of the potential impact of adelay in construction on proj-
ect revenues and expenses isthe nuclear power plant experience.)

Completion riskscan beallocated or mitigated in thefollowingways. fixed
price, firm compl etion date construction contracts; performancebonds; proj-
ect sponsor completion guarantees; selection of proven technology with which
the contractor and operator have experience; host government guarantees;
funding of reservesto cover cost overrunsand other completion costs; and out-
put purchase agreements and input contracts that provide flexibility in proj-
ect commencement.

54.05 FORCE MAJEUREIN CONSTRUCTION CONTRACTS

International projectsare 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. Thiscould resultin asituation, 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 theinconsistencies are not of such dramatic proportions, the effect
on the project’'s schedule or economics may be significant.

3 SeeWitten and Hecht, Whoops There GoesWashington: Is California Next?, 15
Pac. L.J.955 (1984).

87



International Project Finance

Inconsistent force majeure provisionscan be cured with a so-called"' res-
urrection clause, in which the contractor agreeswith the project company that
where force majeure inconsi stenciesexist between contracts, the contractor will
not receiverdlief greater than the relief availableto 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 beter-
minated. However, alessextensive delay would be permissible.

In negotiating a force majeure provision for aconstruction contract, it is
important to understand thelocal 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
contractorsin a United States project to agree that astrike at the construc-
tion siteby the contractor's employeesor subcontractorsis not aforce majeure.
However, a contractor may be lesslikely to accept this risk when the contract
is performed in aforeign jurisdiction.

A similar problem ariseswith the unforeseeability of other risks. The phrase
"unforeseeable weather conditions,” for example, may have a different defini-
tion in adifferent country. Adverseweather conditions may be sufficiently pre-
dictable and regular to result in the word unforeseeable being meaninglessin
some areas of the world, such asthe Philippines.

Different legal systems can create havoc on well-planned, matched force
majeure provisions. Asdiscussedin chapter 12, the choiceof applicablelaw and
the jurisdiction of disputesisacritical element in ensuring that theforce majeure
structureisrespected and enforced.

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

54.06 EXPERIENCEAND RESOURCESOF CONTRACTOR

The experience, reputation and reliability of the contractor, subcontractors and
suppliers for a project should ensure the timely completion of the project at
thestated price. Similarly,the contractor, subcontractors and suppliers must pos-
sessthefinancial resources necessaryto support contractual provisions relating
toliquidated damage payments, workmanship guarantees,indemnities, and self-
insurance obligations. An important part of thisanadysisistherecord of thecon-
tractor in completing projects on timeand at required performance levels.
The contractor must possess sufficient human and technical resources
necessary to satisfy contractual requirements. The potential risk isthat the con-
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tractor or amajor subcontractor or equipment supplier will be unable to
perform acontractual obligation because of alow commitment to the indus-
try, insufficient resources, or lack of knowledgeor experience.

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

54.07 BUILDING MATERI ALS

A project finance risk often overlooked in industrialized countriesis 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 manufactureor transport the material can affect
project economicsin a manner similar to cost overruns and delays. Of par-
ticular concern isthe impact of import and export laws when the project is
either located abroad or whereimported materialsare contemplated for con-
struction. Local law should not be overlooked regarding the availability of
construction materials.

$4.08 FACILITY STE

Pre-existing conditions on the project site can affect both construction and
long-term operations, especialy if the site has hazardous waste problems.
Examplesof site condition problems that can affect the project price, con-
struction schedule, and operationsinclude, geological formations, ongoing
mining and other underground site conditions that affect the cost or sched-
ulefor construction.

$4.09 TECHNOLOGY

Project finance parti cipants cannot ignore new technol ogiessince new tech-
nologiescan result in profitable project financings. Neverthe ess,without credit
enhancement to cover the risk that the new technology will not perform as
expected, project financingsdo not often involve new technologiessince unproven
technologiesare not sufficiently predictable and therefore form an unstable
basisfor aproject financing. An exampleof thisrisk isexemplified by theearly
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 issupported by aguaranteeof technol ogical performance
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from the creditworthy participant that owns or licensesthe technology, such
as the equipment supplier or contractor.

In general, technology usedin aproject financing must haveagood 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 ableto satisfy the performance requirementsfor the project, in avail-
ability and efficiency.

Often, the only operating and performance data availablefor a new tech-
nology isfrom asmall test facility. Whilethe datafrom such afacilityisinstruc-
tiveon technology performance, it isnot alwaysconclusive, particularly where
the ultimate project constructed is planned to be much larger in size.

Technology risk isalso present in circumstances where thetechnology is
of such aproprietary naturethat it is unmarketable, nontransferable or oth-
erwise inflexible in aforeclosure proceeding. I n such circumstances, the proj-
ect lender is unable to continue project operation after aforeclosure, 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.

$4.10 CONSTRUCTIONOF RELATED FACILITIES

International projects, particularly in developing countries, often require the
simultaneous construction of facilitiesrelated to the project. Large gas pipelines,
docks, railways, manufacturing facilities and electrical interconnection and
transportation facilitiesmay be required. Each of therelated facilitieswill affect
the successof the underlying project and each must therefore be examined to
determine the risksinvolved. Construction synchronization is perhaps the most
important initial concern to the sponsorsof the underlying project.

Of equal concern iscompatibility of systems. For example, rail beds, roads
and docks must be adequately designed to conform with the requirements of
the project. Even existinginfrastructure must be examined to determinewhether
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 devel opersof the related facility, or the government, to ensure
that existing and planned facilities will not be modified to aless desirable
standard.
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$4.11 SHORTFALLSIN MINERAL.RESERVES

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

§4.12 RAW MATERIAL SUPPLY AND UTILITIES

Similar to the role of building material supply dependability in production of
revenue, the project must be assured of asupply of raw materials and utilities
at acost within the acceptable ranges of financia projections. Theformality of
the commitments for the supply depends on the availability of the materialsin
the project area. For example, a supply of wood chips necessary for awaste
wood burning energy project in the Pacific Northwest may be sufficiently assured
that no need existsto contract for a100 percent supply. Yet, under various sce-
narios, such asthe limitation of forest processing because of economic con-
ditionsin 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, al are potential risksin 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 priceto reduce thisrisk.
Lessfrequent are supply-or-pay contracts, in which asupplier is dependent on
some aspect of the project and agreesto either provide the needed raw mate-
rial or pay afeeto the project. With both contracts, however, the credit of the
supplier must be sufficient to ensure performance of the contract.

§4.13 CREDITWORTHINESSOF OFF-TAKE PURCHASER

In nonrecourse and limited recourse project financings, lenders base credit
appraisalson the projected revenuesfrom the operation of thefacility. Because
the ability of the project sponsor to produce revenue from project operation is
thefoundation of a project financing, the contracts constitute the framework
for project viability and control theallocation 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 itshills, asproven by past, present and expected future finan-
cia 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. Theseinclude 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, whoin turn must be creditworthy. In
remote locations, however, this might not be possible.

§4.14 MARKET FOR PRODUCT ORSERVI CE

Once produced, of course, the project needs to generate revenue from salesof
the product or service. Market risk comesin two forms: price and accessto pur-
chasersfor saleof the project's output.

Although market studies are performed to estimate the market for the
project's output, acrystal ball issometimes just as hel pful 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, awillingness of the pop-
ulaceto 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 afirm or predictable price. (Similarly, throughput contractsare used
in pipeline projectsand 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 becausealongterm take-and-
pay contract isexecuted. Market competition from other producersof the same
or similar products or services, new technologies, obsolescence, changing
demand, increased operating costs, increased production costs, changesin

*  An exampleisatolling ylant. A tolling plant can be structured with atolling

agreement between afue supplier and the project. Thefue supplier has the contrac-
tud right to decidewhen to sl fud, when to produce power, or when to dlow the plant
to remain idle. Generdly, the fud supplier pays the project acapacity payment, and
recaivesa power pricenetback from the project.

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

Even where there existsonly one potential user of aproject's output, such
asan electric utility that purchasesthe output of an electrical generation proj-
ect, the market risk exists. Typicaly, the utility will enter into along-term
power purchase agreement. Under that agreement, the utility agreesto pur-
chase the el ectrical output of the project at an agreed price, thereby creating
the market for the output. Yet, eventscan developthat interfere with the mar-
ket for power.

I n emerging markets, demand projectionsare particularly difficult to make.
In these economies,demand for natural resources, energy production,and other
typesof project output, aswel as need for infrastructure projects,are directly
dependent on theoverall growthin these markets. Ye, the ability of these mar-
ketsto grow and create demand for a project's output is dependent upon the
devel opment of increased wageand businessearnings. Still, thisincreased earn-
ing power isoften dependent on the project beingbuilt. Increased, reliablee ec-
tricity production, for example, enables the development of new and more
efficient factories, whichin turn increasesjobsand wages, whichin turn alows
the population to pay for power.

Historically,in developing countries, electricity is subsidized by the gov-
ernment. That is, consumers, and sometimesbusi nesses, pay lessfor power than
it coststo produce. This adds a new dimension to the problem of determin-
ing demand for an energy project's output. If the el ectricity was previoudy sub-
sidized, the consumer expectsthat 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 previoudy wasfree or subsidized.

$4.15 SHORTFALLSINANTICIPATED CAPACITY,OUTPUT AND
EFFICIENCY

Failureof the project to perform as expected isarisk for project participants.
Performance areas include capacity, output and efficiency. Failuresin any of
these areas might result in decreased revenues, increased operating costsand
even termination of project agreements.

§4.16 OPERATOR EXPERIENCE

The operation of the facilityin an efficient, reliablemanner is essentia to the
long-term success of the project. No matter how well designed the project or
how well constructed, the project will work only aswell as the operator per-
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forms. Thisis particularly truein projectsemploying new technology, and in
a project wherefuels management isimportant.

The entity operating the project, typically pursuant to along-term oper-
ating agreement, must possess sufficient experience to operate the project at
thelevels 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 errorsin design engineering, excessive equip-
ment replacement, unschedul ed maintenance, incorrect assumptions about the
amount of spare partsinventory needed, failure to design equipment redun-
dancies, poor productivity of labor, incorrect assumptionsconcerning the labor
force required to operate, and other operating problems.

$4.18 SPONSOR COMMITMENT

The project sponsor must possess the requisite commitment to a project to
manage it through construction and start-up. Commitmentistypically meas-
ured by how much equity project sponsorsinvest in the project. Generally,
the higher the equity, the more committed the project sponsor istoits success.
Also, technical and financia resources availableto the project are important
indicators of asponsor's commitment.

$4.19 MANAGEMENT EXPERIENCE

Similarly, the project sponsor must have the requisite experienceto manage the
project in areasother than actual project operation. Day-to-day decisionsabout
the project are essential to the successor 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 PERMITSAND 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, asignificant con-
cerntoal project participants. Generaly, permitsfor the project must be obtain-
able, without unreasonable delay or expense. At thetime 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 toany 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 permitsis, of course, the relevant con-
cern for project participants. The application and approval processfor the
last category must be carefullyexamined to determinethelikelihood 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
agencieswith jurisdiction can range from the local level to the central gov-
ernment level. The processesof determiningwhich permitsarerequired istyp-
ically arole of the project sponsor working with the contractor and operator.

§4.21 POLITICAL ENVIRONMENT

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

§4.22 INTEREST RATE

Where interest rates vary over the term of the financing, therisk of unrealis-
tic interest rate projectionscan affect the ability of the project revenuesto serv-
ice debt. Theinterest rate projectionsare typicaly acomponent of thefeasihility
study, which must show that the project economicscan adapt to interest rate
variations. If not, interest rate hedging must be obtained, such asinterest rate
swaps, caps and collarsfor asignificant portion of the debt.

$4.23 FORCEMAJEURE

"Force majeure” isthe 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. Actsof 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 isdwaysa subject of negotiation, and often restswith
the party best able to manage (by, for example, obtaining insurance) each
particular force majeure risk.

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

A force majeure event typically excuses performanceobligations, includ-
ing paymentof damages, by the partiesto acontract. Generdly, thereisan obli-
gationtoattempt to resolvethe effectsaf the force majeure as soon as possible,
sothat contract performance can resume.

$4.24 ECONOMICPROJECTIONAND FEASBILITY REPORT
INACCURACY

The risk that economic projectionsand feasibility reportsareinaccuraterel ates
to each risk discussedin this section. An inaccuracyin 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 lenderstypically select acompetent, experienced engineeringfirm
to review the technical and financial aspectsof the project, and the other
risksdescribed in this book. For an unbiased review, the project lender insists
on theindependence of thefirm from the project sponsors. Experiencein 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 regul ations can
imposesignificantliability riskson a project. Risksinclude governmental fines
and penalties, and liabilitiesto third parties injured by environmental prob-
lemscreated by a project. Also, cleanup costsand treatment costscan 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 facilitiesfor environmental protection. Also, envi-
ronmental equipment can increase operating costs and operator fees.

$4.26 CONTRACT MISMATCH

Project finance partici pants sometimes consider a project finance transaction
asagiant jigsaw puzzle, put together in the dark. The number of contracts
makesit difficult to ensurethat all the piecesfit.

Each contract in a project financing must fit together. For example, the
loan document payment dates must match the date rangein which project rev-
enueswill bereceived. Also, the commencement of fuel supply deliveriesunder
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 isthe 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 receivingacorollary relief under arelated contract. For exam-
ple, conflicting force majeure provisions in aconstruction 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 adate certain under the
output salesagreement.

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 isavailable unless rief is
provided to the project company under contractstowhichitisa party.

$4.27 CONTRACT R SKSGENERALLY

Inthefinal analysis, project financingsare dependent on contracts. Assuch, 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,acommitment of one party to prepay the project debt if it breachesacon-
tract may not be enforceable as liquidated damages. If the partiesdesirethat a
particular contract be performed by a particular party, thelawsof specific per-
formance must be examined to determine whether that can be enforced.

54.28 COMMERCIAL RIK MITIGATION

Asdiscussed in chapter two, project finance risksare, generally, allocated tothe
project participant best able to manage those risks. The device used to alla-
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catetherisk isgenerally caled arisk 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.

[1]  Construction Period Risk Mitigation. During the construction
period, four general risk mitigation toolsare 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 aproject. Contracts provideavariety of risk allocationaternatives,
and provide afull spectrum of mitigation alternatives.

Inaproject finance construction contract, for example, construction risks
are alocated between the project company and thecontractor. 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.

Failureto achievethose contractual obligations typically resultsin 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 isin theform of aliquidated damage provision.

Liquidated damages are of two general types: delay liquidated damages
and buy-down liquidated damages. Delay liquidated damages, duefor late proj-
ect completion, compensate the project company for additional interest dur-
ing construction that resultsfrom the contractor's failureto 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-
ancecriteria. Theseare 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 coverageratio 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 challengesof the project. A damage cap of between 10 and 30 percent
of the total construction contract price isnot atypical.

The creditworthiness of the contractor determines the strength of con-
tractual undertakingsasarisk mitigation instrument. If the contractor isnot
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financially strong, it islesslikely that it will pay the liquidated damageswhen
due. Consequently, project lenders sometimes require that thesefinancial under-
takings be supported by a payment guarantee from acreditworthy entity or a
performance bond or other surety instrument.

Another form of contractual undertaking isthe construction contract
retainage account. Thisaccount isfunded with five to 10 percent of each con-
struction payment amount due the contractor; that percentageiswithheld from
the contractor's progress payments. If the contractor performs under the
construction contract as required by its terms, the amounts are paid, typi-
caly 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 ReserveFundsand Equityand Other Funding Commitments.
A risk mitigation structuring tool used to mitigate the cost overrun risk isthe
construction budget contingency reserve fund. Thisfund isalineitem in the
construction budget, supported with [oan or equity commitments, to pay
cost overruns during the construction period. Such acontingency can aso be
supported by subordinated debt commitments and letters of credit provided
by project sponsors.

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

[2]  Operation Period Risk Mitigation.

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

Contractual Arrangements. Contractual arrangementsto 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 streamsto the project company. Each of theseisdis-
cussed in chapter 20.

ContingencyReserveFunds. During the operations phase, contingency
reserve accounts can be used to mitigate therisk that insufficient revenue will
be availableto pay operating costs, planned and extraordinary equipment over-
haulsand debt service. Thesecan takethe form of operating cost reserveaccounts,
overhaul reserve accounts and debt service reserveaccounts, respectively.Loan
proceedsor project operating revenueare the typical funding sourcesfor these
accounts. They can also be unfunded, provided backup credit support existsto
provide the funds if needed, such asthrough aletter of credit.
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Cash Traps. Because of the benefits of a nonrecourse debt structure,
project companiesare typicaly structured asstand a oneentities, with no assets
other than the project. Consequently, profitsare distributed to project spon-
sorson aregular basis. Project sponsorsusually want these distributions made
more frequently than project lenders permit.

The cash trapisarisk mitigation techniquethat issometimesused to bal -
ancethe competing concernsof owner and lender. Under thistechnique, prof-
itscan be distributed to project sponsors as long as a negotiated debt service
coveragetest is satisfied or other conditions are met. If not, all excesscash,
not needed for project operation or debt service,is held (trapped) in acollat-
eral account. Thefundson deposit in thisaccount can beapplied by the proj-
ect lender for debt service, and ultimately debt prepaymentif project difficulties
are not resolved.

Insurance. Insuranceisaso used asarisk mitigation tool during the
operations phase. Casualty and liability policies,in addition to lossof 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 devel opment, construction and operation of the project. It issome-
times called the developer. The project sponsor can be one company, or agroup
of companies.

§5.02 PROJECT COMPANY

The project companyis the entity that will own, develop, construct, operate and
maintain the project. The precisenature of organizationfor thisentity isdepend-
ent upon amyriad of factors.

Of foremost concern isthe local law of the country in which the project
isbased. Thelocal law must be examined to determine such thingsaswhether
aform of organization is prescribed; whether aforeign 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 asisenjoyed 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 lawsin the host country; tax treaties;
and foreign exchange rulesof the host country.

$5.03 BORROWING ENTITY

The borrowing entity in a project financing is most often the same as the
project company. However,in sometransactions, 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-takepurchaser might form ajoint ventureto develop
the project. Each could enter into borrowing transactionsto fund their own
individual commitment to the project, whilethe joint venture itself would have
no project debt.

95.04 COMMERCIAL LENDER

Commercial lenders,including banks, insurance companies, credit corporations
and other lenders, providedebt financing for projects. Theseinstitutions might
be based in the host country or in another country.
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Sometimes, the lenders are strategically sel ectedfrom arange of countries.
The purpose of this syndicatediversity isto discourage the host country gov-
ernment from expropriatory actsor other discriminatory action. If the host
government elected to do so, it could thereby endanger economic relations with
the home country of each lender.

Lendersin the host country are aso 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 afor-
eign entity's right to take asecurity interest i n project assets, selection of alocal
bank to receive the security interest for al lenders could be important.

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

[1] Arranging Bank. Theamount of debt required in many large
project financings requires that several lenders join to provide the debt facil-
ity. Thelendersact together because any onelender individually does not have
the capacity to provide the entire project loan, or because it wantsto limit its
risk exposurein the financing. Theresulting group of lendersis often called a
syndicate, while the lead bank that arranges thistype of cooperation is called
the arranging bank.

[2] ManagingBank. The managing bank istypically atitle assigned
to one or more banksin asyndicateto reflect the status of the bank as one of
the major syndicate members. It is primarily atitle 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 isa 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 isa clear-
inghouse for information. It pollsthe bank group membersin situations where
avoteis required, such aswhether to declareadefault or approve amendments
to the credit documentation, and communicatesdecisionsto the borrower.

[4] EngineeringBank Theengineeringbank isresponsible for com-
pliancewith technical performance covenantsand progress. It coordinateswith
technical consultants and project engineers, and reports this information to
the bank group.
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[5] SecurityAgent. Thesecurity agent, or collateral agent asitissome-
times called, isresponsible for holding security interestsasagent for the proj-
ect lenders. It also monitorslien filingsand other steps necessary to protect the
security interests of the lenders. In some transactions, this role isfulfilled by
the agent bank.

(55.05 BONDHOLDERS

Another source of debt in international project financingsisfrom bondhold-
ers,who purchase project debt in theform of bonds. The bondholders are rep-
resented by abond trustee, afinancial institution that actsasthe representative
for the bondholdersin managing the debt transaction. This financing struc-
ture, of increasing importancein international project finance, isdiscussed 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 projectsfinanced in devel oping countries. These agenciesare discussed
in chapter 21.

(55.07 BILATERAL AGENCIES

Unlike multilateral agencies, bilateral agenciesare 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 comesfrom their organizing governments.

Bilateral agencies are generally of two types: developmental agenciesand
export-import financing agencies. Developmental agenciesaredesigned to pro-
vide grants or concessional financing to promote economic and political
goalsof the organizing government in developing nations. An examplein the
United States isthe US. Agency for International Development (USAID).

The most common type of bilateral agency isan 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 receivablesfinancing and long-term
financing. These are discussed in chapter 21.



Project Finance Participantsand Their Roles

$5.08 RATING AGENCY

Where projects are financed through accessto public debt markets, rating
agenciesare consulted to provide credit ratingsfor the underlying debt. These
agencies are typically involved at 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 providesraw materials, fuel or other inputsto the project. Because
of theimportance of inputsto the project, the project sponsorsand lendersare
concerned with the underlying economic feasibility of supply arrangements,
the economictermsof the contractsand the ability of the suppliersto perform
the contracts.

$5.10 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.

Theoutput purchaser'sfinancial commitment to the project depends upon
how much interest it hasinalong-term supply that is priced based on the pro-
ject's cost rather than market forces. Thisinterest aso determinesto what extent
the output purchaser will be willingto provide credit enhancement, such as
guarantees, to assist in the financing process.

$5.11 CONTRACTOR

The contractoristheentity responsiblefor construction of the project, to theextent
construction of afacilityisapart of theoverall project.! | t bearsthe primary respon-
sibility in most projectsfor the containment of construction-period costs.

Segenerdly, Daniel Chao & Michael Selvin, Project Devel opment and Finance:
TheEvavingRded the Engineering/Construction Contractor,|n ProjecT FINANCE YEAR-
BoOK 1994/5 1 (Adrian Hornbook ed. 1994).
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$5.12 OPERATOR

The operator istheentity responsiblefor the operation, maintenance and repair
of the project. In some projects, this role isfilled 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 servicesinclude preparing the infor-
mation memorandum. Theinformation memorandum includesa detailed sum-
mary of project technical and economic feasibility; the proposed financing
structure and proposed terms; adescription 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. Thefinancial advisor also provides
advice to the project sponsor on the host country, currency concerns, struc-
turing thetransaction, and possibledebt sources. Many commercia banks pro-
vide financial advisory services.

$5.14 TECHNICAL CONSULTANTS

Technical experts, such asfuel consultants, insurance consultants, engineersand
environmental consultants, are retained to advisethe 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 by the
sponsor or lenders to confirm project progress and to analyze the technical
aspects of disputes.

§5.15 PROJECTFINANCELAWYERS

Project finance lawyersrepresent 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 lawyersprovide 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. Opinionson variouslegal matters are issued by these lawyers
in connection with the financial closing process.

§5.16 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 lawyersalso issue
opinions on various local lega mattersin connection with the financial clos-
ing process.

§5.17 HOST GOVERNMENT

The host government isthe government of the country in which the project is
located.2 Assuch, the host government istypically involved asan issuer of per-
mits, licenses, authorizations and concessions. It also might grant foreign
exchange availability projections and tax concessions. In some transactions, it
isthe borrower.3

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 asin abuild-own-transfer (BOT) structure. It might alsobeinvolved
as an off-take purchaser or asasupplier of raw materials or fuel.

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

For example, if the project isdependent on new infrastructure for success,
both must be completed on a coordinated schedule. Idedly, the project com-
pany will be intensely involved in all aspectsof the new construction, includ-
ing theschedule.Y¢, the host government will want control over the construction

*  For adiscussionon contracts between astate and aforeign company, seeJean-
Havien 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 BRT.YB. INT'L L. 1 (1967).

3 Seel.Speep CaRRoLL, Legal Aspectsd Project Finance: The Borrower'sView, in
SOVEREIGN BORROWERS—GUIDELINES ON LEGAL NEGOTIATIONSWITH COMMERCIAL LENDERS
(LarsKalderén & Qamar S Siddiqji eds. 1985).
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and ultimate operation of the infrastructure sinceit is paying for it. If the
risk of cost overruns is on the government, it will want to reduce itsfinancial
risksby managing the construction process. These competing perspectivesneed
to be resolved in amutually acceptableway to ensure project success.

The host government's ability to benefit from the project varieswith its
economic stability, natural resources, tax base and other factors. In generd, it
may have any or al of the followingobjectivesin cooperatingin a project's
development: quick and efficient development of needed infrastructure pro-
vided by the project; economic development;in developing countries, satisfy-
ing multilateral institutionsof itsdevel opment success and economic growth;
proper, safe and efficient operation; minimizing use of itsown fundsor credit
for economic growth; obtaining project ownership after private participants
receivean agreed equity return; taking control of the project if it isinefficiently
operated or otherwise fails; and providing regulatory stability for a project,
whilelimiting restrictions on itsability to enact new lawsand promulgate new
rules affecting the business sector in which the project operates.

Whether the host government benefitsfrom a project depends upon the
alocation of risks between itself and the other project participants. As the
discussionin chapter 3illustrates, the risksassociated with infrastructure proj-
ectsin adeveloping country often necessitates some form of host govern-
ment support, through a governmental guarantee or some other typeof credit
enhancement. Yé, governmental guaranteescan underminethe benefitsof pri-
vate sector involvement (privatization). These guaranteescan 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 thewrong risks,
the project sponsors may lack sufficient incentivesfor 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
incentiveto develop only those projects that are strong financialy. 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 excessiverisks.

The host country can, of course, endeavor to decreasethe amount of credit
support it must providea project by undertaking a program of risk reduction.
For example, if a host government is successful in maintaining stable macro-
economic policies, it is lesslikely that project sponsorswill require exchange
rate guarantees or assurances of currency convertibility or transferability.
Similarly, a predictable regulatory framework, coupled with regulatory agen-
ciesthat are reasonably independent from the political process, and an inde-
pendent judicial system for dispute resol ution, can combine to reducethe need
for governmental guarantees. Findly, host governmentsthat allow dispute res-
olutionininternational arbitration can dlay fearsof discriminationby thelocal
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courts, and reduce the need for government-provided credit enhancement.

Devedaoped countries do not typically need to providegovernmental guar-
anteesfor projects, because the economic and political risks are satisfactory
to project sponsors and lenders. Thisis not a benefit reserved only for devel-
oped countries however. Some devel opingcountries, such asArgenting, in its
power industry, and Chile, in its telecommunications, power and gas indus-
tries, have achieved an economic and political climatethat permitsinfrastructure
development and privatization without the need for governmental guaran-
teesof project debt or performance.

Importantly, project financierssometimeslose sight of the natureof agov-
ernment; that is, agovernment must answer to awide spectrum of often
competing interests. As such, it is very difficult for a government to promise
not to change the lawsand regul ationsthat affect aproject, or if it doesso, to
compensate the project for the economic implications of such changes. For
example, changesto environmental laws and regulationsmay be necessary to
appease citizens, or to satisfy requirementsimposed under treatiesor by mul-
tilateral ingtitutions. Similarly, new taxes may be needed to respond to chang-
ing economic conditions.

It isdso sometimesdifficultfor ahost government to control state-owned
entities. For example, in an energy project the purchaser of the project out-
put issometimesa publicentity, controlled by alocal 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 preferableisfor
the government to undertake a privatizationprogram, which removesthe pur-
chasing entity from many of the risksinherent 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 removeimpor-
tant incentives from the private sector for selecting sound projectsfor devel-
opment and managing costs. The project company can be rewarded, in part,
for taking these risks by such solutions aslengtheningthe term of the conces-
sion awarded to it when demand islower than projected, or when the project
failsto generate, on a present value basi s, a negotiated revenuetarget.

Similarly,a host government may be unwillingto 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 typicaly borrow adjustablerate debt in foreign-currency-denom-
inated loans, project profits are sensitive to fluctuations in the interest rates
and currency convertibility levelsassumed in project feasibility studies. Y&,
from the government's perspective, a government guarantee can encourage a
project sponsor to borrow excessive debt in foreign currencies. Also, such
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guarantees can discourage governmentsfrom taking needed action to cure eco-
nomic problems, such as a needed devaluation. Findly, 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
thetime the project company enforces the guarantee.

§5.18 INSURERS

Insurance providers improve therisksinherent in project financings, whether
casualty or political. Insurerstypically work closely with the project sponsors
and lenders to produce an insurance packagethat limits risks at an economi-
cal price. The acceptability of the insurance packageis often confirmed by an
insurance consultant, retained by the project sponsor and lenders.
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$6.01 GENERALLY

Typesof project financestructuresarelimited only by the creativity and flex-
ibility of bankersand lawyers. Largdly,thestructures areinfluencedby the risk
appetitesof thelendersand investorsinvolvedin thefinancingand by the eco-
nomic condition of the host country.

In genera, thesestructures are based on one of three macro varieties: non-
recourse financing; limited recourse financing; and project output interest
financing. Nonrecourseand limited recoursefinancingstructures providefor
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 purchasepriceis 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 discussedin this chapter.

$6.02 COMVERC!I AL LOAN FINANCING

The general structure of aloan financingin the project finance context is not
unlike thestructure used in other loan transactions. I n thetypical project finance
transaction, funds are lent to the project company for the construction and
operation phasesof aproject. Thedebt isrepaid by the project company, together
with paymentsof interest and bank fees.

In contrast to other typesof loan transactions,however, the project finance
loan is either nonrecourse or limited recourse to the project sponsors. The
lender receives, as collateral,a securityinterest in dl of the assetsand cash flow
of the project company.

The project finance commercial |oan structure contempl atestwo phases.
construction and operation. | n somecircumstances, 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
operationsperiod. In others, the construction and operations phaseloansare
providedin the sameagreement, with different terms applicablefor each phase.

The project finance nonrecourse (or limited recourse) model issometimes
altered during the construction period. As discussed in chapter 2, the con-
struction period isavery risky period for the lender. To mitigate the effect of
the potential risk during this period, the project sponsor sometimesagreesto
accept dl, or to share part, of the construction period risk. This might beaccom-
plished in variousforms, including full recourse to the project sponsor until
the projectiscompleted, or limited recourse during the construction phasefor
certain, specified agreed-upon risks, such as cost-overruns.
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[1]  Construction Phase. During theconstruction phase (or the con-
structionloan if aseparateagreement and lender are used for the construction
period),thelender will disbursefundsfor the constructionof the project. Funds
are typically advanced as required under the construction agreement, predi-
cated on the submission of appropriate disbursement requestswith support-
ing documentation. Because of the lack of operating revenue during the
construction period, interest is capitalized; that is, interest otherwise payable
on the fundsadvanced is paid from the construction loan proceeds.

[2] OperationsPhase. 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. Thisis typically disbursed on the
first day of commercial operationsfor the project. Snce operating revenuesare
generated by the operation of the facility, interest can be paid on the debt and
the amortization can begin. Thetiming and amount of debt amortization are
dependent upon the cash flow generated by the project.

In sometransactions, thelenderswill makeavailableaworkingcapital line
of credit, aswdll. Thistype of facility gives the project working capital during
periods of low cash flow.

§6.03 EXPORT CREDIT FINANCING

[1]  Generdly. Export-import financingagenciesare designed to pro-
mote trade or other interests of an organizing country. Funding for bilateral
agenciesgeneraly comesfrom their organi zinggovernments. Examplesinclude
the United States Export-Import Bank and the Japan Export-Import Bank.

Thereare many sourcesof financingavailablefrom governmentsfor export-
ing goodsand services. Government-supported export financingincludespre-
export workingcapital, short-term export receivablesfinancingand long-term
financing.

[2]  Typesof Export-ImportFinancing, Therearethree generd financ-
ing methodsfor an export-import bank to usein providingfundsto animport-
ing entity. These are: direct lending; intermediary lending; and interest rate
equalization.

Direct Lending. The simplest structure isatraditionally documented
loan in which the borrower istheimporting entity and thelender istheexport-
import bank. Most commonly, the loan is conditioned upon the purchase of
goods or servicesfrom businessin the organizing country.

Financial Intermediary Loans (Bank-to-Bank). Another structure is
indirect lending. Under this structure, the export-import bank lends fundsto
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afinancial intermediary, such asacommercial bank, thatin turnloansthefunds
(adlso commonly caled re-lending or on-lending) to the importing entity.

Interest Rate Equalization. Under an interest rate equalization struc-
ture, acommercial lender provides aloan 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

[1] Generaly. Lessefinancing isthe general term to describe the sep-
aration of ownership and useinterestsin al or part of a project for financing
a project. Thisstructureis 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 lendersin countries without adequate collateral security
laws. Also, this structure is sometimes useful in overcoming the objection to
interest paymentsin Islamic countries.

In the typical lease financing structure, a project company agrees to sell
aproject, typicallyat theend of the construction period, to alease finance com-
pany. Theleasefinance company, acting asowner-lessor, leasesthe project back
on anonrecourse basisto the project company-lessee. Aslessor, the leasefinance
company retains the ownership interest, including any tax benefits. The les-
sor is often a passiveinstitutional investor.

The lease finance company enters into aleasefinancing arrangement with
alender to finance the costsof the project acquisition. Theloan isrepaid by the
lessor from the rentals received under alease agreement with the project com-
pany. Thelease, which isassigned to thelender ascollateral security,will contain
the same types of covenants and defaultsasare found in a project finance com-
mercial loan transaction. In addition to an assignment of the lease, the lender
isalso granted a security interest in all of the underlying project assets.

At the end of the lease term, after the lessor receivesits expected finan-
cia returnand thedebt isrepaid, the project will beleased for arenewal 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 asa commission. The ultimate disposition is highly dependent
upon tax lawsapplicableto thelessor; thegoal of thelessor and lesseeisto sat-
isfy those tax laws that allow treatment of the transaction asatruelease and
not aconditional sale agreement.

[2] Advantagestothe Project Company. A leveraged lease transac-
tion benefits the project company (lessee) in severa ways. control over the proj-
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ect is preserved; 100 percent financing is not atypical; lower financing costsare
enjoyed; a tax deduction is available for rental payments; the U.S. alternative
minimum tax can be avoided; and it allowsfor ashifting of residual risk.

Control Over the Project. The lesseeretains 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 islessthan 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 asan expense.

Shifting of Residual Risk. Finally,the project company transfersthe risk
of alower than expected residua vaue to the lessor. While the project com-
pany gives up the opportunity to enjoy asignificant residual value increase, it
simultaneously removes the risk of adecline in value.

Equity Risk-Taker ReplacesLender asFinancing Source. Typicaly,the
institutional investor will be morewillingthan acommercial 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] LeaseFinancingfromthelL essor's Per spective.  Thelessor enters
thelease transaction with the goal of afixed long-term return. Thisisaccom-
plished through timely performance of theleaseterms, liquidation of the assets
at the residual value assumed in calculating the return, and realization of tax
benefits. Any residual valueof the project assetsthat exceed the projected value
will increase the return to the lessor.

56.05 BOND FINANCING

Thebond financing structureissimilar to the commercial |oan structure, except
that thelenders are investorspurchasing the borrower's bondsin a private place-
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ment or through the public debt market. The bondholders are represented by
atrustee that acts as the agent and representative of the bondholders.

56. 06 BOT

The build-own-transfer ("BOT"') structure issometimes called temporary pri-
vatization. Thisstructure provides to a private entity the right to build, own
and operate a project that would otherwise be devel oped, owned and operated
by the host government. It isatemporary privatization because at the end of
a specified period, the project istransferred to the government.

The BOT structureis beneficial to governments seeking to achieve a
variety of goals. Foremost of these isthe ability to provide a needed project
toitscitizenry without an effect on the government's budget. It might also be
useful in transferring a pool of loca labor to the private sector for trainingin
modern, more efficient, operations. Foreigninvestment could also beincreased
through use of thisstructure.

TheBOT structure istypically founded i n 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 GOFI NANG NG

The International Finance Corporation (IFC), the private sector lending insti-
tution of The World Bank, provides loans for projectson 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 thisview attracts com-
mercia lendersto |FC transactions.

Under the co-financing structure, the IFC makesan"A" loan and a"B"
loan to a project company, through an investment agreement. Commercial
lenders participatein 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 agreementsamong com-
mercial lenders, the IFC will not accept liability for thevalue or appropriate-
ness of the loan transaction. Thus, the participating lenders must agree that
they have entered into the transaction exercisingtheir own independent credit
judgment, without reliance on the | FCor the World Bank.
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§6.08 PRODUCTION PAYMENTS

Production payment project financingisamethod of financinga project through
transfer to aspecial-purpose entity (afinancing vehicleowned by the lender)
of a proportionate share of project ownership in a natural resource (in the
ground) and of aright to receive ashare of proceeds from the sale of the nat-
ural resource. I n return, an advance payment is made to the project company
as compensation for the rights received.

The structureissimilar to aloan. As the project company is ableto gen-
erate production, payments from the sale of the extracted natural resource
arereturned to the special-purpose entity, together with an"interest" compo-
nent. These fundsare used to repay aloan made by abank to the special-pur-
pose entity. The banks take a security interest in the interest purchased. The
special grant of theinterest in the project by the project company to the spe-
cial-purpose entity terminateswhen 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 lendersrely on the project's
production for repayment of theloan; if there is no production, thereis no
repayment. This structure provides the lenders a complete ownership interest
in a proportionate share of the project's production.

Whilethe special-purpose entity receivesan ownership interest in the proj-
ect, it is not responsible for operating costs or for sde of its share of the pro-
duction. Typicaly,the productionissold by the production company as agent
for the project company, at a market price, or more commonly, pursuant to
take-and-pay contracts.

§6.09 FORWARD PURCHASE AGREEMENTS

A forward purchase structure issimilar to a production payment structure. It
isan agreement between the project company and aspecial - 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 devel opment and construction costs.

The project sponsors typically guarantee to the vehicle that the project
company will perform under theforward purchase agreement. Another guar-
antee structure sometimes used isfor the project sponsors to guarantee the
obligations of the off-take purchaser under thetake-or-pay contract. That guar-
antee is then assigned to thevehicle, which in turn assignsit to the lenders as
collateral for the loan.

After project completion, the project company deliversthe good or serv-
ice produced tothevehiclefor which it haspaid in advance of production. The
output isthen sold to repay the loan.
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$7.01

Selection of the form of business organization for the project company is an
important step in project development.! Thetype 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
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[3] Management
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[3] Management
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Preserving Flexibility

Fragmentation: The More the Merrier

GENERALLY

JamesF. Penrose, Special-Purpose Entities in Project Finance Transactions, 2 J.

OF PrOJECT FINANCE 59 (1996).



Sdlecting the Project Finance OwnershipStructure

For example, permits granted to the project sponsor and later transferred
to a new project company may no longer bevdid in some jurisdictions. Thisis
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 precludealater transfer to the entity that will actually operate asthe proj-
ect company. Thus, the project company, whatever theform, should be organ-
ized as early in the devel opment process as possibleto avoid these concerns.

Whereto 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
disadvantagesof each country's laws should be examined, aswdl asthe tax
treatment of the entity.

$7.02 PRE-DEVELOPMENT ACTIVITIES

[11 Generdly. Beforeaproject sponsor beginsfull developmentof a
facility, a thorough examination of its feasibility is undertaken. During this
period, both technical and financia feasibility areevauated. To makethisanaly-
sisworthwhile, a fair amount of time and resources must be invested. The
factors considered in afeasihility study are discussedin detail in chapter 8.

(2]  TheDevelopment Agreement. If morethan one project sponsor
isinterested in project feasihility, 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 analysisaf project feasibility, and how the
project will be developed if it isto proceed. These agreements, while project-
specific, contain common provisions, which are summarized below.

Definitiond Project. The project must becompletely and carefullyiden-
tified in the development agreement. In most situations, the description will
includethe type of project, site, and identification of off-take purchasers. As
complete adescription as possible should beincluded so that the partiesarein
agreement about thetype of project that will be pursued. The description may
change over time as devel opment and feasibility studies proceed.

Exclusivity. Each participant will want a commitment from the other
participantsthat all are exclusvely bound to proceed with each other in devel-
opment of the project. Otherwise, one party could leave the pre-devel opment
group to join another group, taking confidential or competitiveinformation
that could harm the original group.

Roles and Responsibilities. Each participant will bring different skills,
experiences and resources to the pre-development group. Consequently, itis
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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.

Itisalso possible at this stage to specify the rolesof each participant if the
project proceedsto development and financial closing. For example, one par-
ticipant might be willing to pursue the project development only if it receives
the construction work.

Tasksand 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 demandson itsown resources, and such a list-
ing of tasksand dates for their commencement and completion will assist every-
onewho isparticipating. Typical tasksinclude conducting afinancial, technical
and contractual feasibility study; obtaininginitial equity and debt commit-
ments; negotiating and finalizing important project contracts; selecting a proj-
ect structure; applying for and obtaining governmental permitsand approvals,
and selection of attorneys, financial consultants and other advisors.

Cost Funding. Pre-development costsare 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 decisionswill be made
about pre-development activitiesmust beincluded. Generally, all decisionswill
reguire amajority vote of the participants, with unanimity being required for
the decision whether to proceed with the project. Because without unanimity
aproject 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
monthsor yearslong. During that time, a participant's view about a particular
project, technology, host country or resourcecommitment can change. Because
of this, provisions are usualy included to allow a participant to withdraw.

Abandonment. The completeabandonment of aproject generally means
that noone participant can proceedwith it, or that acompetitivebidfor theright
to developthe project hasbeen lost. On occasion, thedecisionto abandon aproj-
ect is based on other factors, such as political actions, changesin tax treaties
and economic considerationsin the home country of the participants.

Confidentiality. Each participant must agreeto keep the pre-develop-
ment effort confidential. Thisisimportant whether or not the project isasub-
ject of acompetitive bidding program. Beyond disclosureof 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. Thebusiness
regulation laws, such as antitrust2 or restrictive trade practices,? 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 THESTRUCTURETO USE

a

The important considerationsin any formation decision will vary with the
needs of the project sponsors. Consequently, any discussion of the "typica"
factors can only beillustrative of the thought process, not exhaustive of the
considerations. Among thesignificant factorsthat may be considered in deter-
mining the ownership structure for a project financing include the following:
whether there isa 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 preferencesand the ease of trans-
ferability of equity interestsin the project.

(1] Needfor Leverage. Oneadvantage of the project finance struc-
ture isthe high debt-to-equity leveragethat is possible. In projectswhere this
isan 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] Gradedf Investment. Projectsthat arefinancially strong, from
the standpoint of financial expectations, may need lessflexibilityfor 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] TaxLawsandTreaties. The tax treatment of the entity selected
for project ownership should be carefully considered. Thisanalysis 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 alarge 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
3

Sherman AntitrustAdt, 15U S C§1(1976).
RedtrictiveTrade PracticesAdt, 1976, ¢. 34 (Eng.).
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[5] Accounting Treatment and Objectives. The accounting objec-
tivesof the project sponsors should also be considered when selectingthe orga-
nizational form for the project company. Reporting of income and loss for
accounting purposes, among other accountingissues, varies based on the struc-
ture used.

[6] Lender Preferences. The preferencesof the project lender need
to be accommodated in the selection of the organizational form of the proj-
ect company. While, in general, the lender isindifferent, other lender con-
cerns could be magnified by the selection of a particular entity over another.
For example, a host country's laws might makeit more difficult for alender
to takealien on ownershipinterestsin a partnership form of organizationthan
acorporate form of organization.

[7] Transferability of Equitylnterests. Theeased transferring equity
interestsin the project company should aso be factored into the selection
process. For example, in general terms, the more flexible an organization
form isfor equity transfers, the greater the pool of potential equity investors.

§7.04 AVOIDING PARENT COMPANY DIRECT INVOLVEMENT

It isacommon goa of companiesinvolved in the development of large-scale
facilitiesthat a parent company not be directly involved in a projectin a host
country. The goal extends to other project participants including the con-
tractor, operator or project sponsor.

Among the reasonsfor thisview are the risks associated with subjecting
the parent company to liability and regulation, and the difficulty in allocating
taxableincome between multiple countries. In most circumstances, a special-
purpose subsidiary is organized and used for the investment or other project
activity.

§7.05 SPECIAL-PURPOSENATURE OF PROJECT COMPANY

Classic nonrecourse and limited recourse project financeisbased on the abil-
ity of thelender to analyze adefined project. Thisis most effectivewhen aspe-
cial-purpose entity is formed to own the project and no other assets. As a
consequence, unrelated, non-project risk issegregated from the project financed.
Such astructure makesit easier to reduce the risk that the project will become
part of aU.S. bankruptcy proceeding's stay provisionsif ardated entity becomes
bankrupt (theproject company isthen said to be bankruptcy remote). Tomain-
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tain this protection, however, the organizational and finance documents must
contain sufficient protectionsto ensurethat thespecial -purpose statusismain-
tained. These include restrictions on the entity's powers to undertake activi-
ties other than the project; debt limitations; restrictions on mergers or
reorgani zations; and maintenance of separateness, for purposes of both avoid-
ing"piercing the corporate veil"* and ** substantive consolidation™ attacks.

57.06 HOST COUNTRY INVESTMENT REQUIREMENTS

[1] Generally. Regulation of investment by foreign entitiesin a
host country isdetermined by local law of the host country.4 This regulation
takesvariousforms, including prohibition on foreign ownership of rea 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 benefitsto foreign investors.

[2] Ownershipof Real Estate. Some countries have requirements
that no foreign entity own real property in the country. It may be possibleto
create structures to circumvent this type of prohibition. For example, atrust
could becreated to hold thereal property interests necessaryfor a project, with
the project company as beneficiary of the trust. Alternatively, alocal partner
could beincluded, whose purposeisto hold the real estaterights and leasethose
rights to the project company.

[3] Locd Participation. Other countries requirea minimum level of
local ownershipin infrastructureand other projects. These requirements must
be considered in the very early stages of project development and feasibility.

Of course, if alocal partner isincluded, control issuesmust be considered.
Locd law must be examined to determine whether the requirement of local
ownershipisconcerned with control, profit distribution, ownership allocation,
or acombination of these. Once thisis understood, control provisions can be
negotiated for the project entity.

[4] Loca 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
thistype of requirement is sometimes based on nationalistic or political con-

4 Therearesome limited restrictionsagaing investment barriersin the World
Trade Organization Agreement on Trade Related Investment Measures.
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cerns. | n other countries, itisbased 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 sponsorscan aso realize benefitsthrough local formationin
the host country. These include receiving benefits afforded local entities, not
otherwise provided to companies formed abroad. Examples include local tax
holidaysand access to government-sponsored labor training programs.

$7.07 CORPORATION

[1]  Generally. Thesingle-purpose corporate subsidiary is perhaps
the most common project financing structure. In thisstructure, the sponsor
incorporates an entity, frequently wholly-owned, solely to develop, construct,
own, operate and maintain a particular project at aspecific site.

[2] Reasonsfor Selection. The corporate form of business entity
allowsthe owners of the corporation to enjoy limited liability for the actions
of the entity. Thisliability can be forfeited, however, if corporate formalities
are not followed. While aloss of thisliability protection, called a piercing of
the corporate veil, is relatively limited in England, it is a somewhat more
troublesome problem inthe US

Loss of limited liability may arise where an injured party seeksto disre-
gard thecorporateidentity of the special-purpose subsidiary and sue the par-
ent corporation directly for damages in personal injury or breach of contract
actions. " Piercing thecorporatevdl! an equitable remedy, isapplied by courts
to rectify injustice caused by a perceived abuse of the corporate form. To deter-
minewhether the doctrine applies, U S courts consider whether the parent and
subsidiary areviewed and treated internally by officers and directors, and exter-
nally by the public or parties dealing with these entities, as separate.?

5

Generdly,acorporateentity will be recognized as such by aU.S court unless
theinterestsaf judtice require otherwise. E.g., United States v. Milwaukee Refrigerator
Transit Co., 142 F. 247,255 (E D Wis 1905). Thesemind three-prongtest of Lowendahl
v. Batimore & Ohio Railroad, 247 A.D. 144,287 NY.S 62 (Lst Dep't.), aff'd, 272 N Y.
360, 6 N.E.2d 56 (1936), requires proof of the following to pierce the corporateveil:
control, not mere majority or complete stock control, but complete domination, not
only of finances, but of policy and business practicein respect to the transaction attacked
90 that the corporateentity asto thistransaction had & the time no separate mind, will
or exigence d its own; such control must have been usad by the defendant to commit
fraud or wrong, to perpetrate theviolationdf a statutory or other positivelegd duty,
or adishonest or unjust act in contravention of plaintiff'slegd rights; and the con-
trol and breach of duty must proximately cause the injury o unjust loss complained
of.1d. at 157,287 N.Y.S at 76. Some courtshave condensed the Lowendahl formulainto
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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 asthe contracting party
and the nature of the relationship between the parent and subsidiary should be
disclosed. If the subsidiary, and not the parent, isthe entity to perform, no rep-
resentation should be made, direct or implied, that thesubsidiary's performance
is supported by the parent or the parent's assets, unless by guarantee.

atwo-prong test. In Automotriz del Golfo de Californiav. 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 personalitiesof the corporation and theindividualno
longer exist, and (2) that, if the acts are treated as those of the [subsidiary] alone, an
inequitable result will follow."

Thefirst requirement, the control or instrumentality test, is addressed by deter-
mining whether the corporate subsidiary is merely an instrumentality of the dominant
corporation. Factorsfor determiningif one corporation istheinstrumentality of another
include whether the parent corporation ownsall 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
al the capital stock of the subsidiary or otherwise causesits incorporation; the sub-
sidiary hasgrosdy inadequate capital ; the parent corporation paysthe salariesand other
expensesor lossesof the subsidiary; thesubsidiary hassubstantially no businessexcept
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 itsofficers,
the subsidiary is described asadepartment or division of the parent corporation, or its
business or financia responsibility is referred to as the parent corporation's own; the
parent corporation usestheproperty of thesubsidiary asitsown; the directorsor 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 requirementsof the subsidiary are observed.

Generaly, ownership of all of the stock of the subsidiary by the parent and exis-
tence of common directors or officersis insufficient to find that the subsidiary isin
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. III. 1970)(review of |oan doc-
uments and guaranty of financial arrangementsinsufficient to pierce corporate veil).

Beforethe corporate veil isdisregarded, U S courts require someshowing of injus-
ticein addition to finding that acorporation isamereinstrumentality of another. E.g.,
Fidelity & Deposit Co. of Md. v. Usaform Hail Pooal, Inc., 523 E2d 744,758 (5th Cir.
1975). Fraud need not beshown, however. E.g., DeWitt Truck Brokersv. W. Ray Flemming
Fruit Co., 540 E.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 excessivedivi-
dends, sale of productsto the shareholder at areduced price, or exacting unreason-
able management charges; misrepresentation, commingling and not holding out to the
publicthat the enterprisesare separate; and evading Federa or state regulationsthrough



International Proied Finance

(3] Management. Management of a corporate entity is based pri-
marily on statutory frameworks. I n general, formal meetings of directorsand
shareholders are required, minority shareholder interestsare protected, and
financial reportingisrequired.

§7.08 GENERAL PARTNERSHIP

[1] Generally. A general partnership isabusiness entity created by
and operated pursuant to contract, statute, or 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 berelevant to determine whether itisaseparate form of legal busi-
ness entity. I|n some states of the U.5. and in English commercial law, such
separate status is not available.

[2] Liability. Thegeneral partnership structuredoesnot afford non-
recourse or limited recourse liability. All partners must be willing to assume
theassociated 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 isthe general rulein the U.S and England.6

the use of wholly-owned subsidiaries. Amfac Foods, Inc. v. International Sys & Controls
Corp., 294 0r. 94,654 P.2d 1092 (1982); but see Cansumer’s Co-0p of Walworth County
v. Olsen, 142 Wis 2d 165,419 N.W.2d 211 (1938)(under-capitalization insufficient by
itsalf to justify piercing).

Some U.S. courtsrequire satisfactionof thethird prong, or proximatecauserequire-
ment, of the test. This requires ashowing that an act by the parent, through its sub-
sidiary, served to directly wrong the plaintiff. In most cases, thisis subsumed in the
second prong of the test.

In contract cases, the injusticetest isdifficult for a plaintiff to satisfy, especialy
in a project financing where a plaintiff voluntarily entered into acontract with asub-
sidiary whilefully awareof 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 itsnormal, foreseeableobligations. E.g., LabadieCoal Co. v. Black, 672 E.2d
92 (D.C. Cir. 1982) (whether capitalizationisadequateisafunction of thetyped busi-
nessin which the corporation engages); Chengelisv. Cenco Instruments Corp., 386 F.
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 knowledgeaf the relationshi p betweenthe two
corporations and knew that the subsidiary wasawholly-ownedsubsidiary of thedefen-
dant, none of the contractsin question provided that the parent guaranteed or bound
itself under the obligations of itssubsidiary, or represented that it would support the
obligations of the subsidiary).

6 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 rightsover the proj-
ect company.

[8] Reasonsfor Selection. When the partnership form is selected,
the motivation is typically that the project sponsor hasinadequate equity to
pursue the project alone, al partners have similar tax positions, or al 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 typeof collateral that can be
granted by a partnership to a project lender varies by jurisdiction. For exam-
ple inthe U.S, the Uniform Commercial Code adopted in the states of the U.S.
alowsaproject lender to receivealien on the general assetsof the partnership,
including after-acquired property, perfected by a renewablefiling. Also, proj-
ect lenders can take an assignment of the various rights of the individual
partners in the partnership, including the right to receive profitsand the
right to manage the partnership. These are extremely important rightsfor the
project finance lender that must restructure atroubled project.

In England, however, thecollateral situation for a partnership ismoretrou-
blesome. A partnership floating charge can be registered under the Bills of Sale
Act. Since new filings are required as new property isacquired by the partner-
ship, the statutory scheme is somewhat unreliable in a project finance context.

The England partnership lien scheme is even more troublesomein the
project finance context asit relates to liens on partnership interests. A lien or
charge over a partner's partnership interest provides no priority protection
over other creditors. Further, achargeon apartner's interest providesthechargee
only with that partner's sharein profits. Management interferenceby the chargee
isimpermissible.7

§7.09 LIMITED PARTNERSHIP
[1] Generaly. Alimited partnership issimilar to agenera partner-

ship, except that it has both general partners and limited partners. Thisform
of organization of abusinessentity isavailablebothinthe U.S and in England.8

7 PartnershipAct, 1890, c. 39, $31(1){Eng.).
¢ Seg e.g., Limited Partnership Act, 1907, c. 24 (Eng.).
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However, they tend to be used somewhat rarely in England, whilethey aremore
commonplace among U.S. project sponsors.

A genera partner isliablefor al the debts and obligations of the limited
partnership. Liability of thelimited partnersislimited to the extent of their
capital contributionsto the limited partnership.?

[2] Reasonsfor Selection. Because of thelimited 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 structureissometimes used as a mechanism for participants such as con-
tractors and equi pment suppliersto contribute needed equity to aproject. These
participants are motivated to make the capital contribution based on the desire
to ensure that the project isfinanced 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.

[31 Management. Under alimited partnership structure, each lim-
ited partner sharesin the project profitswhile enjoying the associated limita-
tion of liability of alimited partner. They exercise minimal management rights.!?
Indeed, exerciseof management rights by alimited partner can transform the
limited partnership interest to one of general partner liability.!!

$7.10 LIMITED LIABILITY COMPANY

Similar to alimited partnershipisthelimited liability company. Liability of the
members of the company islimited to the extent of their capital contributions.
Under alimited liability company structure, each member sharesin the proj-
ect profitswhileenjoying the associated limitation of liability. Unlikealimited
liability partnership, the members need not abandon management control to
enjoy the liability limitation.

$7.11 JOINTVENTURE

(1]  Generaly. Another established structureis the project finance
joint venture. Loosely defined, a joint venture is acombination of entitiesto
achieve a common purpose. It isaflexible form of business enterprise that

9 See eg.,id.
10 |d. §4.
11 |d. §6(1).
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allowsthe member companiesgreat flexibility in how the venturewill be man-
aged and controlled.

[2]1 Reasonsfor Selection. A joint venture isformed 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 wantsto join with other entitiesto combinefinancid, technol ogy and man-
agement resources and to share risks. Or, the sponsor may have al of the
qualifications, skills and experienceto developthe project, but lacksloca coun-
try expertiseor political contacts. For example, afuel supplier and acontrac-
tor might combineequity with apoorly capitaizedloca country entrepreneur
to develop, construct, own and operate a project promoted by the devel oper
through the vehicle of a joint venture. Other factorsthat weigh heavily in favor
of ajoint venture structure include spreading risks, efficient allocation of tax
benefitsand avoidanceof restrictive covenantsin loan or other agreements.
Thus, the venturers are companieswith different components to contribute
to aproject financing.

[3] Types. Jointventurescan be equity joint ventures or contract
jointventures. Equity joint venturestypicallyinvolvethe creation of aseparate
entity, such as a partnership or corporation. Contract joint ventures, on the
other hand, do not usually requirethe creation of aseparatelegd entity.

Themost typical joint venturestructure in atransnational project financ-
ing isoperated pursuant to a so-called teaming agreement or joint develop-
ment agreement.

[4] Project Management. Managementor operationof the joint ven-
tureis 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 overal policy control of a managing body, termed a
management committee or operating committee, composed of representatives
from al venturers. Voting authority, and responsibility for capital contribu-
tions and other cash calls, is usually alocated by ownership percentages.

[5] Conflictsof Interest. Conflicts of interestareinherentin the proj-
ect finance joint venture. The confidentiality of information is an important
consideration. Each venturer should carefully consider thetype of information
available to the joint venture and the extent to which the other venturers
must be contractually requiredto maintain information confidential. Theven-
turers also must consider whether or not a provision should be added to the
joint venture agreement relatingto competition by any other venturer with the
venture.
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[6] Natureof 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.
Thisis accomplished, in part, through use of such entities as limited liability
partnershipsor limited liability companies.

§7.12 EUROPEAN ECONOMIC INTEREST GROUPINGS (EEIG")

[1]  Generaly. An European Economic Interest Grouping isarela-
tively new business entity designed to improve economic cooperation in the
European Community.!? 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 activitiesof 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 aseparatelegal entity (authority to executecontracts, sue and be sued,
and perform other legal acts), each Member State determineswhether it isa
separate legal entity.!?

{21 Natureof Liability. Each member of an EEIGis jointly and sev-
erdly liable for the debts and obligations of the EEIG. Under the regulation,
however, creditors are expected first to pursuetheir claimsagainst the assets of
the EEIG./4

[3] Management. Membersof the EEIG arerelativelyfreeto develop
management rules for the entity.1

[4] Collateral Considerations. Collateral concernsexistfor theEEIG
in a project financing. Although the regulation allows a member entity to
create alien on itsownership interest, the holder cannot become a member
of the EEIG solely by virtue of that interest.!¢

§7.13 DEVELOPMENT CONSORTIUM

Similar to a joint venture is a consortium. A consortium istheterm typicaly
appliedto agroup of large, well-capitalized corporations that collectively develop

12 EC Regulaion of 1985, Council Regulations( EEC) No. 2137185.
BoId. arts. 1(2), 1(3).

1 |d. art. 24.

5 |d.art 19(3).

16 |d. art.22.
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aproject. Some projects are so large and so complex that the collaboration of
aconsortium of companies isnecessary to ensure success. | n some cases, agov-
ernmental agency also participates through an equity interest.

A consortium agreement is used to definethe relationship of the mem-
bersand regulate day-to-day activities. Among thetypical termsare 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-
niestypically form asingle 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;
eligibilityfor loca tax law holidaysand other in-country benefits; a pre-arranged
method of facilitating participation by any local investorsrequired by law; and
easier financing arrangements, particularly with the collateral.

§7.14 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-
tiona projectsisequallyimportant. Todo so, the ownership structure should
be kept flexible, allowing for participation by local private and state partici-
pants. Also, flexibility should be preserved to alow for various levels of gov-
ernmental involvement in the project, whether ownership or risk allocation.
Finaly, all available financing sources should be consulted for possible par-
ticipation, including thefollowing: equipment supplierswith accessto export
financing; multilateral agencies; bilateral agencies, which may providefinanc-
ing or guarantees; the International Finance Corporation or regional devel-
opment banks that can mobilize commercial funds; specialized funds;
institutional lendersand equity investors; and commercial banks, both domes-
tic and international. Involvement of any of these sources might affect the
ownership structure.

§7.15 FRAGMENTATION: THEMORE THE MERRIER

The complex nature of project financed transactions, coupled with conflicting
tax laws and accounting rules among countries, sometimes combineto make
multiple project vehicles necessary. For example, a holding company is some-
timesformed in alow tax country for the purpose of holding ownershipinter-
estsin the project company.
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These considerationsare not limited to the project company and itsown-
ers. Other project participants, such asamultinational construction company,
sometimes form on-shore and off-shore companies to participatein asingle
project. These separate entities provide different servicesto a project, often in
exchange for paymentsin different currencies.
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§8.01 PURPOSE OF FEASIBILITY STUDY

The purpose of the feasibility study isto provide an analysis of the technical,
economic, contractual, governmental ,and market aspectsof 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 officialsand potential
equity investors.

In providing the relevantinformation to each, different reports might be
prepared for each of these audiences. Thisalowsfor protection of the confi-
dential information of the project sponsor, which might not be appropriate for
disclosureto al recipients.

§8.02 GENERAL DESCRIPTION

Thefeasibility study generally beginswith an overview description of the proj-
ect. Thelocation is specified, usudly including a map of the project site, with
detail sabout the surroundingtopography, weether, drainage, major landmarks,
popul ation density, accessto transportation and housing, water and wastewater
treatment facilities,and similar information that might affect cost, publicsup-
port (or opposition) and environmental effects of the project.

§8.03 PROJECT SPONSORSAND PROJECT COMPANY

The project sponsors are described in the report. Ownership interests in the
project company are specified in detail, asis management control.

Also of importance for the report isthe background and experienceof the
proj ect sponsors. Among the relevant discussionsare experiencesin the under-
lying industry or service area of the project, successin similar projects, credit
ratings and accessto 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 governmentsand other major proj-
ect participantsare described in the study. Besidesgenera descriptionsof these
participants, information is also included about the experience of the partic-
ipantswith similar projects, general financia 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, thisinformation isaso included.
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§8.05 TECHNICAL INFORMATION

The technical information section of thefeasibilitystudy providesan overview
description of the proposed project and also explains the technology and
processes that will be used. Equipment manufacturers and suppliersare also
described.

If anew technology is proposedfor usein the project,information about
demonstration plantsor other projectsthat usethetechnol ogy will be described.
Also, potential technological riskswill be identified and explained.

Inaddition, al other technical aspectsof the proposed project will beiden-
tified and analyzed. These include fuel sources (availability, storage, infra-
structure needsfor transportation, quality); utilities(type, sources, avail ability
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 (availabilityand skills); subcon-
tractors (availability,qualifications); construction and operation labor (train-
ing, housing needs); spare parts (availahility, delivery time, on-sitesupply needs);
and residueand 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 aspectsof applicablecodesand standards, and host government laws
and regulations, with which the project must comply.

§8.06 ECONOMICINFORMATION

Economic information in the feasibility study provides a general description
o the expected construction, operating, and financing expensesfor the pro-
posed project and an estimate of the investment return for the project spon-
sor. The assumptionsmadeas a basisfor the economic projectionsare explained
and potential cost increasesexplored. Also, it istypical to include preliminary
construction budgets and operations budgets. A discussion of economic fea-
sibility of a proposed project isset 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.

Amongthe proposed agreementsand credit enhancementdescribedinclude
agreementsamong the project sponsors, such as the devel opment 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 followsthe outline of the proposed
contract, with ageneral summary of theimportant businessterms. Theimpor-
tant provisionsinclude conditions precedent to contract effectiveness; cost and
pricing; covenants and defaults; damages and liahilities, including liquidated
damages, and agreementson 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 detailsof negotiation status.

§8.08 PROJECTSCHEDULE

The schedule for the development, construction and initial operation of the
project should beincluded, with al important milestones. Theseinclude 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
thelikelihood of itssupport for the project. Such issuesascurrency 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 aso 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 policiesfor the
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economy; sector organization and analysis of plansfor privatization of gov-
ernment-owned companiesin the samesector; and industry trends that might
affect the market for the project's output.

If the output will be exported, additional analysisis required. Among
thefactors that need to be analyzed are the specificgeographic regionsin which
sdlesare feasible, and legal, regulatory and financial constraintsto export and
import of the output.

§8.11 PRCPCSEDH NANA NGSOURCES

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 PR VAT ZAT1 ON

[1]  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 isan important element to consider
in determining the feasibility of a project. Proposalsfor future privatization
should also be discussed if theimplementation of such a proposal could affect
the project.

[2] Types. Threetypesof privatization methods have evolved: total
divestiture, partial unbundling and greenfield-only. In atotal divestiture pro-
gram, such asis used in Argentina, all the assetsof the government in a par-
ticular sector are sold to the private sector. In a partial unbundling, such asin
Trinidad, only parts of the assets are sold by the government, which retains
some ownership interestsfor sale at a later date, or to fund social programs.
Finally, in the most cautious approach, asin Colombia, infrastructure assets

Seegeneraly,Ada K. 1zaguirre," Private Participation in Energy,” PusLic PoL-
IcY FORTHE PRrIVATE SECTOR, WORLD BANK NOTE No. 208 (May 2000); Ada K arinalzaquirre,
"Private Participation in Tdecommunications—Recent Trends™ in PusLiC RAICY For
THE PrIVATE SECTOR, WoRLD Bank NoTE No. 204 (Dec, 1999); GisdeF. Silva, "Private
Participationin the Airport Sector —Recent Trends" PueLic PoLICY FOR THE PRIVATESEC-
ToR, WorLD Bank NoTe No. 202 (Nov. 1999); Neil Roger, " Recent Trendsin Private
Participation Infrastructure,"in PusLic PoLicy FOR THE PRIVATE SECTOR, WORLD BANK
Note No. 196 (Sept. 1999); Pendlope J. Brook Cowen, " The Private Sector in Weter and
Sanitation—How to Get Started,” Puetic 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 benefitsof privatization to a country depend on
the unigue 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 iscreated and traded; beneficial joint venturing arrangements between
foreignand local companies;introduction of competitionand free market effi-
cienciesto 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 socia goals, such as headlth,
education and sanitation.

(4] EffectonProject Feasbility. Thereareseverd factorstoconsider
in anayzingthe effectsof apotential privatization program on aproject. First,
iswhether there is a defined regulatory and legal framework for privatiza-
tion. Privatization of infrastructure assets createsaradical changein the under-
lying economy, the results of which must be consideredin lavsand regulations.
For example, where a developing country privatizes existing energy produc-
tion assets,and has historically subsidized energy ratesto consumers, the process
for rateincreases must be clearly articulatedin lawsand 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 changesbrought about
by privatization. To do so, the government must minimizeintra-government
infighting and dissension, and aso provide a well-organized, efficient priva-
tization process.

Third, any other industriesor sectorsstill owned by the government must
be willing to enter into contracts and businessarrangements with the priva-
tized sector. If new infrastructure development isfinanced under the project
financemodel, 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, fixed pricefuel contracts, for exam-
ple), or be resistant to promotion of the successof a privatization effort.

$8.13 NEEDSASSESSMENT

Similar to afeasihility study is a needs assessment. Thisisa report sometimes
prepared by the off-take purchaser to determine the need for the product or
sarviceto be produced or provided by the project. Thereport typicallyincludes
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acomparison of the cost of purchasing the off-takefrom 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 costsand generatean equity return. This predictability
involves more than laws, regulations and contracts; an engineering evalua-
tion of project design, construction and operation hel ps establish technical
feadibility.

Itiscustomary for the projectlendersto retain an independent engineering
firmto review technical feasibility. From thisreview the firm producesan engi-
neering report that considersthefeasibility of the projectin thefollowingseven
areas. engineering and design; construction; project start-up; operation and
mai ntenance; i nput supply; off-takeproduction; and financial projections. The
factorsevaluated in the study vary with each particular project, but may include
the following: redundancy of equipment; local operating conditions; previ-
ous design vulnerabilitiesat similar projects; new technologies, the construc-
tion scheduleand contractor incentivesfor timely project compl etion; operating
budget contingencies; statusof permits; project start-up risks; preventivemain-
tenance plans, spare parts requirements, fuel handling; and suitability of assump-
tionsin thefinancial projections.
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$9.01 INTRODUCTION

The macroeconomic environment of a host country for a project iscrucial to
the success of a project financing. 1t must be stableenough to encourage
long-term investments by developers and loans by financial institutions; sta-
bilityisacrucia element of project finance. Countriesthat enjoy stable exchange
rates and inflation and predictable political environments are more likely to
foster successful project financings.

Also, the rolesof foreign investors, foreign lenders, the host government,
and the World Bank with respect to the project must be clearly understood
by the locd electorate and political leaders. I n short, aconsensus must be estab-
lished in the country to promote the stability and foreigninvestment 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 risksin a cross border project financing can emerge from several
sources. Principally, these are the degree of political stability, government

747
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attitudes about foreign investment (whether through policiesinvolvingcur-
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 projectionsfor
the host country.

Political stahility isan important ingredientfor crossborder 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 resourcesto a project financingin that country.

Completestabilityis, of course, utopian. Instead, areasonableleve of sta-
bility coupled with political predictability isthe goal.!

Political predictability issubject toinstitutional and electoral influences.
Predictability is strengthened by successful consensusbuilding 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 islesslikely to exist.

For exampl e, devel oping countries have an enormous need for new infra-
structure, yet possesslittlecapital 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 privateinvestorsin the country's infrastructure devel-
opment, construction, operation and ownership. Then, formal lawsand reg-
ulations, and occasionally constitutional amendments, are neededto carry out
these political decisions.

The el ectorate must support these reforms. Wholesde reform of the basic
infrastructurein acountry may result in € ectorate unhappiness, which may chal-
lengethe political institutions. For example, many emerging countrieshavesub-
sidized energy costsfor consumers, agricultureor industries, to keep power prices
inexpensive. The decisionto promoteprivate-sector power devel opment may be
an unhappy outcome for subsidized energy consumersin the electorate. Happy
or not, it isoften necessary that subsidies be eliminated for the feasibility of
private power development. Unlessa political consensuson private infrastruc-
ture developmentis achieved, poalitical opposition could thwart reform efforts.

Among the political factorsthat should be understood before embarking
on aproject isthedivision of power and authority between the executiveand
legidativebranchesof government.Thisis particularlyimportant to an under-
standing of what branch hasthe authority to enter into agreementsand other
commitments regarding the project.

' “A party of order or sability,and a party o progressor reform, are both
necessary dementsd a hedthy sate d palitica life" JoHNSTUART MiLL, ON LIBERTY,
ch. 2 (1859).
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Another consideration is the strength of opposition groupsand parties.
While these groups might not have majority power at the central government
leve, they could have or develop such power at thelocal leve, where the proj-
ect will belocated. A related political factor that should be explored ishow polit-
ical opposition groupsaretreated and theforeseeableeffect of that on the project.

Findly,theroleof the host country in the region and internationally should
be understood. The relativestrength or wesknessof itsrole might affectitsabil-
ity to receive multilateral funds or other foreign government-related support.

§9.03 LEQ SLATI VEAND REGULATORY

Besidespredi ctablepoalitical stability, projectfinancerequiresthe establishment
of alegal framework required for ongoing business operation. At a mini-
mum, thisframework must includebasiclegd provisionsapplicableto the proj-
ect financing, timely and reasonablypredictable issuanceof permits,enforcement
of contracts, and reasonably efficient dispute resolution through arbitration.

Project financing requiresthat thelawsbe sufficiently predictableto ensure
that the project is authorized by the government, that the project has clearly-
defined parametersin which to act, and that the economic cost associated with
compliance does not render a project unfinanceable. Lawsthat should be
reviewed by project financiersinclude the following:

rolesand responsibilities of the government agenciesin the sector;
issuance of licenses, permitsand franchises;

price regulation and controls:

general businessregulation;

intervention and control over businessesin which there are foreign
investors;

restriction of dividend payment to owners;

rights, duties and powers of off-take purchasers;

rights related to easementsand other rea property interests;

labor lawsand regulations;

environmental and safety lawvsand regulations;

contract enforcement and repudiation;

dispute resolution;

rea property rights; and

tax obligations.

Thesebasiclawsshould besufficiently understandableand preciseso that flex-
ibilityin regulatory interpretation is not arisk.

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 regulationsare strengthened by a devel oped
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 applicationsand 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. Theseterms
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 theworld seem to defy understanding, an understanding
of the macroeconomic conditionsin the host country needsto be analyzed to
assist in adetermination of project feasibility. Important conditionsinclude
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 PROJECTFINANCE IN DEVELOPING COUNTRIES

Thelack of capital in developing countries resultsin aneed 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 expensivein the developing countries of theworld,
because of the complexity of risk allocation among multiple parties (includ-
inglenders, 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) asthe developed world. While proj-
ect financerisk allocation isimportant inall countries, itisof particular impor-
tance in the devel oping world.
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The business environment in adevel oping country isdifferent in at least
four major respects from the devel oped world: legidativeand regulatory sys-
tems; political security; economic security and centralized infrastructure
systems.

Legidativeand regulatory systemsare usualy not asdefined asin the devel-
oped countries. Environmental laws and policies, for example, have not yet
been aggressively pursued in devel oping 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 isanother area of uncertainty for project financingsin
developing countries. It typically resultsin higher costsnecessitated 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.

Economicinsecurity arisesin a project financingfrom theinability of the
potential project usersto support the project through use or purchasesof the
project's output or service. Thisrisk might manifestitsdf inlower than expected
demand or an inability to pay. Infrastructure projects might provide a needed
service, but at a pricethat cannot be afforded by most of the population.

Either because of political theory, alack of private capital, multilateral
investments, or nationalization programs, most infrastructureisowned by the
government in developing countries. This ownership structureeliminates the
effects of competition and increases the likelihood of market inefficiencies.
Consequently, developers of proposed infrastructure projects must consider
the effect of thisstructure on the proposed project. Possible effects include
competition with the existing government-owned projects, which arearguably
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 workingwith government bureau-
crats responsible for existing facilities.

Each of these four differences resultsin a risk portfolio that potentially
includeshigher 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; limitationson transferability of profits;and alack of safety of theinvest-
ment from nationalization). These devel oping-country risks complicatethe
structuring of project financings and ultimately increase the associated costs.
Becauseof them, nonrecourse and limited recourse project financingsare con-
sidered extremely difficult to accomplish in the developing world, and require
intensive attention to risk mitigation.
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Economic Feasibility

Overview

Purpose
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Debt Service
Working Capital
Assumptions

Ratios

Valuation

§10.01 PURPCSE

The project sponsor must produce and analyze the financial information
necessary to decide whether the proposed project isviable. Thisinformation
will be needed by those financial institutions and equity investors consider-
ing participation in the project, for the purpose of determining whether tolend
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 isviable.'

|

For an excellent discussion and andysisof vauation of project equity invest-
ments, see Benjamin C. Egy,"Improved Techniquesfor Vauing Large-ScdePrgjeds'
5J. Project Finance 9 (Spring 1999). See aso, J OHND. 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 analysisof the project isthe antici-
pated cost of constructing the project. The construction budget is the estimate
of these costs, including devel opment 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 I DC —interest during construction).

510.03 OPERATING BUDGET

Similarly,the operating budget is an estimate of the costs necessary to oper-
atethe project. Thesecostsinclude managementfees, 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.
Thesecostsincludeinterest, feesand other amounts payable tothe lender. The
amortization of principal is aso anayzed.

The economic analysiswill provide a general summary of the expected
debt terms, including principal amount, fees, interest rate, drawdown sched-
ule of loansduring construction and the amortization schedule.

$10.05 WORKING CAPITAL

A project financing isbased on the ability of the projectto 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 fundsto pay for the product or serviceistypical. Consequently, the
project economic feasibility study will need to reflect aworkingcapital avail-
ability to providefundsto the project until revenues are generated, and dur-
ing periods of low cash flow.

$10.06 ASSUMPTIONS

The economic analysisis dependent upon theassumptions madein thefinan-
cia projections. Increasesin interest rates, inflation, foreign exchange rates,
pricesfor fuel and raw materials,and commodity pricesfor raw materias, are
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among the variables about which assumptions are made in the economic
projections. Neither certainty nor guesswork isthe criterion; rather, assump-
tions must be based on credible predictions, historical trends and reasonable
future expectations.

Financial assumptionsare 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, collarsand floors.

Similarly, the amortization schedule for the project debt can be adjusted
by structuring theloan agreements to shorten or lengthen theterm of thedebt,
or for interest rates to change, based on commodity pricing, inflation, prices
for the goods produced at the project or similar factors. Thistechnique allows
for simultaneous adjustments in reserve funding requirements based on these
changes.

410.07 RATIOS

The economic analysistypically setsforth the results of financial calculations
designed to predict the ability of the project to service the debt and generate
equity returnson the capital invested. Theseinclude debt servicecoverageratios
and return on investment. Aswith ailmost every aspect of thefinancial 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 vauation of the project finance investment isimportant in an anaysisof a
project. The standard val uation techniques are either to discount freecash flows,
using the weighted average cost of capital and subtracting debt, or by dis-
counting equity cash flowsusing the cost of equity.2 Recently, thesetechniques
have been challenged as producing incorrect results unless adjustments are
made for the changing effectsof debt leverage.’

2 SeeBenjamin C. Esty, Improved Techniques for Valuing Large-Scale Projects,
supra note 1.

¥ Seeid.,pp. 13-22.
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$11.01 GROWI'HOF ENVIRONMENTAL REGULATION

[1]  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 effectson a project and its sponsors.?

Environmental laws and regulations have applicability beyond the proj-
ectitself. They can also apply to the products produced by the project and the
waste and other byproducts generated.

[2] HostCountry. Local,state and central governments areincreas-
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 asthe African Devel opment
Bank, the Asian Development Bank, and the Inter-American Development
Bank, consider protection of the environment a necessary component of
their activities. Asa result, many governments and multilateral and bilateral
institutions requirethat the effect of a project on the environment be consid-
ered and approved before construction beginsor money islent to the project.
Even where such advance consideration is not required, project sponsorsmust
consider the potential risk that environmental lawsand regulations might
develop in the future with retroactive effect.

[4] International Treaties. Sometimesinternational treatiesimpose
environmental regulation. For example, The North American Free Trade
Agreement isaccompanied by an environmental side agreement.3 Of particu-

See Edward D. McCutcheon, Think Globally, (En)act Locally: Premoting Effective
National Environmental Regulatory Infrastructurein Developing Nations, 31 CORNELL
INT'L L.J.395 (1998).

2 Seegenerally, JanisL. Kirkland, Nancy G. Smms & Turner T. Smith, Jr., An
International Perspective on Environmental Liability, in 1 ENvIRONMENTAL DispuTe HAND-
Book: LiaBILITY AND CLaivs (DavidA. Carpenter et al., eds 1991); THomAS M. MacMa-
HON J. ANDREW SCHLICKMAN & NTCOLINE VAN RIEL, INTERNATIONAL BEMVRONIVIBENTAL LAW
AND REGULATION (1991).

*  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 Statesof America, the Government of Canada,
and the Government of the United Mexican States, 1993.
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lar interest is a provisionin the side agreement that allows nongovernmental
entitiesto initiate procedures before the North American Commission for
Environmental Cooperation for nonenforcement of national law.

[5] HomeCountry. Lawsand regulations of the project sponsor's
home country could affect the project sponsor asawhole evenwherethe proj-
ect is not in the home country. In that regard, the potential for extraterrito-
rial applicability of the environmental lawsof a project sponsor's homecountry
should be considered.4 Similar applicability has been afforded securitieslaws
and antitrust lavsin the United States. For example, U.S securitieslaw requires
consideration of contingent environmental liabilitiesincurred abroad.

§11.02 ENVIRONMENTAL IMPACT F PROJECT

At the very early stages of aproject's feasihility, 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 isdescribed, environmental impacts noted, mit-
igation plans developed and agencieswith jurisdiction over the project iden-
tified. It becomesthe basisfor the environmental andysis.

Information and analysisincludedin the report or environmental impact
statement varies with the type of project and governmental requirements.
Thetypesof information that may be required (and should be considered by
the project sponsor even if not required) are summarized in the following
discussion.

[1] Site. A description of the project siteisathreshold factor in an
environmental analysisaof aproject. Theimportant el ementsfor andyssinclude:
topography; soil type; contemplated topographical changes, such asfillingor
grading; possibilitiesof erosion or subsidencefrom construction or operation;
and the site plan.

(2]  Air. Of coursg, air emissionsduring construction, start-up and
operation should be considered in environmental planning. The environ-
mental analysisalso includesthe processesfor controlling air emissions.

[3] Water. Thewater needs of the project might affect the environ-
ment. Thus, the analysis applied must include the availability of groundwa-

4 See 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.

[4] Plantand Animal Habitats. The effect of the project construc-
tion or operation on the plant and animal ecology must be considered. This
isof particular concern if the project could affectendangered plant or animal
Species.

[5] Health Hazards. Potential health hazardsrelated to construction
or operation of the project are of increasingly important significancein envi-
ronmental analysis. Thisis primarily because of conflicting medical and sci-
entific data about the health effectson humansaf suchthingsasair emissions,
electromagnetic fieldsand other potential health hazards. The health hazard
risk also concernsobvioushazards, such as explosion, chemical and hazardous
material storage and spills.

[6) Noise. If theprojectisnear apopulated area, noisemay beacon-
cern. Any necessary noise abatement techniques, including management of
noiselevelsduring so-called™ quiet times" (generally 6:00 p.m. to 7:00 am.),
should be described in the environmental report.

[7] Aesthetics. Whilenot entirely an areaof environmental protec-
tion, the aesthetics of project design are sometimes regulated by govern-
ments, or are a necessary component to avoid public opposition.

(8] Historicand Cultural Significance. Similarly, if the project is
near a culturaly or historicallyimportant site, the effects of the project on it
should be considered. Minimization techniquesshould similarly be analyzed.

[9] Transportation, Public Servicesand Utilities. Anadysisof the
effect of the project on existing transportation, public service and utilities,
and the potential for increased services, is aso needed. To the extent addi-
tional transportation systemsor roads, public services, such as fire control
facilitiesor utilities are needed, the effect of the addition of these should
aso be analyzed.

[10] [IndigenousPeople. If the project will require the relocation of
indigenous peopl e, this must be analyzed as part of the environmental analy-
sis. Factorsthat should beconsideredincludethetimingand cost of relocation
programs, and whether acceptableareasfor relocation exist.
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ol1® PERM TS

Theenvironmental feasibility report, and, if required, the environmental impact
statement, will include identification of al governmental permits necessary
to construct and operate the project. Failureto obtain a necessary permit can
result in finesand penalties, both civil and criminal. However, the most dam-
aging outcome of thefailureto obtain or maintain a permit isthe prospect of
aprohibition of construction or operation until approval isobtained. 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.
Examplesof permitsthat could apply include permitsfor air emissions, waste-
water discharges, ash disposal, hazardous waste disposal, and landfill con-
struction and operation.

S11(4 PUBLI CCPPCSI TI ON

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 devel opment and construction), require-
mentsfor greater public participationin the project permit review stage, increased
capital or operating coststo 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 thelocal 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 thefollowing: build-
ing abase 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 facilitiesand similar infrastructure
improvements; selection of a site that is less susceptible to opposition, even
if more expensive; a careful approach to securing permitsand approvalsthat
cannot be effectively challenged or revoked; and maximizing environmental
protections.



International Project Finance

$11.05 WORLD BANK ENVIRONMENTAL STANDARDS

Multilateral institutions are unigquely situated to put considerable pressureon
project sponsorsto control the environmental effectsof aproject.’ Thiscan 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 | nvestment Corporation also apply the
environmental standards of the World Bank to their activities. Many bilateral
lending institutions, such asthe 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 publishedin 1988. In genera, these guidelines are outdated and not
protective of environmental goalsin most developing countries.

TheWorld Bank isin the process of issuing new environmental standards.'
It is expected that these new standards will someday be applicableto al proj-
ects in which the bank isinvolved.

The new guidelines provide two types of environmental standards. per-
formance standards, applicableby industry type, and generic standardsfor spe-
cific pollutants and control technologies. In general, the new guidelines are
more stringent than the former standards.

Other Ienders should consider including acovenant in the loan docu-
mentation requiring the borrower to comply with the relevant World Bank
Environmental Guidelinesto mitigate the risk that the project will be operated
in an environmental ly damaging manner with potential adverse consequences
for thelenders. I n the absence of host country environmental laws, these
standards may provide alevel of protection that would not otherwise exist.

$11.06 ENVIRONMENTAL DAMAGEAND AUDITS

It isimportant to understand as much as possible about the site on which the
project will be constructed. The prior useof the project site must be thoroughly

5 See Homer Sun, Controlling the Environmental Consequences of Power
Development in the People's Republic of China, 17 Mich. J. INTL L. 1015 (1996).

¢  TheWorld Bank considersenvironmental factorsin itslending decisions
through such mechanismsas Operational Directive 4.01. See R.J.A. Goodland, The
World Bank Environmental Assessment Policy, 14 HasTiNGs INT'L & Comp. L. REv. 811
(1991).

”  TheWorld Bank Environment Department, Industrial Pollution Prevention
and Abatement Handbook, Preliminary Verson (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. Thisis particularly important where the
site was used previously for military or industrial purposes in countries with
minimal environmental protection lawsand in former socialist countries where
achievement of production goalssurpassed 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 asite isresponsiblefor the envi-
ronmental cleanup of asite, evenif the environmental conditions preceded the
ownership or operation activities at the site.

The processof examining asitefor environmental hazardsiscalled an envi-
ronmental audit. The audit is generally a two-phase process. The first phase
involvesan examination of the previous usesof the site and visual inspections.
A report isthen prepared and any additional environmental testing or exami-
nation is recommended. The second phase implements that recommendation,
and includes such thingsassoil borings and testing, ground water monitoring
wells, waste storage analysis, chemical testing and cleanup recommendations.

The possible exposure of alender toliability under environmental laws as
aresult of its association with the project site isan important element of
environmental analysis. Of particular interest to the lender will bewhether the
applicablelaw imposesliabilityon the lender if i t foreclosesand thereby becomes
the owner of the project.

$11.07 FUTURE ENVIRONMENTAL REGULATION

Developing countries sometimes lack the type of environmental laws com-
monplaceintheindustrialized world. Whether these countries will enact more
stringent environmental protections, at the insistence of its population or
through World Bank regquirements, 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 coststo satisfy morestrin-
gent environmental controls. Also, in negotiation of project contracts, the
risk allocation for changes in governmental environmental laws and regula-
tionsshould be an item clearly resolved in the documentation.
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[2] Contract Damages
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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 therisk allocation and other
contract terms.

Itisnot an overstatement to write that every term of a project finance doc-
ument issignificant for the project participants. Examplesof important proj-
ect finance provisions are:

restrictions on the use or sale of any project asset;
+ restrictionson the right to receive or use project cash flows;
+ grantsof security interests or similar collateral security rightsto any
party other than the project lender;
short cure periodsfor defaults or restrictions on automatic termina-
tionswithout any cure periods;
= force majeure provisions; and
+ transferability of project documents following aforeclosure.

The following chapters in this part of the book contain summaries of
the significant documentsin a project financing. While the documents might
seemto be abit overdone, do not betoo confused or disheartened. One author
commented:

"Whilethe attainment of .. . [ proj ectfinance] objectivesleadsto flightsof
legd ingenuity which one might think could be put to better purpose, it
neverthel essexplains the background which appliesin certain casesto
someof theidiosyncratic contracts [usedin a project financing]. . . ."!

$12.02 TRANSNATIONAL CONTRACTING

Almost every country on the globe respects the right of private partiesto
bind themselvesin awritten contract. However, it isamistake to conclude that
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the rules governing contract formation, enforcement and interpretation are
identical throughout the world.

[1] GoverningLawn. Thefirst question that must be answered, of
course, iswhat law will govern the contract. In many contracts, achoice of New
York or English law is preferableto the parties, since both jurisdictions have
well-devel oped commercial law. Whether acourt will enforce such adesigna-
tion must be addressed by the parties.?Otherwise, the partiesmight not receive
the benefitsof the deal negotiated.

In some countries, laws prohibit sel ection of any governinglaw other than
thelocal law. These are typicaly justified on public policy or national pride
grounds. In such situations, lenders might require that specific exemptions
be obtained, if possible, to provide sufficientcomfort to the lender.

It isimportant that the parties resist the immediate temptation to have
New York or England law govern a contract. Thorough analysis, in which
local lawyer adviceissolicited, may lead the partiesto select thelaw of another
country. Thisis particularly true wherethe law of the host country provides
an enforcement advantage.

[2] Forum. Equdly important istheselection of the method by which
disputeswill be resolved and where those disputeswill be resolved. These pro-
visonsmust make clear the parties intent. Amongthe considerationsto address
iswhether theforum selectedfor disputeresol utionis mandatory or merely per-
missve; whether al or only selected disputesare to be resolved in the selected
forum; and whether the forum selection appliesto disputes other than con-
tractual disputes, such astort claimsor causes of action based in astatute.’

[8] Contract Formation. The requirementsfor contract formation
vary from country to country. The partiesmust carefully follow the loca require-
ments. These requirements, on a conti nuum, rangefrom theinformality of no
writing requirement to the strict formality of contract stamps and govern-
mental approvals.

[4] Contract Structureand Validity. Whilemany international con-
tracts look identical, local laws determine the elements necessary to ensure
validity. Care should be taken to providetime for local lawyer review of the
contract beforeit is executed by the parties.

?  Seegenerally,SkADDEN, ArPS, S ATE,MEAGHER & FLoM, PROJECT FINANCE: SELECTED
Issuks IN CHOICE oF Law (1996);see also, European Communities Convention on the
Law Applicableto Contractua Obligations (1980).

? See generally, Gary Bom & David Westin, INTERNATIONAL CVIL LITIGATIONIN
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 countriesimposesimilar procedural and substantivesafe-
guards and formalitiesfor contracts.

(6] Enforceability of Risk Allocation and Remedies. One com-
mon mistake made by negotiating teamsin the transnational project finance
arenaisin the area of risk allocation and remedies. A remedy for breach of a
contract, such asthe payment of liquidated damagesby the contractor because
of adelay in project completion, may not be as enforceablein other countries
asit isin the U.S Also, some contracting parties, such as host governments,
may not be constitutionally permitted to assume responsibilityfor certain risks.
Consequently, the review of these provisionsby local lawyersisessential.

[7]1 Currencylssues. Currencyissuesarediscussedin detall in chapter 3.

(8] GovernmentAction. Government regulation and control of a
project present unpredictable risksto project participants. Thisis particu-
larly true in developing countries and in the emerging marketsof the former
Soviet block. This risk, often included in aforce majeure clause, should not
be overlooked.

[9] Term. Theterm of acontractissometimesgoverned by local law.
Both the term and termination provisionsmay present local law considerations
for the participants.

[10] Language. Lastly,the partiesshould 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 languageexigts. Althoughit may be
necessary or helpful for trandationsof thecontract to exist, it isimportant that
only one language be selected to control contract interpretation. This will avoid
the disputes in contract interpretation that would otherwiseexist in a multi-
language contract.

§12.03 DOCUMENT TYPES

Thefollowingdocument list isan exampleof the typesof documentsthat may
be necessary in a nonrecourse or limited recourseproject financing:
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organizational documents, such as a partnership agreement, joint
venture agreement and shareholders agreement;

agreementswith the host country government, such as a concessions
agreement, governmental license, sovereign guarantee and imple-
mentation agreement;

redl property agreements,such astitle documentati on, leases, easements,
and construction lay-down rights;

construction documents, such as a construction contract;

technol ogy documents, such as alicense agreement;

operation and maintenance documents, such asan operating agreement
and spare parts supply agreement;

+ fuel supply documents, such asafuel supply agreement;

- utility documents, such as electricity, oil, gas and water agreements,
off-take revenue agreements, such as production sale agreements, energy
sale agreements, and the like;
transportation documents, such as equipment or fuel transportation
agreements; and
financing documents, such asloan agreements, intercreditoragreements,
and collateral security agreements.

512.04 AMENDMENTS MODIFICATIONSAND SUPPLEMENTS

If the project documentsare unacceptablefor usein aproject financing, requir-
ing amendments before lending any funds to the project company iscom-
mon for lenders. Thus, besides negotiating documentsthat protect theinterests
of the project sponsors, they must also negotiate the documents in away that
will satisfy the requirements of the lending community.

Thisis achalenge, 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 provisionsthat the project spon-
sors know the lenderswill ultimately insist upon. After alender is selected,
the sponsor can ask that the contract be amended to facilitate financing. In
other situations, however, the most prudent courseisfor the project sponsor
clearlyto articulate the" market" requirementsof thefinancial community and
resolve the hard issues before executing the document.

§12.05 NONRECOURSE PROVISION

[1]  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 assetsfrom most difficultiesin any
particular project.

[2]  SampleProvisions. A typical nonrecourse project finance loan
provision providesthat no recourseisavail ableagainst the sponsor or any affil-
iatefor liability to thelender in connection with any breach or default, except
to reach project collateral. The lender, therefore, reliessolely on the project col-
lateral in enforcingits rightsand obligations.

The nonrecourse nature of the debt in a project financing need not extend
throughout the term of the financing. Asdiscussed in chapter 1, for example,
a project financing may be structured to provide recourse liability to the
project sponsor during alimited period of the project development.

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

Nonrecourse. The [Owner —actua 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) precludethe [Lender]or any holder of the Notesfrom exercising
any right or enforcing any remedy under this Agreement, or the Note,
whether upon an Event of Default or otherwise, under thisAgreement, the
Note, or any other Collateral hereunder or furnishedassecurity for any of
the indebtednessevidenced by the Note, or (ii) limit the [Owner's] liabil-
ity hereunder in respect of any damagessuffered by the Lender asa 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 aso 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 thisAgreement shal be madeonly againgt,
and shall be limited to the assets of, the [Project Company], and no judg-
ment, order or execution entered in any suit, action or proceedingthereon
shdll 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 affiliateor any incorporator,sharehol der,
officeror director of any thereof for any purposedf obtaining satisfaction
of any payment of any amount arising or owing under this Agreement.
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§12.06 COOPERATION WITH FINANCING

[1] Introduction. Asdiscussed above, in addition to protecting the
interests of the project sponsors, project documents must also be negotiated
in away that will satisfy the requirementsof thelending community. However,
in most deals thelenders are not selected before contract finalization.

One approach to thisdilemmaisto include a so-called "' financial coop-
eration” clausein the project contracts. Thisprovision allowsthe partiesto exe-
cutethe project contracts, yet agreeto cooperate with the reasonable demands
of a project lender that it imposesas conditionsto financial closing. An example
follows.

(2] SampleProvision.

Cooperation for Project Financing. [Contracting Party] acknowledges that

the [ProjectCompany] wantsto usethe nonrecourse project finance finan-

cid structure for the financing of the project, and further acknowledges
that it understands the typesof requirementsimposed by project finance
lenders on the underlying project contracts, such as this Agreement.

(Contracting Party} agreesto cooperatewith [ProjectCompany] in the nego-

tiation and execution of reasonable amendments or additions to this
Agreement required by Lender as acondition to financial dosing for the
project debt, provided such amendment or addition does not result in a
materia adversechangeto [ContractingParty's] rightsand obligationshere-
under. [ContractingParty] further agreesto providesuch data, reports, cer-

tificationsand other documentsor assistanceas may be reasonably requested
by Lender, provided such assistance does not result in amateria adverse
changeto [ContractingParty's] rightsand obligationshereunder.

§12.07 TERM

The term of most contractsused in a project financing is at least equal to the
length of the underlying project debt. Thisis not universally the case, however.
Construction contracts are of a brief term. Some supply contracts for inputs
readily available at a reasonabl e price haveshort terms. However, most impor-
tant project contracts that can affect the project's feasibility must extend for
the term of thefinancing.

It isgenerally prudent for project finance contracts to extend beyond the
stated maturity date of thedebt. If unexpected delaysoccur in a project, or if
the project debt requiresafinancial workout, the lenders will need additional
time beyond the stated debt maturity date to resolvethe problem.

Interestingly, contracts can have aterm that istoo long. Contractswith
the host government, for example, should probably not extend beyond a rea-
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sonable period of twenty-fiveto thirty years. Terms beyond that may provide
an attractive target for successor governmentsto complain that they should
havethe right to change the transaction.

512.08 COMPLETION

[1]  Introduction. Anotherconceptthat gppliesin avariety of project con-
tractsisproject completion. It issometimesa so caled commercid operations.

The occurrence of completion can haveatriggering effect throughout the
collectionof contracts used in aproiect financing. Under the construction con-
tract, completion determinesif and when thecontractor isliablefor liquidated
damages arising from construction delays or performance guarantees. Under
the operating agreement, it determinesthedate the operator beginsits respon-
sibilitiesfor project operation. Maost supply obligations under input agree-
ments, and purchase obligationsunder off-take agreements, typically begin on
completion, aswdll.

The debt documents also begin and end key obligationsand rights based
on the concept of completion. For example, interest rates and |oan amorti za-
tion are affected by completion, with interest rates sometimes decreasingon
that date to reflect atermination of construction risk (with the associated
risk premium to thelender for taking that risk) and commencement of loan
repayment. Completion is usualy the loan repayment date for construction
loan providers, and the loan drawdown date for term financing.

Equity commitment obligationssometimesmature on thisdate. Thiscom-
mitment can arise from the obligation to invest equity as originally contem-
platedin thesourcesand usesof fundsfor the project, or to contributeadditional
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
hasoccurred and the contingent liability terminated.

The occurrence of completion sometimestriggers multilateral and bilat-
eral involvement in aproject. For example, US Export-Import Bank does
not currently provide funds for construction financing of projects, instead
awaiting completion to participate asa lender.

Becauseof theimportanceof the compl etion concept throughout the proj-
ect documents, it isimportant that the definition of completion be thoroughly
considered and used consistently in project documentation.

[2] SampleProvision.

"Completion” shal mean the satisfaction of each of the following con-
ditions: (a) the Project shal have been completedin accordancewith
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the design specificationsof the [ConstructionContract] (b) the [Contractor]
shdl have completed dl Start-up and Testing (assuch terms are defined
in the [ConstructionContract]) fc) thetermsof the Performance Guarantee
(as so defined) shall have been fully satisfied by either successful com-

pletion of the Performance Tes (as so defined) or the payment of all

liquidated damages required under the [Construction Contract],(d) the
Interconnection Fecilities(as 0 defined) shall havebeen compl eted, tested
and approved by the [Output Purchaser] as required by the [Output
Agreement] and the [OutputPurchaser] shall confirm its abligation to
commence purchases, (e} dl permitsand other governmental approvals
necessary to begin operationsshall have been obtained, and shal bevalid,

bindingand in full forceand effect; (f) all construction cogsof the Project
shall have been paid or the [ProjectCompany] shall have made provision
therefor; (g) each of [listprojectcontracts] shall bein full forceand effect,

and there shall exist no default or event of default thereunder (whether
with notice or the passage of timeor both);and (h) [insert referencesto
other project contracts that require completion to occur before obligations
commence].

Drafting Note: Clauses(a) through (d) aretypically used inaconstruction
contract; clauses (a) through (h) are found commonly in aloan agreement.

512.09 COMEHELL OR HIGH WATER

Under a take-or-pay contract, the purchaser (off-taker) hasan unconditional
obligation to pay the contract amount even if no good or serviceis provided
or producible by the project company. In projectsthat are based on take-or-
pay contracts, a'hell or high water" clause isincluded. This provision makes
clear that the off-taker hasthe absol ute obligation to pay, and the project com-
pany hasthe absol ute right to receive, the required payment, irrespective of any
defense, counterclaim, set-off, frustration of purpose, or any other right or
excuse availableto 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, thelesson of such clausesis
important. Theentities contracting with the project company will havealegion
of excusesfor why they should bereleased from liahilityif the contract i sbreached.
While project participantswill not agreeto waive al of these rightsand excuses
to performance, it is possibleto limit them. To the extent possible, the project
company's obligationsshould belimited in every project contract, thereby lim-
iting availableexcusesfor non-performance by the other parties.
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§12.10 FORCE MAJEURE

The force majeure provision in a project contract must also be carefully con-
sidered. Inconsistent force majeure provisionsamong 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 aforce 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 aspecified date with no extension permitted for
aforce majeure, the project company would be unableto comply with thesales
agreement because the project would not be completed in time. The result
could be aterminated 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 aso-called "' res-
urrection™ clause, in which the contractor agreeswith the developer that where
force majeure inconsistencies exist between contracts, the contractor will not
receive relief greater than the relief availableto the developer under other rel-
evant contracts. In the earlier example, the contractor could not have been
excused from performanceto the extent such excuse would haveresulted in a
project delay of such length that the off-take sales agreement would be termi-
nated. However, a less extensivedelay would be permissible.

In negotiating aforce majeure provision for any project contract, under-
standing thelocal circumstancesof contract performanceisimportant. | n short,
the parties must understandwhat is uncontrollable in that location. For exam-
ple, the nature of the construction trade in the United States allows contrac-
torsin aUnited States project, in most circumstances, to agree that a strike at
the construction site by the contractor's employeesor subcontractorsis not a
force mgjeure. However,acontractor may belesslikely to accept this risk when
it performs the contract i n another country.

A similar problem ariseswith the unforeseeability of other risks. The phrase
"unforeseeable weather conditions' for example may have a different defini-
tion in adifferent country. A particular type of adverseweather condition in
one country may be sufficiently predictable and regular in another country
toresult in theword unforeseeabl ebeing inapplicable. Thus, a contracting party
that routinely adds the phrase " unforeseeable weather conditions” to aforce
majeure clause used frequently in one country may find that the clausewill not
excuse it from performance in another country because the adverse weather
isforeseeable 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 disputesisacritical element in ensuringthat the force majeure
structureisrespected and enforced.

176
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Despite this careful planning, complete elimination of the risk of incon-
sistenciesin force majeure provisions may not be possible. Rather than rely
on contract provisions, project sponsors may need to seek alternate solu-
tions, such asstandby credit, dedication of reservefunds, employment of addi-
tional labor, and the like, to addressinconsistent provisions.

912.11 WHEN THINGS GO WRONG

[1] Generally. Intheend, project financings are dependent on con-
tracts. Assuch, they are governed by contract law. Contracts must be care-
fully reviewedt o determine whether the contract terms negotiated by the parties
are enforceable. For example, acommitment of one party to prepay the proj-
ect debt if it breaches a contract may not be enforceable as liquidated dam-
ages.If the partiesdesire that a particul ar contract be performed by a particular
party, thelawsof specific performance must be examined to determine whether
that can be enforced.

Thislegal obstacle course exists in every project financing. More often
than not, litigation brought to force a party to perform acontract is a disaster
for aproject financing. Why, then, bother discussing remediesand enforcement
at al?Itisfor two reasons. disincentives must be given in the contract to guard
against a breach, and potential remediesoften provide negotiating strength if
a problem does devel op.

[2] Contract Damages. Unlesstheamount of damagesisspecifically
provided for in the contract, the genera rule isthat a non-defaulting party is
compensated for the loss the defaulting party should have reasonably con-
templated (onthe contract date) its breach would create. This concept is
completely unworkablein the project finance context where abreach under an
important project contract could result in an avalanche of damages. Thereis
insufficient timeto await the decision of acourt or arbitral panel on such ques-
tionsasforeseeability of the damage and whether the non-defaulting party has
aduty to mitigate damages.

[3] Liquidated Damages. Thisiswhy liquidated damages are pre-
ferred in almost al 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 damagesin the United States:

Damagesfor breach by either party may beliquidatedin the agreement
but only at an amount which isreasonable in thelight of the anticipated
or actual harm caused by the breach, the difficultiesof proof of loss, and
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the inconvenience or non-feasibilityof otherwise obtaining an adequate
remedy. A term fixing unreasonablylargeliquidated damagesis void as
apenalty.t

Thus, liquidated damage provisionsin contracts governed by U.S. law should
not be considered beyond challenge.

Thelaw issimilar in the United Kingdom. If the damagesare a negotiated
estimate of loss, and not a penaty, these damageswill be enforced under English
law without the requirement to first prove theloss.

[4] SpeficPerformance. Itwould bemucheesierinaprojectfinance
transaction if the defaulting party would ssimply performaccordingto thecon-
tract. The remedy of specific performance is not awaysavailable, however,
becauseit isin thediscretion of thecourt. Asa practical matter, it isnot unusual
for the non-defaulting party to want to replacethe defaulting party initsproj-
ect role. Thus, specific performanceis not necessarily a panacea.

§12 12 | NTERNATI ONALI ZATI ONG- CONTRACTS

Internationalization is the recently-coinedterm to describe the techniquein
project finance contracts to placetheir interpretation and enforcementin the
international arena. It isa technique that helpsto avoid, or at least manage,
some of the political risk inherent in transnational projects. It is achieved by
pursuing thefollowing: choosing agoverninglaw other than thelaw of the host
country; choosing aforum for dispute resolution other than acourt 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 isafair ded —fair in terms, both real and perceived.
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$13.01 GENERALLY

Factsare important in any businesstransaction. In a project financing, how-
ever, an understanding of the detailsof 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, factsare traditionally memorialized in asection of the con-
tract called the representations and warranties section. It is here that the con-
tracting partiesin 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 rolein the project due diligence process.

[1]  Definition. Representations and warrantiesform the basis of
most every business transaction, including a project financing. A representa-
tion is astatement by a contracting party to another contracting party about
aparticular fact that iscorrect on the date when made. A representation ismade
about either a past or present fact, never afuturefact. Factsrequired to betrue
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. Asan oversimplification, awarranty isa duty
created in a contract; a representation induces a party to enter into a contract
and can exist even though novalid contract iscreated. A contractual warranty,
therefore, is a guarantee that a given fact will exist aswarranted at some
future date.

Historically, a breach of awarranty could be enforced as a breach of
contract; amisrepresentation could be enforced asatort. A breach of warranty
occurs when the contracting party failsto 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 wasfalse or the representation must have been madewith reckless
disregard for accuracy,? the contracting party must havebeen induced into the
contract by that fact, and damages must be proximately related to thefact mis-
represented.

I "Shedwayssays my lord, that facts are like cows If you look them in the
face hard enough they generally run away." DoroTHY Sayers, CLoubsorF WITNESS, ch. 4
(1926).

2

Under the MisrepresentationAdt liability exigseven if the representation wes
made with recklessdisregard for accuracy. Misrepresentation Act, 1967.
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Traditionally, the remedy for a breach of warranty is damages, although
the contract remainsbinding. In misrepresentati oncases, however, the remedy
may be damages, or rescissionand restitution.

Becausesome courts blur the distinction between the two, the practiceis
torequirethe contracting party to" represent and warrant the samefacts, and
to statethat the untruth of any representation or warranty is an event of default
under the contract. Whilethere are practical differencesbetween representa
tions and warranties, this approach smplifiesdrafting and negotiation.

[2] Purpose. The purposeof arepresentation in a project finance
contract isto set forth in the contract thefactual basisunder which each of the
contracting partiesis prepared to enter into the transaction. Each contracting
party can thereby set out the basis of the project financedeal in the represen-
tation section of the contract.

In someinstances, the representationswill contain the key elementsunder
whichaboard of directorsor bank credit committeehaveauthorized the trans-
action. In other instances, the representationsare 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 elementsof 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 intereststo build
the project, and that is not yet the case, it will likdly refuseto closeand advance
funds until the necessary interestsare obtained.

{3] Roleof Representations and Warrantiesin Project Finance.
Because project financingsare based on thefinancial meritsof aproject, includ-
ing those embodied in the project contracts, representations and warranties
are of particular importance. In fact, representation and warranty sectionsin
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 ingredientsexist. Thisis
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 sdles are eachimportant to the successaf the project, includ-
ing the ability of the project sponsor to servicedebt after operating costsare
paid. If one of the contracting parties does not, for example, have a signifi-
cant permit or asset, the project could experience ddaysin construction and
concomitant increased costs, and the contract will fail in itscredit support role.
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A properly drafted and negotiated representation and warranty section will
assist the participantsin verifying whether the contract provides the project
with the necessary credit support.

$13.02 MECHANICSOF REPRESENTATIONSAND WARRANTIES

[1]  Affirmingthe Basic Assumptions. Representations and war-
ranties in a project contract or project finance loan agreement serve the pur-
pose of affirming, in writing, thefacts 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 factsthat form
the foundation of credit approva by the project lender, and selection of the
contractor, operator and fuel supplier by the project sponsor.

Many representationsand warrantiesare common to dl agreements,includ-
inglegal status and authority to enter into the transaction. These are discussed
immediately below.

Legal Status. Thelegal status of the contracting party isimportant
because it determines the ability of the party to enter into the transaction,
and also because it governsfinancial liabilities. A contract entered intowith an
unincorporated* corporation™ affectsthe ability to enforce the contract against
apresumed set of assets. Similarly, alimited partnership, the limited partners
of which enjoy limited liability for partnership debts, isa very different con-
tracting party from ageneral partnership, the partnersof which havejoint and
several, unlimited liability. Thus, such facts asdueincorporation or organiza-
tion, continued existence, good tax standing, and qualification to do business
in foreign jurisdictions are each important.

Authorityto Enter into the Transaction. The ability of the contracting
party to enter into the transaction is similarly important. Among the consid-
erationsarewhether the party issubject 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 Receivedin Negotiation Process.  During nego-
tiation of thecontract, the representations and warranties are refined asthe con-
tracting parties disclosefactsthat may present potential problems. Typically,these
resultin changesto the representations and warranties, and may, of course, mod-
ify the structure, price or terms of the agreement, and the underlying project
itself.

It isimportant 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 agreeto except that per-
mit from the representation that the project company hasall permits. Instead,
thelender could modify the covenant section of theloan 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 beissued and
in effect by a definite date.

[3] DateRepresentationsandWarrantiesAreMade. Representations
and warrantiesaretypically madeon thedate the contract isexecuted. Some con-
tracts, especidlyloan agreements, providethat one contracting party isexcused
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
o representations and warranties by specificaly assigningthat risk to one of
the parties. If, for example, acontractor representsin aconstruction contract
that it has the personnel necessary to completea project, and the representa-
tion and warranty is not required to berestated 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 KnowledgeLimitationsin Representations and
Warranties. In the negatiation process, contracting parties will sometimes
desireto limit arepresentation and warranty by a materiality limitation or
knowledge limitation. With a materiality limitation, the contracting party
exceptsfrom the scope of the representation and warranty those factsthat are
immaterial in effect. With aknowledgelimitation, the contracting party lim-
itsthe statement to only thosefacts now known; if the fact later becomesknown
as untrue, and the party had no knowledge of the untruth, no breach of the
representationand warrantyoccurs. Thesignificancedf theselimitationsdepends
on thetransaction involved and the assumptionsmade by the contracting party
on which the transaction is based.

A materiality limitation issometimesregquested in situations whereacon-
tracting party representsand warrants that it isin 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 isin compliancewith al material laws, that itisin
material compliancewith al material laws, or that itisin compliancewith all
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lawsthefailure to comply with which would have a material adverseeffect on
its businessor operations.

Thedecision of theother contracting party to permit the materiality lim-
itation isdependent 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 someform of the materiality exception is typi-
caly 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 determineswhether
debt isrepaid, the materialitylimitation may be unacceptableto thelenderina
loan agreement. Thisis becausethe lender will prefer to determine whether a
breach of arepresentation ismateria at the timetheinaccuracy becomesknown.

Inaprojectfinance construction contract, however, it may be acceptable
to permit the contractor to includea materiality limitation. Thisis becausethe
contractor typically does businessin a number of governmental jurisdic-
tions, and it isprobablethat itisin violationof alav somewhereon some proj-
ect, but the consequencesof that violation are insignificant.

Similarly, the project finance lender may find amateriaity limitation unac-
ceptablewhen the project sponsor isasked to represent and warrant in theloan
agreementthat it isin compliancewith all major project contracts. Thelender,
relying on the terms and conditions contained in these contracts in its deci-
sion to makeloans to the project company, hasasignificant interest in deter-
mining whether any problems exist. Also, the project sponsor can obtain a
consent from each of the contracting partiesstatingthat no defaultsexist, which
makesit easier for the project company to then represent compliance to the
project lender.

A knowledgelimitation in a representation and warranty transforms the
representationand warranty from arisk alocation mechanism to an anti-fraud
provision. In effect, the limitation of the representation and warranty to the
knowledgeof the contracting party meansthat there can be no breach unless
the party knew thefact was untrue, and the other party can provethat the party
made the representation knowing of its fasty. The limitation may be accept-
ablein limited situations where the party is asked to represent afact that is,
in part, known only toathird party. An exampleistherepresentationthat there
is no threatened revocation of a permit by agovernment agency.

§13.03 VERIFICATION OF REPRESENTATIONSAND WARRANTIES

It isnot unusual for the contracting parties, particularly the project lender, to
verify the representati onsand warrantiesmade by the project company and the
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other project participants. Thedegree of this review depends on the sophisti-
cation of the parties, the nature of ongoing relationships between the con-
tracting parties, and the financia risk in the transaction.

Generdly, project financelenders conduct their own due diligenceinto
thefeasibility of the project, through such devicesasfeasibility studies by con-
sultants, requiring legal opinionsto verify the representationsand warranties,
and obtaining certificatesfrom officersof the project sponsor. Another impor-
tant due diligenceitem is the consent to assignment, obtained by the lender
from the project participants as part of the financial closing process. The
consent to assignment isdiscussed in chapter 26.

DOCUMENT DRAFTI NGEXAMPLES
$13.04 INTRODUCTIONTO SAMPLEPROVISIONS

Section .The [identityd party making representations and warranties)]
representsand warrantsto [identityof party to whom made] that:

The preambleto the representation and warranty section announces the
representationsand warranties made by one contracting party to another party.
It also servesto remind the drafter that representations and warranties, not
covenants. areto follow.

513.05 . FORMALITIESOF BUSINESSORGANIZATION

[11  Grerally. Amongthefirst representationsand warranties made
in any transaction isthe businessorgani zation representation, which concerns
the form of businessorganization 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
becauseof theimportance of identifyingand conductingadue diligencereview
of the partiesinvolved. For example, asdiscussed in chapter 15, in projectfinanc-
i ngthe contractor typically providescredit enhancementto the project through
liquidated damages and other payments. The specific business organization
of the contractor must beidentifiedso that financial due diligencecan be con-
ducted on the contractor to determine whether the requisitecreditworthiness
exists to support the financial obligationsit has undertaken.

Due Incorporation; Due Formation. Whether a corporation or part-
nership isduly incorporated or formed depends on the law of the jurisdic-
tion in which theentity isformed. If the requisites of law were complied with
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on the date of formation, the corporation issaid 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 havelost itsstatutory or contractual existence. Corporations
may bedissolved, itscertificateof incorporation may expireif it was not formed
with perpetual existence, or the jurisdiction of incorporation may revoke
corporate existence. Partnerships may cease existenceas 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 taxesand filings of annual
reports. Failureto do so may restrict the entity from certain statutorily granted
rights, such asaccessto the judicial system.

Power and Authority. A business entity has the power and authority
to conduct business if such rights are granted i n 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 hasthe power to perform the contract it hasexe-
cuted.

Due Qualification. Statutes governing businesses generally require a
foreign entity (an entity not formed in the jurisdiction) to qualify to do busi-
nessin that jurisdiction. Failure to qualify may temporarily restrict the
right of theentity to usethe judicial system of theforeign state, although the
right is often reinstated once back payments or filings are made. Some juris-
dictions, such asafew states in the United States, deny accessto the judicial
system even after curative steps are made, however, with respect to con-
tractsexecuted during theviolation. Becauseof theimportance of the under-
lying contractsin a project financing, the good standing of the project company
should be carefully analyzed to ensure that important project contracts can
be enforced.

{2] Corporation

Incorporation, Good Standing and Due Qualification of Corporation. The
[Corporation] is a corporation duly incorporated, validly existing and in
good standing under thelaws o [ Jurisdiction]has the corporate power
and authority toown its assets and to transact thebusinessin whichiit is
now engaged or proposed to be engaged; and isduly qualified to do busi-
nessin each jurisdictionin which the character of the propertiesowned
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]isageneral partnership duly formed and validly
existing under the laws of [Jurisdiction] has the partnership power and
authority to own itsassetsand to transact the businessin which it isnow
engaged or proyosed to be engaged;isduly qualifiedto do businessin 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 satrue and complete copy of such partnership agreement, and
there have been no other amendments or changes to such partnership
agreement.

[4] LimitedPartnership

Formation, Good Standing and Due Qualification of Limited Partnership.
The [Limited Partnership]isalimited partnership duly formed andvalidly
existing under thelawsof [Jurisdiction]has the partnership power and
authority to own its assets and to transact the businessin which it is now
engaged or proposed to beengaged; isduly qualifiedto do businessin each
jurisdiction in which the character of the properties owned by it therein
or in which the transaction of its business makessuch qualification nec-
essary; and the copy of thelimited partnership agreement attached hereto
as Exhibit i satrue and complete copy of such limited partnership
agreement, and there have been no other amendments or changes to
such limited partnership agreement.

[5] General Partnersof Limited Partnership

I ncorporation, Good Standing, and DueQualification d the General Partrers.
Each general partner of the [Limited Partnership] isa corporation duly
incorporated, validly existing and in good standing under the laws of
[Jurisdiction]hasthecorporate power and authority to own itsassetsand
to transact the businessin which it is now engaged or proposed to be
engaged; and isduly qualified to do businessin each jurisdictioninwhich
the character of the properties owned by it therein or in which the trans-
action of itsbusiness makessuch qualification necessary.

513.06 POWERAND AUTHCRI TY

[1] Introduction. The power and authority representation andwar-
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 consentsto the transaction by shareholders or partners have been
received, it hasthe ability to enter into the contract under its governing doc-
uments, and that all third parties, includinggovernmental agenciesand courts,
have provided necessary approval sand consentsto the transaction.

Authority to Enter intoand Perform Transaction. The contracting party's
governing documents, such asthe certificateof incorporation and bylaws of
acorporation, or partnership agreement of a partnership, may impose limi-
tations on certain transactions. For example, the certificate of incorporation
may reguire shareholder consent for certain guaranteesof athird party's debt
or other obligations.

Corporate or Partnership Approval. Similarly, the governingdocuments
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 alaw or regulation, or by a judicia order, or
may require a consent by a governmental agency or court. Also, the transac-
tion may cause the contracting party to bein violation of alaw or order, even
though the transaction itsdf is not aviolation.

The scope of this representation is not asfar reaching as the representa-
tion, typical in project fmancings, that the project sponsor or other contract-
ing party hasall permits necessary to construct or operate the project. That
representation is discussed below. Rather, this representationislimited to the
execution and delivery of one specific contract.

Breach of Existing Agreement. Thetransactionmay alsoviolatean exist-
ing agreement of the contracting party. Even though theviolation of an agree-
ment with another party is unrelated to the contemplated transaction, the
violation may result in adefault under that agreement, subjecting the con-
tracting party to damagesthat may havea negativeimpact on theability to con-
duct itsbusiness.

Creation of Liens. In someloan transactionsthe lender includesa pro-
vision that prohibits the borrower from grantingasecurity interestin its assets
to another party unlessthelender isasogivenasecurityinterest. If the proposed
contract includesa grant of security, this representation assistsin determining
whether such agrant creates a problem with the contracting party's lender.

[2] SampleProvision.

Power and Authority. The execution, delivery and performanceby the
[Contracting Party] of the [Contract] has been duly authorized by all
necessary [corporate/partnershipl action and does not and will not: (1)
require any further consent or approval o the [shareholders/pariners] of
such [cerporation/partnership]; (2) contravene such [corporation's/
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partnership's] [certificateof incorporation or bylaws/parinership agree-
ment/eertificate of limited partnership or limited partnership agreement];
(3) violateany provisionaof any law, rule, regulation,order, writ, judgment,
decree, determination, or award presently in effect having applicability
to the [ContractingParty];(4) cause the [ Contracting Party] 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-
tuteadefaultunder any indentureor loan or credit agreementor any other
agreement, lease or instrument to which the { Contracting Party] isa
party or by whichit or its propertiesmay bebound or affected; or (6) result
in, or require, the creation or imposition of any mortgage, deed of trust,
pledge lien, security interest,or other chargeor incumbrancecf any nature
upon or with respect to the properties now owned or hereafter acquired
by the [ContractingParty].

$1 3.07 LEGALLY ENFORCEABLEAGREEMENT

(1] Introduction. Therepresentation and warranty that the contract
islegally enforceable is not alegal opinion. Rather, the contracting party rep-
resents that the factual requisites of a contract are in place, and that there-
forethe contractislegally enforceable. Thus, thisrepresentation affirms that
acontract exists, the validity of the contract isnot in dispute, and that the
contracting party hasthe legal ability to enter into the transaction contem-
plated and understands that the contract isenforceable through arbitration or
the judicial system.

[2]  SampleProvision.

Legally Enforceable Agreement. Thisagreementisin full forceand effect and,
isalegd,valid,and binding obligation of the [ContractingParty],enforce-
ableagaingt the [ContractingParty] in accordancewith itsterms, except to
theextent that such enforcement may be limited by applicable bankruptcy,
insolvency,and other similar laws affecting creditor's rights generdly.

$13.08 FINANCIAL STATEMENTS PROJECTBUDGET AND
PROJECTIONS

[1]  Introduction. Thefinancial statement representation istypically
used in a project financing in the project credit agreement, and relatesto the
project construction budget, projectionsof revenue and expensesduring proj-
ect operation, and the balance sheet of the project company. Thetype of rep-
resentation required by the lender will vary depending upon whether the
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loan isfor aproject not yet under construction or whether the project isin
operation. If the project loan isfor construction, and the project company is
anewly-created entity, financial statements may be unavailable.

I n some cases, other project contracts use this representation to set forth
the creditworthiness of one of the project participants. Thisis particularly
important where a project participant providessome form of credit enhance-
ment for the financing, such as a contractor agreeing to pay liquidated dam-
ages under aconstruction contract. Becauseof the nonrecourse nature of project
finance debt, this financial information is significant to the lender. The value
of underlying contract obligations isdetermined by the balance sheet of the
party providing the support.

In some situations, financial information of project participantsisavail-
ablefrom governmental agenciesor publicdatabases. For example, inthe U.S,
a publicly-traded corporation will have financial information on filewith the
Securities and Exchange Commission, copies of which areavailableto the pub-
lic. In these situations, this representation is often not required.

[2] SampleProvisionfor Project FinanceCredit Agreement for New
Project. Thefinancial statement representationfor useina projectfinancecredit
agreement for a project not yet under construction typically includes provisions
relating to the project budget, project projections, and project ligbilities.

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 representationwill referencethe 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 reflectsthe
construction costsfor the project.

Projections. Similarly, the project finance lender must determine the
revenues that will be received by the project, aswell asthe project expenses
incurred in operation of the project. The representation will reference these
projections and state that the projectionsfairly represent anticipated rev-
enues and expenses.

Financial Information. (@) The project budget was prepared using rea-
sonable assumptionsof the type typicaly used in projectssimilar to this
project and the [ProjectCompany] is not aware of any presently existing
or threatened fact, condition or event that indicatesor 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 liabilitiesof the
[ ProjectCompany] fixed or contingent, which are not reflected in the proj-
ect budget.
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(b) The projectionswere prepared using reasonabl e assumptions of the
type typically used in projects similar to this project and the [ Project
Company] is not aware of any presently existingor threatened fact, con-
dition or event that indicatesor could reasonably be viewed asindicating
that the project will not be ableto be operatedin accordancewith the pro-
jections, and thereare no expensesof the [ ProjectCompany] fixed or con-
tingent, which are not reflected in the project budget.

(c) The [ProjectCompany] hasengaged in no businessother than the proj-
ect, and has no obligations or liabilities other than thoseincidental to its
organization,and thoseincurred in connection with the project or itsexe-
cution, delivery and performanceof this Agreement, al of which are set
forth in the projectionsand yroject budget. The [ ProjectCompany] issoldy
in the businessof acquiring,devel oping, constructing, financing, owning
and operating the yroject.

(d) There has been no material adverse changein the condition (finan-
cid or otherwise), business, or operationsof the [ProjectCompany] .

[3] M odification of Financial Statement Representationfor Existing
Project. If the project isin operation, the financial statement representa-
tion should be modified to reflect the availability of financial statements and
the deletion of the project budget.

Thefinancial statement representation should cover those statements upon
which the bank reliesin 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 thelast financial state-
ment and the closing is addressed in a' no material adverse change" clause,
which requiresthe borrower to represent that there hasbeen no material adverse
changeinitscondition, business or operationssincethedate of thelast finan-
cial statement.

Generally Accepted Accounting Principles. Theborrower isrequiredto
affirm that the financial statements were prepared in accordance with those
accounting standards generally accepted as standard accounting principlesin
the applicable country. Inthe U.S, theseare 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 Conditien. Theborrower isaso required
to represent that the financial statements fairly present its financial condi-
tion. Merely representing that the financial statementswere prepared in accor-
dancewith generally accepted accounting principles may not necessarily result
in afair presentation of financial condition.
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Financial Information. (a) The projectionswere prepared using reasonable
assumptionsof the type typically used in projectssimilar to this project
and the [Project Company] is not awareof any presently existing or threat-
ened fact, condition or event that indicatesor could reasonably be viewed
asindicating that the project will not be ableto beoperated in accordance
with the projections, and there are no expensesof the [ProjectCompany],
fixed or contingent, which are not reflectedin the project budget.

(b) The [Project Company] hasengagedin no businessother than the proj-
ect, and isengaged and only proposes to engage, solely in the business of
owning and operating the project.

(c) The balance sheet of the [Project Company] dated asat ,20 , 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 ,20 , of [Accountants]jndependent certified
public accountants, and the interim balancesheet of the [ProjectCompany]
asof ,20 and therelated statement of incomeand retained earnings
for the [x]-month period ended ,20 ,arecompleteand correct and fairly
present the financial condition of the [ProjectCompany] asat such dates
and the resultsof operationsof the [ProjectCompany] for the periodscov-
ered by such statements, al in accordancewith generally accepted account-
ing principles consistently applied, and since ,20 there has been no
material adverse changein the condition (financia or otherwise), busi-
ness, or operations of the [ProjectCompany].

[4] Financial Statement Representation for Centracting Party

Financial Information. The balance sheet of the [ContractingParty] dated

asat ,20 ,and the related statementsof income and retained earnings
for the financial year ended ,20 , and the accompanying footnotes,

together with the opinion thereon, dated ,20 , of [Accountants]jnde-

pendent certified public accountants, and theinterim balance sheet of the
[ContractingParty] asof ,20 and the related statement of income and

retained earnings for the [x]-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, al in accordance with

generally accepted accounting principlesconsistently applied, and since ,

20 there has been no material adverse change in the condition (finan-
cial or otherwise), business, or operations of the [ContractingParty].
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513.09 LITIGATION

(1]  Introduction. Thelitigation representation is particularly impor-
tant in aproject financing, sincethe existence of litigation could affect the proj-
ect construction schedule, causing delaysin project completion and increased
construction costs, and could also affect the long-term viability of the proj-
ect. Threatened litigation isalso typically included because the mere threat of
litigation may slow project development, or lead to an expensive settlement
negotiation process.

The representation also coverslitigation or proceedingsthat could affect
the borrower. Many project financings are based on a predictable regulatory
environment. Thus, the representation isrequired to ascertain whether any reg-
ulatory proceedings exist which, although not directly involving the project
company, may nonetheless affect it.

[2] Litigation RepresentationWhen No Litigation Exists.

Litigation. Thereis no pendingor threatened action or proceeding against
or affecting the [ContractingParty] [ifa partnership: or any general part-

ner] or any [Project Participant] beforeany court, governmental agency, or

arbitrator, which may, in any onecaseor in theaggregate, materidly adversely
affect the financial condition, operations, properties, or businessof the
[ Contracting Party] [if a partnership: or any general partner] or any [Project
Participant] or the ahility of the [ContractingParty] [if a partnership: or

any general partner] or any [Project Participant] to performitsobligation
under the [Project Documents] to which it isa party.

[3] Litigation Representation When Litigation Exists. Whileitis
unlikely that any pendingor 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
oristhreatened, or if alarge, diverse company isinvolved, some limitation on
the litigation representation may be requested.

Litigation. Thereis no pending or threatenedlitigationor proceedingagainst
or affecting the [ContractingParty] beforeany court, governmental agency,
or arbitrator which may, in any one case or in the aggregate, materialy
adversdy affect thefinancia condition, operations, properties, or business
of the [ Contracting Party] or theability of the [ContractingParty] to per-
form its obligations under this agreement.
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§13.10 JUDGVENTSAND ORDERS

[1]  Introduction. Even though there exists no litigation, the proj-
ect company may have completed litigation with an outstanding judgment that
limitsor prohibits participation in the project.

[2] SampleProvision.

No Defaults on Outstanding Judgmentsor Orders. The [Project Company]
has satisfied all judgments, and neither the [Project Company] nor any
[ProjectParticipant] isin default with repect 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, domesticor
foreign, provided that, solely asto any [Project Participant],such default
could haveamaterial and adverseeffect on such [ProjectParticipant’s] abil-
ity to performits obligationsunder any [ProjectDocument] towhich itis
a party. All [Project Participants] have satisfied al judgmentsand arein
compliancewith respect to al judgments,writs, injunctions, decrees, rules
or regulationsof 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 obligationsunder any [ProjectDocument].

$13.11 EXISTING AGREEMENTS

(1]  Introduction. In addition tolitigation, 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 asthe 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 significantin a proj-
ect financing where the project company entersinto a number of interrelated
agreements, any of which, if breached, could negatively affect the financing.

Also, other project participants, such asthecontractor or fuel supplier,
could be partiesto agreementsthat limit or prohibit the contemplated agree-
ment. These agreements, which form the basis of the project economics, could
similarly negatively affect the financing.

Findly, this representation assuresthat the project company is not in default
under any agreements. Thisis particularly useful in a project financing since

796
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the continuing effectiveness of project contracts on the dates of construction
loan draws isimportant.

[2] SampleProvision.

Other Agreements. Neither the [ProjectCompany] nor any [ProjectParticipant]

isa 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] restrictionwhich, if performed by all partiesthereto 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 [ProjectCompany],or on the ability of the [Project Company],or
could reasonably be expected to have a material adverseeffect on the abil-

ity of any [ProjectParticipant] tocarry out itsrespectiveobligations under
the [ProjectDocuments] towhichitisaparty. Neither the [Project Company]

nor any [Project Participant] isin 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 [ProjectCompany],any
agreement or instrument material toitsbusinesstowhichitisaparty and,

inthecaseof a[ Project Participant], where adefault under such agreement
or instrument could have a material adverse effect on such [Project
Participant]’s ability to performitsobligationsunder any [Project Document]

towhich itisaparty, or (ii) any [ProjectDocuments].

§13.12 FORCE MAJEURE

[1]  Introduction. "Forcemajeure”istheterm generally usedtorefer
toan event beyond thecontrol of aparty claimingthat the event hasoccurred,
including fire, flood, earthquakes, war, and strikes. Which party will bear the
risk isaways a subject of negotiation.

On occasion, the phrase'acts of God" is used in connection with alist-
ing of uncontrollable events. This phrase is probably best avoided. Nor isthe
addition of the phrase"act of God or of the public enemy" any more accept-
able. Itisoffensive to somecultures, and derogatory of some religious beliefs.

[2] SampleProvision.

Force Majeure. Neither the business nor the properties of the [Project
Company] or any of the [ProjectParticipants] areaffected 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 businessor propertiesor the
operation of the [Project Company] or materialy and adversely affecting
theability of any such [Project Participant] to performitsobligationsunder

any [Project Document] to which it isa party.
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513.13 ASSET OWNERSHIPAND LIENS

[1] Introduction. Theasset and lien representationistypically 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 devel opment, construction and operation of the project are owned by
the project company. Theabsence of an essential element of the project could
affect, at a minimum, the economic projectionsfor the project, and quite
possibly the overall success of the project.

[2] SampleProvision.

Ownership and Liens. The [Project Company/Contracting Party] has good
and marketable title to, or vaidleasehold interestsin, al of its properties
and assets, rea 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 propertiesand assetsowned by the [Project
Company/Contracting Party] and none of itsleaseholdinterestsissubject

to any mortgages,deedsaof trust, pledges, liens, security interests, and other
chargesor encumbrances, except such as are permitted herein.

$13.14 SUBSIDIARIESAND OWNERSHIPOFSECURITIES

[1] Introduction. Like the ownership and liens representation, this
representation istypically 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 __ setsforth acomplete
and accuratelist of al subsidiariesof the [Contracting Party],the juris-
dictionsof incorporation,and theownershipdf outstanding stock. All out-
standing stock of each such subsidiary hasbeen vdidly issued, isfully paid
and non-assessable,and isowned by the [ Contracting Party] freeand clear
of dl mortgages, deedsof trust, pledges, liens, security interests, and other
chargesor encumbrances.
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51315 OPERATION OF BUSINESS

[1]  Introduction. Becausea projectfinancingis sensitiveto undis-
closed and undiscovered risks, it isoften significant to determinethat the proj-
ect company and each important project supplier and off-take purchaser has
al necessary rightsto operate its business.

[2] SampleProvision.

Operation of Business. Other than governmental approvals, the [Contracting
Party] possessesall licenses, permits, franchi ses, 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 | Contracting Party] isnot in violation of any valid rights of oth-
erswith respect to any of the foregoing. Each of the [listmajor contract-
ingparties to each materialproject contract] possessesall licenses, permits,
franchises, patents, copyrights, trademarks and trade names, or rights
thereto to perform its duties under the documentsto which it is a party,
and such party isnot inviolation of any valid rightsof otherswith respect
to any of the foregoing.

513.16 PROJECT ASSETSAND NECESSARY ASSIGNMENTS

[1] Introduction. Sometimesimportant assetsand contract rights
that are essential to project success are not owned by the project company.
Beforefinancial closing, these assetsand contracts must be transferred to the
project company.

(2] SampleProvision.

Assignments. Any and al assignments, consentsand transfers of property
(real and personal), contracts, licenses, approvals, permits and interest
from [describeassignor] to the [Project Company] necessary for the con-
struction of the Project by the [ProjectCompany] arein full force and effect
and arelegd, valid and binding on [assignor]and do not requireany fur-
ther approval by any Person or any Governmental Approva to become
fullylegal, valid and binding agreements. There exist noliabilitiesor other
obligations which have not been disclosed in writing to the [Lender]
with respect to the purchase by the [Project Company] of al rights, title
and interest of [describeassignor] to the Project.
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§13.17 PROJECT CONTRACTS

(1] Introduction. Project finance lenders base credit appraisalson
the projected revenues and anticipated expensesfrom the operation of the facil-
ity. Consequently, theterms, obligationsand liabilitiesin each contract towhich
the project company is a party must be reviewed and examined. Any amend-
ments or modifications must also bedisclosed to and examined by thelender.
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 bein compliancewith all milestone obligations, which require
performance of specified obligations by negotiated dates.

[2] SampleProvision.

Project Contracts. All Project Contracts, are unmodified and in full force
and effect, there are no defaultsor events of default in any such Project
Contracts or materia breaches(if thereare no definitions for defaults or
events of defaults) under any such agreement, the [ProjectCompany] isin
compliancewith dl milestoneobligationsunder each such Project Contract,
and al conditionsto the effectivenessand continuing effectivenessof
eech Project Contract required to be satisfied have been satisfied.

§13.18 DEBT

(1]  Introduction. Project financelendersrely on the project's rev-
enue-producing contractsand 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] SampleProvision.

Debt. The only outstanding Debt of the [ContractingParty] is debt per-
mitted under the termsof this Agreement.

$13.19 TAXES

[1]  Introduction. Whether the project sponsor has complied with
applicable tax laws may be important to a decision whether to extend credit.
Exceptions are often alowed, however, if certain taxes are being contested in
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good faith and by proper proceedings and asto which adequate reserves have
been maintained.

[2] SampleProvision.

Taxes. The [Contracting Party] hasfiled dl 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,domesticor foreign)
required to befiled and has paid all taxes, assessments and governmen-
tal chargesand leviesthereon to be due, including interest and penalties
except such taxes,if any, asare being contestedin good faith and by proper
proceedings and as to which adequate reserves have been maintained.

§13.20 REGULATORYAND LEGAL STATUS

[1]  Introduction. A project financing isbased on predictable regu-
latory environments, which combine to produce dependable cash fl ow To the
extent this predictability isunavailable or the risks of dependability are allo-
cated unacceptably, credit enhancement is necessary to protect thelender from
external uncertainties, such as fuel supply, product market instability and
changes in law. Because the regulatory status of a project isan important
basisfor a project, the regulatory and legal statusrepresentation should be care-
fully drafted.

[2] SampleProvision.

Regulatory and Legal Status. (a) The Project is a [describeregulatory/legal
status] pursuant to [describestatute or regulation],and, assuch, the [Project
Company] is not subject to any lawsor regulationsrespecting [describereg-
ulatory regime that is inapplicable to the Project Company; for example:
the rates of public utilities or the financial and organizational activities d
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,commonweslth, state,
province, municipal, city, borough, village, county, district, department,
territory, commission, board, bureau, agency or instrumentality,or other
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governmenta authority, domestic or foreign, regulating [describeproject
purpose; for example: thegeneration, transmission or sale of electricity] under
which the [Lender]would bedeemed to be subject to regulation. [Exceptions
may be needed in the event the Lender becomesan operator of the project.]

513.21 PERMITS

[1] Introduction. Therisk that a project company does not have,
or might not obtain, permits necessary for the construction or operation of the
project is, of course, asignificant concern to all project participants. At thetime
of construction funding for a project, permits are classifiable into three cate-
gories: permitsalready obtained andin full forceand effect, which are not sub-
ject to appeal, further proceedings, or to any unsatisfied condition that may
resultin amaterial modification or revocation; permits that are routinely granted
on application and that would not normally be obtained before construction;
and permitsother than thosein full forceand effect and those routinely granted
on application. The last category of permitsis, of course, the relevant con-
cern for project participants. The application and approval processfor the
last category must be carefully examined to determinethe Likeihood 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
applicationsfor them.

(2] Sample Provision.

Governmental Approvals. (&) The Governmental Approvalsset forth in
Exhibit constitute all Governmental Approvalsrequired (a) for
design, construction, start-up, testing, and operation of the project, (b)
for the execution, delivery and performanceby [Project Company] of its
obligations, and theexercise of itsrights, under the [Loan Documents],(c)
for thegrant by the [ProjectCompany] of theliens created by the [ Security
Documents] and for thevdidity and enforceahility thereof and for theexer-
ciseby the [Lender] dof the remediesthereunder,and (d) for the transfer of
any such Governmental Approvalsto the entity responsiblefor obtaining
or maintaining such governmental approval.

{b} The Governmental Approvalslisted on Part 1 of Exhibit __ aredl the
Governmental Approva srequired under applicablelaw to commencecon-
struction of the project and dl such Governmental Approvals have been
duly given, made or obtained and are in full forceand effect, and such
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Governmental Approvasare not subject to any pending or threatened judi-
cial or administrative proceeding or appeal. None of such Governmental
Approvalscontains any terms, conditions or provisionswhich could rea-
sonably be expected to materially adversely affect or impair [Project
Company]’s ability to build the project in accordance with project speci-
fications set forth in the [ConstructionContract].

(c) The Governmental Approvalslisted 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 Approvalslisted on Part 3 of Exhibit __ have not
been obtained asof 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 [ProjectCompany].

(e) The Governmental Approvalslisted on Part 4 of Exhibit __ have not
been obtained as of the date hereof but are not required under applica-
blelaw at the present stage of the project.

(f) The Governmental Approvalslisted on Parts 2,3 and 4 of Exhibit __
are of anature 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 COMPLIANCEWITH LAWS

[1] Introduction. Compliancewith applicable lawsand regulations
of each government with jurisdiction over a project participant isan impor-
tant due diligenceitem.

[2] SampleProvison.

Compliance with Laws. The existing and planned use of the project com-
plieswith al Lega Requirements, including but not limited to environ-
mental laws, occupational safety and health, applicablezoning 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 Lega Requirements for such use have been satisfied, except where
the failure to comply with alaw, in any case or in the aggregate, could
not reasonably be expected to materially adversely affect the [ProjectSite],
the project or the ability of the [ Contracting Party] to perform under any
of thedocumentsto whichitisa party. No release, emission or discharge
into the environment of hazardous substances, or hazardouswaste, 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 itsintended form in excessof permitted levelsor reportable
quantities, or other permitted concentrations, standards or limitations
under theforegoinglawsor under any other federd, 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, domesticor foreign, laws, reg-
ulations or Governmental Approvalsin connection with the construction,
fuel supply, water discharge, power generation and transmission or waste
disposal, or any other project operations or processes.

"Lega 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.

§13.23 INFRASTRUCTURE

[1] Introduction. Sufficient infrastructure for the project, such as
roads, highways, railways, rail switching yards, piersand docks, must bein place
or planned at alevel that will likely result in completion. For example, to the
extent aroadtothe project siteisnot yet in existence, planningisnecessary for

financing and development of it.

204

[2] SampleProvision.

Infrastructure. All [identify necessary infrastructure: roads, access, highways,
railways, rail switching yards, piers, docks] necessary for the construction
and full operation of the project for itsintended purposeshaveeither been
completed or the necessary rights of way therefor have been acquired by
appropriategovernmental authoritiesor dedicatedto public useand accepted
or otherwise approved by said governmental authorities, and al 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 thedate 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] isa party or by
which it is bound.

$13.24 COMPLETION

[1]  Introduction. A delay in project completion may result in an
increase i n project construction costsand aconcomitant increasein debt serv-
ice costs. The delay may a soimpact the scheduled flow of project revenuesnec-
essary to cover debt service and operations and maintenance expenses. In
addition, adelay in project completion may result in damage payments payable
under, or termination of, project contracts, such asfuel 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 asignificant one. For a complete discus-
sion of thisterm, and it far reaching effects, see the discussion in chapter 12.

[2] SampleProvision.

Completion Date. The [ProjectCompany],after reasonableinvestigation,
estimatesthat the [Completion Date] will occur on or before [xx/xx/xxxx].

$13.25 COLLATERAL

[1]  Introduction. Theownership of any collateral given by the proj-
ect company or another contracting party to thelender to secure its perform-
ance must be examined to determine whether the necessary assurancesarein
placefor the enforceability of the collateral. Also, local law must be examined
to determine if the requisitefilings are appropriately made.

[2] SampleProvision.

Title; Security Documents. The [ProjectCompany] hasgood and marketable
titleto the [Real Estate],and hasgood title to the other [Collateral]which
existsas of the date of representation freeand clear of dl [Liens|other
than [Permitted Liens].The provisionsof the [SecurityDocuments] are
effectiveto create, in favor of the [Lender] valid and perfected first pri-
ority securityinterestsin and mortgagelienson such [Collateral] Al fil-
ings, recordings, registrations and other actionsnecessary or desirable to
perfect and protect such security interestsand mortgageliens have been
duly effected or taken.
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§13.26 FULL DISCLOSURE

[1] Introduction. A"catch-all" representation isoften useful to help
ensure that the contracting party has fully disclosed the details of its involve-
ment in the project.

[2] SampleProvision.

Full Disclosure. Nowritten information, exhibit or report furnished by the
[Project Company/ Contracting Party] tothe [Lender]relating to the proj-
ect in connection with the negotiation of this Agreement contained any
material misstatement of fact or omittedto state amaterial 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 reportsfurnished by such parties. No information, exhibit,
report, certificate, written statement or other document furnished by the
[ProjectCompany/Contracting Party] relatingtothe project, to the [Lender]
or to any appraiser or engineer submitting areport to the [Lender]orin
connection with the transactions contemplated by thisAgreement or the
design, construction, start-up, testing or operation of the project, con-
tained any untruestatement of amaterial fact or omitted to state a mate-
rial fact necessary to make the statements contained herein or therein
not misleading under the circumstancesin which they were made.

Thereisnofact or circumstance known to the [ ProjectCompany/Contracting
Party] which materialy adversely affectsor could reasonably be antici-
pated to materially adversely affect the properties, business, prospects or
financial or other condition of the [Project Company/Contracting Party]
or any [ProjectParticipant] or theability of the [Project Company/Contracting
Party] or any [ProjectParticipant] to complete and operate the project as
contemplated by the [Loan Documents] and project specificationsand to
perform its obligationshereunder as set forth in the [ConstructionContract]
or under the other [LoanDocuments] towhichit isa party.

$13.27 REPRESENTATIONSAND WARRANTIESMADEIN OTHER
PROJECTCONTRACTS

[1]1 Introduction. Itisoften useful toincludein an agreement, such
asaproject financecredit agreement, a representation and warranty that all the
representations and warranties madein theother project contracts by the proj-
ect company are true and correct asif fully set forth again in the agreement.
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[2]  SampleProvision.

Representations and Warranties in Other Project Contracts. [ProjectCompany]
hereby restates each of the representations and warranties made to the
respective partiesto 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 PRIORBUSNESSACTIVITY

[1]  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] SampleProvision.

No Prior BusinessActivity. [ProjectCompany] has not engagedin any mate-
rial businessactivitiesexcept in connection with the devel opment of the
project and in matters specificaly related thereto.

513.29 COMPLETE PROJECT

[1] Introduction. A representation is made that all elements of the
project arein place.

[2] SampleProvision.

Complete Project. The work to be performed, the servicesto be provided,
the materials to be supplied and the property rights to be granted pur-
suant to the [ProjectContracts] are dl of the rights and interests neces-
sary for thedevel opment, construction, start-up, operation and ownership
of the project.
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$14.01 INTRODUCTION

The host country for aproject isinvolved, knowingly or unwittingly, from
the start of project planning. Governmental involvement can takemany forms,
ranging from enactinglawsthat regul ate a project to ones that encourage sec-
tor reform, such asthrough private development, BOT structures or privati-
zation. In the operation stage of aproject, 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 asindustrial
projects, may involve government interest and cooperation, but often at aless
significant level. Even industrial projects sometimes attract governmental
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interest beyond job creation and tax revenue, such asin projectswhereagov-
ernment-controlled fuel company will supply project fuel.

Theinterest levd of the host governmentin a project will affect its abil-
ity and commitment to execute support agreementsfor the project, institute
sector reforms, such as privatization, and enact legis ation 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 projectsand encourageforeign
investment, are explained.

§14.02 BIDDING (TENDERING) PROCESSES

[1] Generally. A common way that host governmentssolicit pri-
vate sector involvementin new projects, or refurbishing of existingfacilities,
isthrough abidding (alsocalled" tendering"”) process. A bidding programisa
process undertaken by agovernment that alowsfor selection of a provider of
goodsor servicesin atransparent manner, based on the selection criteriafor-
mulated by the government, for the purpose of selecting alow-cost provider
best capableof project completion and operation. Theselection criteriacan be
asimple, market-based price. Or, it can make use of acomplicated formulathat
placesdifferingweight on such considerati onsas experience,financial strength,
non-financial resourcesand price.

Project sponsorsdo not dwaysl ook favorably on bidding processes.While
bidslimit renegotiation of contracts and help minimize public perceptionsof
corruption and of higher than necessary infrastructure costs, they resultin a
costly bid preparation and evaluation processand are otherwise time con-
suming. As explai ned bel ow as disadvantagesto bidding programs, these pro-
grams are not always successful in meeting the goalsof their proponents.

[2] Advantagesof BiddingPrograns. Publichbidding processeshave
severa advantagesfor host governments. A bid processincreasescompetition
among potential providersof the goods or services, minimizesthe 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-
anceto previously free or subsidized infrastructure that will now be provided
by the private sector.

I See generally, Yves Alhouy and Reca Boushg, " The Impect o IPPs in Deveoping
Countries—Out d the Criss and into the Future" PusLic PoLicy FOR THE PRIVATESEC-
TOR, WORLD BANK NoOTE No. 162 pp. 5-6 (Dec. 1998)(study concludesthat bidding
reduced private power prices by 25% on average, with Some exceptions).

212
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Perhaps the best advantageof a bidding program is the innovation that
it can encouragein the private sector. Capitalism breedsinnovation, particu-
larly as an outgrowth of competition. Entrepreneur risk-takingand 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 eschewscreativity?

[3] Disadvantagesof Bidding Programs. The competitivebidding
process can itself be thwarted, however, in away that paralyzesthese advan-
tages. First, nonmarket elementscan ariseto thwart the companiesselected for
pre-qualification of bidders. For example, technical qualifications might be
drafted to exclude potential bidders. These discriminatory provisionsmay be
accidental or founded in alack of knowledgeor experiencein the bid drafters.

Second, the successful bidder might underbid with the hope of later rene-
gotiating the price charged and the termsannouncedin thebid documents. This
approach can completely circumvent the competitiveadvantagesof a bid pro-
gram and open the government to charges of corruption and unfairness.

Third, the processcan beharmed by nonpublicopeningof bids. Thisalows
pre-negotiation sessionsin which successful bidders are asked for more con-
cessions or losing bidders are asked to lower the price bid. While this may
producealower price, transparency of selection ishampered, 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 processisfollowed. It isduring this processthat the government
determines who can submit abid.

This process usually begins with issuance of a Request for Qualifications
("RFQ™"),submitted to potential bidders. Typical qualifications considered
include experienceand performance in similar projects, experienceand per-
formancein the host country, financial creditworthiness, technical expertise,
technology type, and non-financial resources such as technical experience of
managerial, professional and technical staff. Any subcontractorsthat will be
used by the qualifying bidder should be similarly evaluated. In the aggregate,
the returned responsesto the RFQ constitute the qualificationsto bid on, and
if successful complete, the project.

The RFQ processlimits the number of bidders, thereby helping to per-
suade the remaining small pool of bidders to commit resourcesto preparing

z But,seeid. & pp. 6-7 ("competition doesnot ensurefinancid efficiency if gov-
ernment exchange rate guarantees make the codt of loans much grester than the pri-
vate 0ot 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 bidsat the
RFP stage, something bidders are tempted to do where there isa large group
of bidders and the chances of winning the bid are comparatively small.

Another advantage of the RFQ process isthe opportunity it provides to
thebid preparer for refinement of the bidding process. The number and qual-
ity of responsesto the RFQ can help determinewhether 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] BidDesignand Preparationof Bid Documents(the" RFP").

Generally. For abidding process to be successful from a competition
perspective, bids need to be identical on as many project features as possible,
including technol ogy selection. Whilein some casestransparency can beachieved
by limiting bid responsesto price, other bidding programswill 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-
riaand proceduresthat are astransparent as possible.

Also, the bidding process can be made more attractive to potential bid-
dersif thereissufficient timefor preparation of detailed bids, and if thereisa
clearly articulated procedure and timetable for bid eval uation and announce-
ment of the winning bid.

Other elementsof abid areasoimportant in bid design, including non-
project terms. These include risk allocation, particularly risks passedto the host
government; financial creditworthiness of the project company, including its
financial capability to accept the risksallocated toit; 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 workingwith 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, arange of numerical valuesiscre-
ated for characteristicsin each category. The bidder then scores itself based
on its response to each of the categories. Thisapproach provides almost com-
plete transparency in the selection process, although the scoring must still be
checkedto determineif the scoresassigned are correct. Other advantagesinclude
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the ability to process many bids efficiently and expediently, and the ability to
immediately eliminate inferior bids.

There aredisadvantagesto the self-scoringmoded . Thisapproach requires
that the bidding program be adequately designed to producethe correct win-
ning bid. Complicated projectsaredifficult to propose under thismodel because
the complexity often precludescreation of segregated categoriesthat can be
easly scored. Also, the self-scoringmodel does not compl etely eliminate use of
scoring manipulation, through fasification or other means, and some response
verification is needed.

Non-Sd f-Scoring.The non-self-scoring approach requires biddersto 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.

Advantagesof a non-self-scoring approach include the flexibility inher-
ent in thebid design. It alowsfor submissionof awide range of creativeand
innovative proposals,agod particularlyimportant where a project is proposed
for an immature industry or sector.

The most significant disadvantageis the potential lack of transparency
in the selection process. It can dsolead to inconsistent resultsin bid selection
over along bidding program. Also, this approach tends to be more time con-
suming than the self-scoring model becauseit takes alonger period of time
and resourcesto evaluate and score bids.

[6) Model Contracts. Itissometimesextremely helpful toincludein
the bid package prepared by the government and submitted for consideration
to the bidders copiesof the contracts the government is prepared to execute
with the project company. Thisisequally truein bidding programs prepared
for private sector projects. To the extent the bidders are unable to agreeto
any termsin these model agreements, comments should be solicited as part
of the bid, and the comments should be consideredin the bid evaluations.

[71  Bid Meetings and Bidder Questions. Questionsfrom bidderscan
arise in amost 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 alowingthe bid documentsto be the sole information source. They
aso can decideto answer all questions and provide copiesaof the answersto
all bidders.

Another alternative isfor the bid sponsorsto invite prospectivebidders
to abid meeting. At the meeting, further information can be presented about
the proposal, and questionscan be answered, givingall bidders an opportunity
to ask, and hear answersto, the questions.

Bid meetings have severa advantagesfor a proposed bidding program.
Theseinclude developingbidder interest in the project; creating an opportu-
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nity for the bid organizers to learn early about potential problemswith bid-
ding on the project; and an efficient, fair way to disseminateinformation about
the proposed project.

[8] Security. Itisoften prudentto havebidderssubmit security with
the bid response to ensure that the bidders are committed to honoring the
bid submitted. Whilevariousformsof security can be used, performancebonds
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 costsincurred.

[9] Promotion of PublicBidshy Multilateral Agencies. In 1951 the
World Bank introduced I nternational Competitive Bidding asthe procurement
procedurefor usein projectsfinanced 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.

[10] BiddingintheProject Finance Context.

Generally. Properlystructured and fairly administered,competitivebid-
ding programs provide project companies with a reasonable level of assur-
ance of stability. Becausethe 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 islesslikelihood that the project will be criticized on
price or other levels. Also, the transparency afforded by a properly designed
bidding process hel ps reduce political risk that might otherwise exist and
lead to alater challengeof the project's pricing.

Special-Purpose Entities. Theownershipand proposed structureof the
company that will develop and own the project should be clearly described in
the bid response. If not, the government could concludethat a parent corpo-
ration or other entity with substantial assetswill own the project. In those
situations where financial criterion is part of the bid evaluation process, the
bid award could bein jeopardy if aspecia-purposeentity islater substituted
for a creditworthy, winning bidder. Because ailmost all project financingsare
structured using a specia purpose entity asthe project owner, this problemis
particularly significant. Conversdy, if special-purposeentitiesare permitted to
be used for project ownership, that ability should be clearly authorized in the
bid documents.

3 SeeTheWorld Bank, Fourth Annual Report of Trade Promation Coor dinating
Committee (1996).
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TheProblem of Consortium Bids. Large-scaleinfrastructure projects
often require development by more than one project sponsor. Thefinancial
needs and risk exposure may simply be too largefor one company.

In such cases, agroup of companies, or consortium, combine to develop
asingle project. It is not uncommon for the membershipof the consortium to
change over time, however. Thisisbecausetherisks presentedin atransnational
project financing change over time, and the individual risk appetites of con-
sortium members are not identical. Ye, the selection of the consortium asthe
winner of abidding program may makeit unfair for change to be permitted.

One approach isto allow substitution of consortium members after the
winning bid is selected. To be fair to al bidders, however, this right must be
clearly set forth in the bid rules. Substitution can belimited to only those com-
paniesthat possessat least the same leved of financial creditworthiness, expe-
rience and technical capahility asthe withdrawingconsortium member.

$14.03 LETTER OF INTENT AND MEMORANDUM OF UNDER
STANDING

In some projects, thefirst stage of project development is the negotiation of a
letter of intent with the host government. It is sometimes aso caled a mem-
orandum of understanding.

A letter of intent isa nonbindingwritten statement of afew pagesinlength
that expressestheintention of the partiessigningit toenter into aformal agree-
ment or transaction at alater date. The transaction, and the role of the par-
tiesin it, are broadly described. This approach is useful in the project finance
context wherethe host country may need to agreeto certain changestoitslaws,
regulations, and policies,or to certain infrastructure or other investmentsfor
successful project development.

It should be made dear that the letter of intent is nonbinding. A sample
provisionis reproduced below.

Nonbinding Effect. ThisLetter of Intent isintended to be an expresson
by the partiesto thisletter of intent o their interest in negotiatingin good
faith the terms and conditions of the agreementsthe parties determine
to be necessary in the devel opment and financing o the [Proposed Project].
Thisletter setsforth the current status of negotiationsamong the parties
and is not intended to be acontract of any type whatsoever.

Thetopics covered in aletter 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 certainleves of development; required
governmental action; government cooperation in permit issuance; price and
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termsof any associated contractswith government agencies, such asfuel sup-
ply or off-take sales, governmental guaranteesand other government-provided
credit support; exclusivity of the project sponsors' rights to develop the proj-
ect; payment and allocation of responsibility for developmental expensesshould
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 rightsto other parties.

§14.04 CONCESSIONS AND LICENSES

[1] Generally. Theright to develop, own, construct and operate a
project is sometimes granted by the host government in a concession agree-
ment.* 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 devel opment indus-
try? and has expanded to a broader range of development projects.

[2] ConcessionAgreement. A concession agreement isenteredinto
between the host government and the project sponsor (or if aready formed,
the project company).é The agreement describes the project and providesthe
grant and terms of the governmental license for project ownership, develop-
ment, construction, operation and exploitation.

A typical concession agreement containsthe 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

4 "A concession agreement may be defined as a license granted by a sovereign
government to aforeign corporation or business Fr the express purpose o exploit-
ing anatural resource, developing a geographic area, or pursuing some particular
venture, for which the government desires the corporation's experti se, 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 RESOURCESMVHO GETS WHAT
How 12-18 (1976)).

5 SeeErnest E. Smith, From Concessions to Service Contracts, 27 TuLsa L.J.493
(1992);Note, From Concessionto Participation: Restructuringthe Middle East Oil Industry,
48 N.Y.U. L. Rev. 774 (1973); Kenneth S. Carlston, International Role of Concession
Agreements, 522 Nw. U. L. Rev. 618 (1957).

¢ Seegenerally, Viktor Soloveytchik, New Perspectivesfor Concession Agreements:
A Comparison of Hungarian Law and the Draft Laws of Belarus, Kazakhstan and Russia,
16 Hous. 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); termsfor impor-
tation of equipment and supplies into the host country; applicability of tar-
iffsand pricecontrolsto the project and the project sponsors; default provisions,
by which the concession could beterminated; termination procedure; and con-
cession renewal provisions. It hasadual role: it isacontract with businessterms,
yet isgovernmental in naturesinceit isasovereign act.?

Terms from the Host Government's Perspective. The host government
might require various protectionsin the concessionsagreement. Theseinclude:
service requirements from the project company throughout the concession
term; price regulation over facility output; asufficient operation, maintenance
and repair procedure so that the project transferred to the host government
at theend of the concessions term (if such atransfer is contemplated) retains
value; milestone dates that must be achieved, such asconstruction 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. Becauseof the role of
the government in a successful project financing, project sponsors and proj-
ect lenders require certain assurances from the government, either in acon-
cession, license, law or separate agreement. These include: exclusiveright 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 therisk allocation for thetypes of political risks
discussedin 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 Consentsand Approvalshy the Host Government.  Inaddition,
depending upon theterms of the concession or license, it might be prudent
to securethe approval of the host government of the underlying project arrange-
ments negotiated by the project company. For example, the termsof the con-
cession may limit the equity return of the project sponsors. Equity returnsare,
of course, affected by the project financing arrangements. Approval by the host
government of thefinancing terms might alleviate later disputesover theachieve-
ment of thetarget return.

Other considerationsinclude approval of development and construction
plans; whether the project lender is permitted to take a security interest in

7 For adiscussion of how French, Germanand nemly independent statess lega
systemsview this dual nature asit relatesto enforcement and abrogation,seeid. 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 concessionor license; thelender's
ability to operate the project after a default; and whether atransfer of the
concession by the project lender followingaforeclosure requiresfurther 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 necessitiesand convenienceslimit actionsin almost all govern-
ments of the globe. To that extent, project sponsorsand project lenders must
accept some political risk, such as these. Despite these restrictions, however,
governments may be able to agreein advanceto attend meetingsand cooper-
atewith the project sponsor and project|ender in resolving project difficulties.

[3] ExampleinaBOT Structure. A concessions agreement is used
often in abuild-own-transfer (*BOT") project finance structure. Under this
structure, aprivate entity isawarded the right to build, own and operateaproj-
ect that would otherwise be developed, owned and operated by the host gov-
ernment. It isa temporary privatization in the sense that at the end of the
concession, the project istransferred to the government.

The BOT structure istypicallyfounded i n a concessi on agreement among
the host government (or a government entity), the project company and, in
somecases, the project sponsors. The concessionagreement providesthe proj-
ect company with the concession to develop, construct and operate the proj-
ect. Also, the government might agreeto provide certain negotiated support to
the project, ranging from infrastructure devel opment to central government
guarantees of its agency's obligation to purchase facility output.

[4] Disputes. Host governmentssometimes challenge concession
agreementson the basisthat they are nonbinding on the government. Thisis
sometimes justified under a claim of sovereignty,® which courts and arbitra-
tion panelshave, generdly, rejected.® Lessclear, however, iswhether ahost gov-
ernment hasthe right to modify, amend or terminate a concession agreement
under international law or the host country's law.?

& E.p. Texaco OverseesCo.v. Libya, 531.L.R. 329,422 (1.C.J.Arb. 1977).

> 1d.a 468-83 (i nterpretingstebilizaiondaJse%.

10 Seegenerally, Miched E. Dickstein, Revitalizing the | nternational Law Governing
Concession Agreements, 6 INT'L TAX & BUS. LAw. 54.63 (1988); GeorgesR. Ddaume, State
Contractsand Transnational Arbitration, 75 AM. J. INTL L. 784 (1981).
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$14.05 LEGISLATIVEAPPROVAL

In some countries, it may be prudent to seek legidativeapproval of the proj-
ect before proceedingtoo far in the devel opment 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 accessto natural resources needed for project success. Thisis par-
ticularly true of developing countries that have not yet been ableto attract
investorsfor a project financing of an infrastructure project.

At least two approaches are possible to address an inadequate invest-
ment climate. First, necessary changesto tax and investment laws needed to
support the project could beenacted by thelegidature. Alternatively, an agree-
ment could beentered into with the executivebranch of the government, which
would then be approved by the legidative branch, in which the government
providesthe necessary investment climatethrough agreement, rather than new
laws. I n civil law countries, action by the executive branch may be sufficient.
In dl countries, however, such agreements should be carefully considered with
local lavyers.

$14.06 IMPLEMENTATIONAGREEMENTS

[1]  Generdly. Animplementation agreementisacontract between
a project sponsor and a host government that addressesfinancial and politi-
cd elements necessary in aproject financingthat areabsent, or at least unpre-
dictable, in the host country. While the host government is a party, the
governmental contracting entity variesby country, but must include the gov-
ernment agencies that havethe authority to provide the guarantees, support
and assurances necessary for project development, financing and operation.

Thus, theimplementationagreementisan effort to reducerisk and thereby
encourage development efforts, capital investment and debt in an uncertain
environment. It issometimestermed a" stability" or " support" agreement, rec-
ognizing the underlying stabilizingor supporting effect of the agreement on
the uncertainties surrounding the proposed project."

An implementati on agreementaddressesany or al of thefollowing uncer-
tainties: (i) sovereign guarantees; (ii) expropriation; (iii) permits and other
governmental approvals necessary for the project; (iv) currency concerns,
(v) tax benefitsand incentives; (vi) legidative protection; (vii) war, insurrec-
tion, general strikes and political violence; (viii) authorization to do business

""" For asobering indictment of excesdve concessions made to foreign compa:

nies, see E. EDUARDO H. GALEANO, OPEN VEINSOF LATIN AMERICA: Five CENTURIES OF THE
PiLLAGEOFA CONTINENT 12 (1973).
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in the applicable sector, such asauthorization of aproject company to bea 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 isdiscussed separately below.
However, whether any or all of thesearerelevantin 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 featuresof the project.

{2]  Sovereign Guarantees. Asdiscussed 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 failsto perform an obligation undertaken that is necessary for
the successof 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 hasdecided to privatize theinfrastruc-
turefacility for the very purpose of relieving itself of the burden of the asso-
ciated financial obligations. A complete sovereign guarantee would circumvent
that goal. Nonethel ess, acompromiseisoften reached, ranging from alessthan
complete guarantee to a nonbinding comfort letter.'2

[3] Expropriation. A fundamental assurance necessary in a project
financing isthat 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 projectsdeveloped in areaswhere private
ownership of important resources isanew or developing concept.

A broad definition of expropriation is given in implementation agree-
ments. In addition to an actual taking of assets, expropriation istypically defined
toinclude lessdramaticinterferencewith a project. Also typically included are
forms of "' creeping expropriation,” where achangein law hasan indirect expro-
priator-effect.

12 See generally, ThomasW. Wadde & George Ndi, Stabilizing International
I nvestment Commitments: International Law VersusContract Interpretation, 31 TEX. InT'L
L.J216, 262n. 196(1996). In the"Pyramids’ case astate"gpprova" of acontractsgned
by one of itsstate enterprises was not determined to be a state guarantee. Pyramids
Ca2, 8 ICSID-Rev.-ELL.J. 231, 264 1993).
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The remedy availableto the project sponsor for such atakingisnot insignif-
icant for the host country. In many situations, the remedy includeshard cur-
rency compensation sufficient to compensate the project sponsor for debt
obligationsand a reasonableequity return.

[4]  Permitsand Other Governmental Approvals. Responsibilityfor
cooperation in the permitting processis 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 beforea significant permit
or licenseis revoked.

[5] Currency Concerns. Theimplementation agreement will typi-
cdly addressavariety of country-specific currency issues. Currency issuesthat
must be considered include convertibility of the currency, and whether suffi-
cient foreign exchangeis available to servicethe foreign currency obligations
of the project, including debt, equity and fuel payments.

The nature of the currency transfer risk variesbased, in part, on thetype
of project. An infrastructure project in a developing country, for example, is
unlikely to earn hard currency. The currency concernsfor the project involve
the ability to receive hard currency from customers, conversion of local cur-
rency receiptsinto hard currency and transferring the hard currency abroad.

By contrast, if the project isamining project in a developing country,
the currency concerns are different because hard currency will most likely be
generatedfrom the export operations of the mine. Currency issuesincludethe
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
I nvestment Guarantee Agency should be considered.

Exchange controls can apply to almost every aspect of a project, includ-
ing repayment of project loansfrom foreign lenders; equity investment by for-
eign lenders; imported services, supplies, raw materialsand fuel; and payment
of technology license feesto foreign licensors.A case-by-caseapproachto seek-
ing host governmental exemptionsfor this wide variety of transactions is not
prudent. Such an approach is cogtly, time consuming and is likely to result in
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project delays. Rather, blanket consents and exemptionsfor a project should
be obtained where possible.

An exchange consent may be availableto permit foreign currency to be
retained in the form received. Host governments may permit foreign cur-
rency to beretained if it is recelved asloan proceeds, contributed or lent by
equity investorsor generatedfrom off-takesaes,and if it is needed by the proj-
ect for project-related expenditures, such as payment of debt service, equity
payments, equipment costsand fees to service providers.

Currency and exchange risksare discussed extensively in chapter 3.

[6] TaxBenefitsand CustomsDuties 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 thisprovision, so that tax or duty benefitsextend
to the contractor, operator and fuel supplier. Otherwise, these entitieswill not
enjoy the same benefits as the project sponsor, resultingin a pass-through of
the taxesassessad against theseentitiesto the projectin theform of higher prices.

Tax Hoeliday. A tax holidayisan exemptionfrom tax liability for anego-
tiated period of time. It isdesignedto providetemporary relief to aproject 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
a so benefitsthe country, such asroadsand drinking water devel opment.

Tax lawyersor accountantsshoul d be consultedin the preparation of atax
holiday provision. If not properly structured, the tax holiday i n the host coun-
try could nonethel essresult in tax liabilitywhen dividendsare 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 changein law or regulation that would have an adverse
effect on aproject. Assurancesof nondi scriminationare essential in somecoun-
tries. For example, Peru provides non-discrimination protection to investors
in the form of astability agreement.

Also, project sponsors sometimes negotiatea' most favored status” pro-
tection. Such a clause providesthe project with the prospective benefits of a
favorablechangein law, that would otherwisenot beavailableto it or that would
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resultin anti-competitive effectsfavoring the project that enjoysthe morefavor-
able treatment.

[8]  War, Insurrection, Genera Strikesand Political Violence. Some
form of financial protection isincluded in theimplementation agreement in
countrieswherewar, insurrection or general strikes, or other uninsurableforce
majeure risks present risk to aproposed project. These provisions must be
broadly drafted to encompasshboth international conflictsand internal domes-
tic disturbances. This protection may take theform of acompl ete 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 affirmativeaction by the sovereign to take
any steps necessary to protect the project. Thisis particularly important in
pipeline and transportation projectsthat are geographicallylargein scopeand
vulnerableto damagefrom demonstrations or sabotage.

[9] Authorizationto DoBusiness. Therole of the government in
theindustry in whichthe project operates must be clearly defined. Often, this
role is addressed completely in the underlying lawsand regulations applica-
bleto theindustry. However,in some casesthe extent of governmental control
over tariffsand equity return must be separately negotiated and documented.
In any event, the implementation agreement should clearly state that the
project sponsor has completelega authority from the host governmentto pro-
duce and sdll the good or service contemplated. It should result in the assur-
antethat 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.

[10] ExclusiveRighttoDevelopPreject. Theimplementation agree-
ment should providethe project sponsor the exdusiveright 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 devel opment and during the constructionand operation phases,
the sponsor should obtain from the host government acommitment that the
government will not directly discriminate against the project in such away as
to support other, competing projects.

[11] @nerad Cooperationfor Project Developmentand Nondiscrimination.
A variety of country-specific provisions can also be included in the imple-
mentation agreement. Cooperation with local lawyersis particularly helpful in
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ascertaining that theserisks areidentified. Examplesinclude obligationsby the
host country to issue work permitsthat authorizethe 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.

Whilethe government isin aspirit of cooperation, it isalso useful to place
the project on an equal level with other projectsthat might follow. A nondis-
crimination clause, used aggressively in project financings of solid waste
projectsin the US, can assist the project in not being legislated out of exis-
tence. An example follows:

Nondiscrimination. The [HostGovernment] covenantswith the [Project
Company] that it shall not enact any law, rule or regulation the effect of

which isto discriminateagainst the project in any manner whatsoever, it

being thestated intention, policy and agreement of the [H ostGovernment]

that al projects [describeproject purpose/output] shall betreated no more
favorably than the [Project] jrrespectivecdf location, pricing, participants,
lenders or any other factor.

[12] Good Citizenship. Some implementation agreementsinclude
obligations for the project company that benefit the health and welfareof the
host government's citizens. These obligations include such things as develop-
ment of infrastructure (such aswater treatment) and environmental compli-
ance (such as efforts to satisfy environmental performance levelsthat exceed
local requirements).

[13] Enforcement and Dispute Resolution. I mplementation agree-
ments are generally considered as instruments difficult to enforcein a host
country's own legal system. At a minimum, the host country must agreeto a
waiver of itssovereign immunity and other legal defenses. Enforcement prob-
lems can befurther improved by choosing agoverning law that is protective of
creditor rights (e.g., New York or English law). Itisalso useful to require that
disputes under the agreement be resolved in an offshore arbitration. Finaly,
it ishelpful if the host government and the country in which arbitration isto
take place have signed the New York Convention on the Recognition and
Enforcement of Foreign Arbitral Awards.

[14] Constitutionality Considerationsof Implementation Agreements.
The constitutionality of implementation agreementsmust be consideredthrough-
out the negotiation process. A determination must be made about whether
another branch of government, such asthe legidature, is legally required to
approve the agreement. Also, the specific provisions of the agreement must
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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, changein law protection or tax conces-
sions. In these situations, thefreedom of thelegidative body to create new laws
and to raise and spend governmental fundsare affectedin away that may require
legidlative authorization.

[15] Damages. Assurancesand guaranteesundertaken by the host gov-
ernment are often included to compensate the project if a political risk mate-
rializesor the government otherwise defaultson itsobligations. 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 theincreased coststhat 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 isnegotiated and executed by afinancing author-
ity, such as an export financing agency or a bilateral risk insurer, and the
government. It isintended to address financing risks on a general, multiple
purpose level.

Alternatively, a project support agreement (implementation agreement)
isnegotiated and executed by the government and the sponsor of a specific proj-
ect. It isnecessary 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 agreementsare negotiated to protect thefinanc-
ing agencies. Project support agreements, on the other hand, are negotiated to
addressrisksto both thefinancing agencies, to the extent therisksare 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 theexploitation of natural resourcesby foreign companies.!?

See generally, Thomas W. Waelde & George Ndi, Stabilizing I nternational
Investment Commitments: International Law Versus Contract Interpretation, 31 TEX. INT'L
L.]. 216,260-266 (1996); Esa Paasivirta, | nternationalization and Stabilization of Contracts
Versus State Sovereignty,60 BRT. Y.B. Int'L L. 315 (1989); SK. Cheétterjee, The Stabilization
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The purpose of the clauseisto manage political risk; that is, to restrain agov-
ernment, and increasingly a state enterprise, from abrogating or using its
state powersto intervene in a contract entered into with aforeign company.
Thisrestraint appliesto applicablelaw, the underlying fiscal regime and the
other investment conditi onsconsidered essential to theforeign entity's invest-
ment decision. Often considered extinct after the late 70s as an unnecessary
restraint on sovereign powers, the clause has reemerged to encourage and
stabilizeforeign 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, itsenforcement and arbitration to ensure contract performance.

Why would a government ever change its mind about the agreement
reached with aforeign company?Nationalisticand socialisticconcerns could
reemerge, of course, to upset the concessionsmadeor the privatizationachieved.
Also, eventually, the relative bargaining powersof emerging market countries
can improve as political, currency, exchangeand other risks diminish, and
cause aconcomitant increasein what they will be ableto extract from the proj-
ect and theforeign sponsors of it. In addition, thegovernment could conclude
that achangeis necessary for any of thefollowing reasons. the project becomes
much more profitable than anticipated when the contracts were negotiated
(particularly possible since project sponsors tend to make conservative pro-
jectionsabout project profit potential); development of environmental con-
cernsthat did not exist at contract negotiation, but could be addressed later
by requiring that the project use new technologiesor pay a specia environ-
mental tax; and unforeseenimplicationsof theproject, whether political, eco-
nomic, or socia. Of course, similar concernscould causetheforeign company
to ask for changesto thedeal; renegotiationis not only agovernmental option.

I n a project financing, the function of the stabilization clauseisto freeze
in place each of the significant investment assumptions made by the project
company, over which the government has contral. It isdesigned to mitigate
political risk. Thisisparticularly important in projectswherethe operating life
extendsover two or three decades, the duration of which increasesthe expo-
sure to political risks.

If the underlying clause is breached, the available remediesare typically
of two types. First, the foreign investor can be compensated through a rene-
gotiation of the contract, in which the partiesare placed back into their orig-
inal positions after the effect of the new law or regulationisfactored into the
agreement. Second, theforeign investor, through cost recovery or cost account-

Clause Myth in Investment Agreements, 5 J.Int’l Arb. 97 (1988); Rainer Geiger, The
Unilateral Change d Economtic Development Agreements, 23 INT'L& CoMP. L.Q. 73 (1974).
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ing, iscompensated by the state or stateenterprisefor 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.

[18] Sovereign Guarantees from the Government's Perspective.
Whether the host government benefitsfrom a project depends upon the allo-
cation of risks between itself and the other project participants. Asthe dis-
cussion in chapter 3illustrates, therisks associated with infrastructure projects
in adevel oping country often necessitate someform of host government sup-
port, through a governmental guarantee or some other type of credit enhance-
ment.! Yet, governmental guarantees can undermine the benefitsof private
sector involvement (privatization). These guarantees can impose significant
costs on the host country's taxpayers, and further erode the country's finan-
cia health.

Also, if the host government undertakes responsibility for the wrongrisks,
the project sponsors may lack sufficient incentives for efficient project opera-
tion. For example, ahost 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 excessiverisks.

Thehost country can, of course, endeavor to decreasetheamount of credit
support it must provide a project by undertaking aprogram of risk reduction.
For example, if ahost government issuccessful i n maintainine stable macro-
economic policies, it islesslikely that project sponsors will require exchange
rate guarantees or assurances of currency convertibility or transferability.
Similarly, a predictable regulatory framework, coupled with regulatory agen-
ciesthat are reasonably independent from the political process, and an inde-
pendent judicia systemfor dispute resolution, can combineto reduce the need
for governmental guarantees. Finaly, host governmentsthat allow dispute res-
olution in international arbitration can ally fearsof discrimination by thelocal
courts, and reduce the need for government-provided credit enhancement.

Developed countriesdo not typically need to provide governmental guar-
antees for projects, because the economic and political risks are satisfactory
to project sponsors and lenders. Thisis not a benefit reserved only for devel-
oped countries however. Some developing countries, such asArgenting, in its
power industry, and Chile, in its telecommunications, power and gas indus-

11 For adiscussion on contractsbetween astate and aforeign company, seeFan
Flavien Lalive, Contracts Between a State or State Agency and a Foreign Company, 13
InTL & Cowp. L.Q. 503 (1962).
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tries, have achieved an economicand political climatethat permitsinfrastructure
development and privatization without the need for governmental guaran-
tees of project debt or performance.

Importantly, projectfinancierssometimeslosesight of the nature of agov-
ernment; that is, a government must answer to a wide spectrum of often
competing interests. Assuch, it is very difficult for agovernment to promise
not to change the lawsand regulationsthat affect a project, or if it doesso, to
compensate the project for the economic implications of such changes. For
example, changesto environmental laws and regulationsmay be necessary to
appeasecitizens, or to satisfy requirementsimposed under treatiesor by mul-
tilateral institutions. Similarly, new taxes may be needed to respond to chang-
ing economic conditions.

It isalso sometimesdifficult for ahost government to control state-owned
entities. For example, in an energy project the purchaser of the project out-
put issometimesa publicentity,controlled by aloca or stategovernment. The
central government may not have sufficientcontrol over such a public entity
to provide a guarantee, however. The solution that may be preferableisfor
the government to undertake a privatization program, which removesthe pur-
chasing entity from many of the risksinherent in public ownership.

A host government is sometimes asked to bear project commercial risks,
such as construction cost overruns and output demand risks. Y, 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 incentivesfrom the private sector for selecting sound projectsfor devel-
opment and managing costs. The project company can be rewarded, in part,
for taking these risksby such solutions aslengtheningthe term of the conces-
sion awarded to it when demand is lower than projected, or when the project
failsto generate, on a present value basis, a negotiated revenue target.

Similarly, a host government may be unwillingto 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
companiestypically borrow adjustable rate debt in foreign-currency-denom-
inated loans, project profits are sensitiveto fluctuations in the interest rates
and currency convertibility levelsassumed in project feasibility studies. Yet,
from the government's perspective, a government guarantee can encouragea
project sponsor to borrow excessvedebt in foreign currencies. Also, such guar-
antees can discourage governments from taking needed action to cure eco-
nomic problems, such asaneeded deval uation. Findly, acurrency depreciation
is often coupled with a declinein income and the associated tax base, result-
ing in adecrease in funds available to a host government at precisely the time
the project company enforcesthe guarantee.
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How can a host government make an informed decision about whether
aguaranteeis needed?It must measurethe expected economiceffectsof aguar-
antee in its accounting system. and include these effectsin its budget. The
expected effectsare difficult to project without a record of historical experi-
ence. However, economic modelscan be used to provide meaningful estimates.
Also, afinancia anaysisof aguaranteecan assist the host government in deter-
mining whether to provide a guarantee, or, for example, a subsidy.1*

$14.07 OTHER CONSIDERATIONSFOR PRELIMINARY
AGREEMENTS

In exchangefor providingcooperationfor aproject, or financial support through
infrastructureinvestment or guarantees, the host government may requiresome
additional agreementsfrom the project sponsors. Thesecan beincludedinthe
implementation agreement, or be embodied in separate documentation.

[1]  InfrastructureDevelopment. Often, the host government agrees
to provideor enhance the infrastructurein the area of the project to promotethe
project'ssuccess. Thisisthecasein both industrialized and in developingcountries.

Before the country beginsto invest the resourcesto provide thisinfra-
structure, however, it will desirea commitment by the project company to pro-
ceed with the project. Thiscan beincluded in an implementation agreement,
or can be part of aseparate 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 feasihility. Availability and accessaddressesthe existenceof transportation
facilities, including air, road and rail, and their proximity to the project. Cost
addressesthe cost payable by the project for their construction, maintenance
or use. Regulation relatesto the presence of cabotage.

Avalilability. The availability of transportationtoand from theproject site
are significant feasibility considerations. A sitevisit can help determine the
physical accessto the project site. Less apparent isthe available access to the
transportation network beyond the project site. To the extent any necessary
transportation component islacking, governmental infrastructure investment
may be needed.

¥ Seegenerally, Christopher M. Lenis& Ashoka Mody," Contingent Liabilitiesfor
InfrastructureProjects—I mplementingaRisk M anagement Framewark for Govamments'
in PusLic PoLicy For THE PrRIVATE SEcTOR, WoRLD Bank NoTE No. 148 (Aug. 1998);
Christopher M. Lewis & AshokaMody, "Risk Management Systemsfor Contingent
Infrastructure Lighilities—Applications to Improve Contract Desgn and Monitaring:'
in PusLIc PoLicy FOR THE PRIVATESECTOR, WORLD BANK NOTE No. 149 (Aug. 1998).
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Cost. Short distance access roads or railwaysare 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 isthe regulation by a government of itstransporta-
tion systems. The most common cabotage regulation is one that requires use
of transportation vesselschartered in the country for movement of goodsin
the country. Similarly,bilateral treaties may requirethat transportation between
two countries be allocated among vesselschartered in thetwo countries. In the
absence of competition, of course, theseinternal and bilateral transportation
costs may beexcessive. Consequently, the project may desireto negotiate some
waiver relief from these regulations and treaties allowing the project unfettered
accessto competitive rates.

Water Ports and Harbors. Some projects rely on water transportation
of construction materials, fuels, raw materialsand other supplies. Thisis par-
ticularly truein geographic regions that offer no other efficient transportation
alternative.

In many countries, portsand harbors are notoriously overcrowded and
congested. To avoid delaysand unanti cipated operating costs, project sponsors
sometimes prefer to build their own piers at existing portsand harbors, or to
construct new facilities. Either action typically requiresgovernmental approvals
and cooperation, both of which should be included astopicsof 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 resourcescontinues, it islikelythat electric power will become more
of an international commaodity. Despite this emerging trend, however, it is
important for the project sponsor to determine whether sufficient power
existsin the host country for delivery to the proposed project site. If not, new
generation capacity will need to be built. Also, if there isinsufficient 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
[imit power price risk to the project. Unlessgovernmentally approved and reg-
ulated power tariffsarein place, the project is subject to unregulated price
increases by the utility, which may result in project operating coststhat make
the project infeasible.

The project company and the host government may find it more practi-
cd for the project company to construct its own electrical generation facility.
This may be required irrespective of local generation and transmission capa-
bilitiesand availability,however, if the project needsto purchase and usesteam
or heat in its manufacturing processes.



Prdimanary Host Country Agreements

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 coolingwater (water used to cool equipment) isimportant 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 thewater issupplied by a utility or piped by the project from a nearby
source.

Thehost government may beinvolvedin supplyingwater to a project either
because the water utility isowned by a governmental agency, or the govern-
ment must approve thetaking of water from navigablewaterways. Other host
government considerationsinclude theeffect of the proposed project on water
availability for future needs, including drinking water, and discharge of water
into public water sources.

WasteD sposal . 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 itsown facil-
ities, or ask the government to construct them.

Communications. In many developing countries, cellular and digital
communications systems are the most widely availableinfrastructure service.
Ye, government cooperation may be needed to ensure that telephone service
isavailable at the site.

[2)  Product or Service. The host government may place restric-
tionson the types of goods or servicesproduced at the project. For example, it
may be significant to the host government whether the project's goods or
serviceswill replace goods or services currently imported. If the product will
replacean imported product, the government may need to usethisinformation
to plan itsforeign exchange and impose any necessary production restrictions.

[3] Milestones. Itisnotunusual for ahost governmentto placecom-
pletion deadlines on project sponsors. Thishelpsassure that projects are com-
pleted within a reasonable time. Theseareoften used in infrastructure projects.
If aproject isnot proceeding on an appropriate schedule, the host government
may want to impose penaltiesor cancel contractswith 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 eventsin proj-
ect development must occur, such asfinancing and compl etion. With so-called
counting dates, anumber of daysareassigned to each significant devel opment
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activity and the project sponsor must completethe 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, penaltiesor contract termination will
result.

Whatever approachis used, timeextensionsare permitted for force majeure
events, host government fault, and other negotiated excuses. However, if aforce
majeure event occurs that continues for along 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 Rightsor Requirements. It isoften prudent for the
host government, project sponsor, or both, to negotiate project expansion rights
at thetimetheinitial project is negotiated. Economicefficienciesmay exist for
both the host government and the project sponsorsfor project expansion at
any existing operating project site.

[5] Socia Program Support. The host government may couple its
approval of a project to a commitment by the project sponsorsto participate
in socid programsin the country. Thisis particularlythe casein projectsthat
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 citizensis sometimessolicited by the host government.
The project company will want to specify, however, that it aloneis responsi-
blefor training and employment decisions.

[6] OptiontoAcquireRaw MaterialsintheHost Country. Insome
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 coststo the project, it is possibleto 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]1  Importation of Construction Equipment. A ready supply of,and
access to, construction equi pment isoften taken for granted in the industrial-
ized nations. In devel opingcountries, however, specidized construction equip-
ment must be brought i nto the country by the contractor,addingto construction
codts. Also, in some situations, an equipment supplier in a host country may
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enjoy the exclusiveright to import and supply speciaized equipment to con-
struction projects, further increasing thecost. Further costs arise from customs
dutiesand sales or use taxes. Thus, in preliminary project agreement negotia-
tionswith the host country, the useand cost of construction equi pment should
beincluded.

It may be possiblein such countriesto receiveaspecia construction equip-
ment importation approval, which alowsthe contractor to import the con-
struction equipment needed, freeof importation duties,and salesand use taxes.
This approval could be made subject to arequirement that the equipment be
removed from the country after construction iscomplete,or if soldin the host
country, that such sale be conditioned on payment of taxes based on the
value of the equipment at the time of the sde.

[8] PriceRegulation. The pricesthat can be charged for the output
of the project are of fundamental importanceto the project's feasibility.In many
developing countries, however, price regulation and subsidization are time-
honored traditions. For example, in many devel oping countries, residential
electric customers have enjoyed unreadlisticallylow electric rateswhich have
been subsidized by the central government.

A project company will prefer to, and in most casesto ensure project
viability must, charge market ratesfor its output, irrespective of central gov-
ernment social or political policies. A commitment by the governmenttoalow
market-based pricing, without imposing price ceilingsor other controls, may
beimportant.

A similar concern ispresent in projectsthat will export someor dl of its
output. With an export-oriented project, the host government has an interest
in the project maximizingrevenue. Thisresultsin higher tax revenuesand for-
eign exchangereceipts. In thistype of project,acompromise may beto estab-
lish a price floor, below which the project company cannot price its output.
Such afloor needsto be carefully structured so that the output price remains
competitivewith similarly-situated suppliers. Onesol ution availableisto estab-
lishafloor cal culatedas a percentageof aregional or international benchmark
price or index.

[9] Government-Owned Natural Resources. In projectswherethe
host country owns some or all of the sourcesof raw materialsfor the project,
such asfuel or mining interests, it isimportant for the project company and
the host governmentto agreeon pricingtermsat an early stagein project devel -
opment. Otherwise, it will be uncertain whether the project is feasible. Even
where the natural resourcesare in private hands, the government could still
impose an extraction tax or feeon purchasers.
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[10] Local RestrictionsonSde. Restrictions may exist that limit the
project's ability to sdl the goodsor servicesproduced. These may beimposed
by law or regulation, in the form of a monopoly granted to agovernmentally-
owned entity, or by the physical constraints of existing distribution systems,
such as inadequate power distribution systemsthat require governmental
approval for expansion. These shortcomingsmust be addressedto ensure proj-
ect feasibility.

(11] Export Restrictions. Exports are commonly regulated by gov-
ernments. If the projectwill export itsoutput for sale, it isimportant to under-
stand, with assstancefrom locd lawyers, the effect of export lawson the project.
Exportlawsmay requirelicensingof the project, restrict the countriestowhich
aproject can sell its products, and impose export duties.

[12] Import Restrictions. Similarly, imports are the subject of gov-
ernmental regulation. If the import restrictions are burdensome and import
duties high, the project will beforced to rely on local suppliesof needed proj-
ect inputs. Of course, theseinputs may not even be availablein 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 thecreditfor controlling risk
in some project financingsshould go to the site employees of the contractor,
operator and project company, and the remaining 1% to the project lavyers.
While this may be an exaggeration of the worth of lawyers, it is not an exag-
geration of the contribution of employees. Consequently, theentry into acoun-
try of experienced, knowledgeableemployeesissignificant 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 sametreatment of their families. Also, they should be permitted to
fredy transfer salariesand wagesout of the country, and befreeof incometaxes
that are higher than the rate gpplied i n the employee's homecountry. If not, proj-
ect costswill increasefor the project company asit or its contractor must pay
employeesfor additional airfare costsfor family visits, compensation for restric-
tions on incometransfer and a gross-upin salary as compensation for higher
income tax ratesthan would be applied by the employees home country.

[14] Withholding Taxeson Loan Interest. It isimportant to deter-
mine the extent of tax withholding on the payment of interest by the project
company to itslenders. In some situations, tax treaties can form the basis of
eliminating or minimizing liability, through use of a bank's brancheslocated
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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 effectsof 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 RIXK
INSURANCE

Before political risk insurance is provided to a project by an organization
such astheMultilateral Insurance Guarantee Agency, approval must be obtained
from the host country. Typically, the issuing agency obtains the necessary
approval itself. Yet it ishelpful if thisapproval processisincluded in prelimi-
nary discussions with the host government. Thisis particularly true because
insurance application must be made before an investment is made or irrevo-
cably committed.

Approval of involvement in acountry by a political risk insurer increases
thelikelihood of project success. It is generally believed that such an approval
reduces claims exposureand loan default.

514.09 THE PROBLEM OF BINDING FUTUREGOVERNMENTSTO
ACTIONSOF PREDECESSOR GOVERNMENTS

[1]  Introduction. In some countries, thereisarisk 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
projectsimportant to the host government's economy, there are possiblewarn-
ing signs that might suggest thisrisk ismorelikely. Theseinclude alack 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; presscriticism of projectsin operation or development; degree
of nationalist sentiment; historical experiencein governing party transfer of
political power; and stability of power where family membersof aruler receive
preferential economic treatment. Each of theseare early-warningsignsof poten-
tial problemsshould a successor government take power.16

16 Anexampled action by asuccessor government to change a contract entered
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It isimprobable that a project devel oper will be much more effective at
guessing election resultsthan political professionas. Perhapsthe most sound
way to avoid major project problems from succession risk isto avoid exclu-
dve closetiesto 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 benefitsfor the host country.

Indeed, changes to contracts negotiated by a previous government in a
devel oping country cannot be completely avoided in most circumstances. In
some countries, wherelega systemsare only now developing, thisis particu-
larly true.

[2] TheEffectivenessof Contracts with Host Governmentsas Risk
Mitigation. Thechoiceof acontract to addresspolitical risk mitigationisan
admission that the underlying political processistoo unpredictableto achieve
the mitigation results hoped for. A contract, it isthought, is more useful in
binding asovereign government. In essence, it is hoped that the contract isan
election, and a new law, neither of which can be changed, and both of which
will be enforced. Yq, that hope may belessthan certain.

Among the considerations that must be taken into account in determin-
ing whether the contract will be honored and enforced iswhether the gov-
ernment hasthe legal authority to enter into it. Evenif it does, there are often
procedural requirements in the host country that must be carefully followed
for the contractual obligation to be valid.?

[3] Contractual Damagesand Assurances. Asprotectionagainst this
risk, termination provisionsand termination paymentscould be an important
protection for the project company. These damage paymentswould be due if
the government breached a provisionin a contract with the project company.
In addition, it might provebeneficial to add aso-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 [HostGovernment] statesthat it isthe
intention, policy and purposed the [ Idesntify Government] that thisagree-
ment shal not be amended, annulled, modified, renounced, revoked, sup-
plemented or terminated, nor its performanceddayed or hindered, by any

into by a predecessor government in the Dabhal project in India Thet projectisdis
cussed in chapter 18.

"7 See generally, Thomas W. Wadde & George Ndi, Stabilizing I nternational
Investment Commitments: International Law Versus Contract Interpretation, 31 TEX. INT'L
L. J.216 , 234238 (1996).
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direct or indirect action or inaction by the [I dentifyGovernment] in any
manner whatsoever or howsoever, whether by legislation (general or
special),regulation, or administrativeaction. Thisstatement shall bind all
present and future executives,| egislaturesand admini strative bodies, how-
ever termed, of the [Identify Government].

Whether any official or branch of the host government hasthe authority to
enter into such acommitment must beexamined with local lawyers. Nonethel ess,
should problemsdevelop, it provides the project sponsors with useful argu-
mentsthat compensation should be awarded for breach of contract, or that the
equivalent of anationalization of project rights has occurred.

[4] Sanctity of ContractVersusState Sovereignty. Thelegal status
of contracts with governmentsin a project financing is not assettled asone
would hope.'8 On the one hand, sovereign governments are considered to be
free to enact new laws and regulations, change governments, and otherwise
govern their people.!” On the other hand, sovereign governments are consid-
ered to befreeto enter into contractsstabilizing that inherent fluidity, and sub-
mit to international law, thereby encouraging foreign investment.20

§1410 WAl VEROFSOVEREIGN| MMUNI TY

[1]  Generally. Inagreementswiththehost country government and
with entities controlled by the government, a waiver of sovereign immunity
isrequired.?! Sovereign immunity precludes an allegedly wronged party from
bringing a cause of action, valid asit may be, against agovernment unlessthe
government consents. Thedoctrinebegan with the personal prerogatives of the
Sovereign of England; no court was above the sovereign. Thereafter, it was

18 See generally, Thomas W. Wadlde & George Ndi, Stabilizing I nternational
I nvestment Commitments: | nternational Law VenusContract | nterpretation, 3L TEX. INT'L
L J. 216,243-246 (1996).

1" E.g. Texaco Overseas Oil Petroleum Co./California Adatic Oil Co. v Libyan
Areb Republic, 21 1.L.M. 726,735-36 (1982)("“The resultisthat a State cannot invoke
itssovereigntyto disregard commitmentsfregly undertaken through theexercise o this
same sovereignty,and cannot through measures belongingto itsinternal order make
null and void the rights of the contracting party which has performed its various
obligationsunder the contract."); Saudi Arabiav. Arabian Am. Oil Co. (Aramco), 27
I.L.R. 117, 168 (1963);Mebit Qil Iran Inc. v, Idamic Republic of Iran, 16 Iran-U.S. Cl.
Trib. Rep. 3, 64—65 (1987).

2 E.g. American Indep. Oil Co. (Amineil) v. Libyan Arab Republic, 21 1.L.M.
976,1043 (1982).

21 Seegenerally, MATERIALSON JURISDICTIONAL | MMUNITIES OF STATESAND THER PrROP-
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 transactionsareleft to deal with
thedoctrinetoday. It isgenerally agreed that any agreement with agovernment
should contain awaiver 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 ImmunitiesAct of 1976 (U.S.).

Generally. Many countries have some form of sovereign immunity. In
the United States, the Foreign Sovereign ImmunitiesAct allocatestothecourts
the determination of sovereign immunity. In general, the statute provides
that a foreign sovereign, or itsagency or instrumentality, isimmune from
suitin the U.S unless the Act otherwise permits the suit.2¢ The Act i s subject
to overriding treaties and agreements.

A corporation whose mgjority of shares are owned by aforeign state or
political subdivision may also be considered aforeign state for the purposes
of this Act.?*

Exceptionsto Immunity. The act provides, in Section 1605, exceptions
to thisimmunity.26 Theseinclude: (i) waiver; (ii) certain commercial activities;
(iii) action where the taking isin violation of international law; (iv) action
taken to confirm or enforcean arbitration agreement; (v) enforcement of mar-
itime liens; and (vi) foreclosure of a preferred mortgage.??

Waiver. First, thegovernment can waivethe immunity.2¢ A waiver can be
implicit or explicit. In Morgan Guaranty Trust Co. V. Republic of Palaw,?® the

- See generally, Georges R. Delaume, The Foreign Sovereign Immunities Act and

Public Debt Litigation: Some 15 Years Later, 78 AM. J. TNt L. 257 (1994).
See, e.g., Texaoo Overseas Co. v. Libya, 53 I.L.R. 389, 422 (1.C.J. Arb. 1977).

* Fore gn Sovereign Immunities Ad o 1976, Pub. L. No. 94-583, 1602, 0
Stat. 2891,2892 (codified in 28 U.SC. §$1602-1611 (1994)).See generally, GeorgesR.
Delaume, The Foreign Sovereign Immunities Act and Public Debt Litigation: Some 15
Years Later, 78 Am. J. InT' L. 257 (1994).

% Fore-most-McKessonv. Idamic Republic of Iran, 905 F2d 438 (D.C. Cir.
1990)(there must be ashowing that the foreign state dominated the operationsdf the
agency such that "a principal-agent relationshipis created.”).

% 28 USCA. 1605.

27 Thereare other exceptions, not typically encounteredin a project finance
transaction: whererightsin property in the United Statesacquired by succession or gift
or rightsin immovableproperty in the United Statesarein issue; money damagessought
againgt aforeign state for personal injury or death, or damageto or loss of property,
occurringin the United States and caused by atortuousact of aforeign state.

28 28 USCA. 1605{a)(1).

# 702 F. Supp. 60 (S.D.N.Y. 1988).
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President of the Republic of Palau waived the Republic's sovereignimmunity
when he entered into loan agreementswith United States companies regard-
ing the construction of apower plant. The company sued the Republicto recover
money paid under aguaranteewhen the Republicdefaulted on loans. Thecourt
held that the Republicwas 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
commercia activity: (i) commercial activity carried on in the United States
by aforeign state, (ii) an act performed in the United Statesin connectionwith
commercial activity of aforeign state elsewhere, or (iii) commercial activity
of aforeign state outside the United States which causes a direct effectin the
United States.3! Economicinjury to a United Statescompany as a result of a
foreign state's commercial activity may satisfy the" direct effects” clauseif 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.’2 Some courts have deter-
mined that the connection between the cause of action and the commercial
activity must be material,??

Property Takenin Violation of International Law. A third exception to
immunity ariseswhere rights in property are taken in violation of interna-
tional law and the property is (i) present in the United Statesin connection
with foreign state and commercial activity, or (ii) owned or operated by an
agency of aforeign 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-

30 Morgan Guar. Trust Co. v. Republicof Palau, 702 F Supp. 60 (SD.N.Y. 1988).

' 28 USCA. 1605(a)(2). Seegenerally, Republic of Argentinav. Weltover,
Inc., 504 US 607, 614 (1992)(an activity is commercial "when aforeign government
acts not as aregulator of a market, but in the manner of a private player within it.");
MCI Telecommunications Corp. v. Alahdhood, 82 E.3d 658,663 (5th Cir.}(quoting
Callejo v. Bancomer,SA., 764 F2d 1101, 1108 n.6 (5th Cir. 1985)), petition for cert. filed,
No. 96-434, 65 U.SL.W. 3205 (Sep. 17, 1996)(commercial activity "'is of atype that a
private person would customarily engagein for profit."). See dso MicHAEL GORDON,
FOREIGN STATE IMMuUNITY IN COMMERCIAL TRANSACTIONS §§3.01-4.03 (1991}.

Foreign courts have applied similar exceptions. F. A. Mann, The State |mmunity
Act 1978,50 BRIT. YB. INT'L L. 43 (1979){Great Britain).

32 Gould, Inc. v. Pechiney Ugine Kuhlmann, 853 F.2d 445 (6th Cir. 1988).

3% SgeStena Rederi AB v. Comision de Contratos del Comite Ejectivo, 923 F2d
380 (5th Cir. 1991).

*  seeLibyan Am. Oil Co., v. Socialist People's Libyan Arab Jamahirya, 482 F.
Supp. 1175 (1980).
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ify, (i) thearbitration must havetaken place or beintended to take placein the
United States, or (ii) the agreement or award must be governed by atreaty or
international agreement in force for the United States calling for recognition
and enforcement of arbitral awards, or (iii) the underlying claim, except for
thearbitration agreement, could have been brought i n the United States under
this section of the act (i.e. commercial activity).

Maritime. Another exception isasuit in admiralty brought to enforcea
maritime lien against avessd or cargo of the foreign state.

Preferred Mortgage. Also providing an exceptionis any action brought
to foreclosea preferred mortgage.

Counterclaims.  Similar exceptionsextend to counterclaims.With respect
to counterclaims,in any action brought by aforeign stateor in whichaforeign
stateintervenesin the United States, aforeign stateisnot entitled toimmunity
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
theforeign state, or (ii) arising out of the transaction or occurrencethat is
the subject matter of the claim of the foreign state, or (iii) to the extent that
the counterclaim does not seek relief exceedingin amount, or differingin kind
from, that sought by the foreign state.

Extent of Sovereign Liability. Under the Act, if aforeign stateis not enti-
tled to immunity, theforeign stateisliablein the same manner and to thesame
extent asa private individual under similar circumstances.35A foreign state
(except an agency or instrumentality) isnot liablefor punitive damages.

Attachment of Sovereign's Property. The property of aforeign state is
immune from attachment. However, property of aforeign statelocated in the
United Statesand used for acommercial activity is not immune from attach-
ment in aid of execution or from execution of an award if usedfor acommercial
activity inthe United States,and if: (i) theforeign statewaived immunity from
attachment; (ii) the property is used for commercial activity upon which the
claim isbased; (iii) the execution relates to a judgment establishing rightsin
property taken in violation of international law; (iv) the execution relatesto
a judgment establishing rightsin property acquired by gift or succession, or
immovable property in the United Statesexcept that whichis 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 Statesis not immune
from attachment prior to an entry of judgmentif: (i)theforeign state hasexplic-
itly waived immunity from attachment prior to judgment and (ii) the purpose
of attachment isto secure satisfaction of a judgment that has been or may be
entered against the foreign state and not to obtain jurisdiction.

3% 28 U.S.C.$1606.
242



Prdimanary Host Country Agreaments

Certaintypesof property are dwaysimmune from attachment. Theseare:
(i) property of organizations designated by the President of the United States
asbeing entitled to enjoy privilegesand immunitiesprovided by the | nternational
Organizations Immunities Act; (ii) property of aforeign central bank or mon-
etary authority, unless waived from attachment; and (iii) property which is
or isintended to be used in connection with a military activity and is of a
military character, or isunder control of military authority.

The Act only dealswith subject matter jurisdiction. Therefore, eveniif it
is determined that aforeign 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 activitiesin the United States,
corporate agents regularly doing businessin the United States, or evidence
showing that the defendants have exercised privilegesor benefitted from pro-
tections of conducting businessin the United States.3¢

Case Study: Waiver of Sovereign Immunity in a Project Finance
Transaction. A short example of the application of the FSA is helpful in
understanding its application to project finance."" A typical project finance
contract between aforeigngovernment and a U.S. corporationisapower sales
agreement. Under that agreement, the US corporation develops, constructs
and operates a power generation facility, and the foreign government (or an
agency thereof) agreesto purchase and pay for the power produced.

In such atransaction, a sovereign's immunity could be waived under
certain circumstances. If a sovereign expresdy waived immunity in the power
sdes agreement, implementation agreement or another document, sovereign
immunity isdirectly waived.

Alternatively,sovereignimmunity could bewaived indirectly. If theclaim
brought against a sovereign is based upon itscommercial activity, contract-
ing for power supply may constitutea commercid activity,and sovereign immu-
nity may be waived. That commercial activity must have adirect effect in the
United States.

The Act giveslittleguidanceon what constitutesacommercial activity and
what isadirect effect. Furthermore, the caselaw surrounding thisareais
often inconsistent. However, the general rule is that acommercial activity is
that which a private party could engagein.’® Stated in the obverse, commercial

* See Texas Trading & MillingCorp. v. Federd Republicaf Nigeria, 647 E.2d 300
(2ndCir. 1981)(litigatien Nt unduly inconvenient where Nigariaagreed to I nternationa
Chamber o Commercearbitrationthat could take placeanywhere); Gemini Shipping,
Inc. v. Fordgn Trade Organizationfor Chemicalsé& Foodstuffg S D N Y.1980).

¥ see Danidle Mazzini, Sablel nternationa Contractsin EmergingMakets An

ed Spedies?15 B.U. Int'l LJ 343,363-369 (1997).
3 Courtsthat have congidered whether businessactivity is commercid activity
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activity is activity that is not peculiarly sovereign. Under that rule, contract-
ing for power supply may constitute acommercial activity, particularly since
private sector entities contract for and purchase power. Further, noncom-
mercial activities are usually only those which are sovereignin naturesuch as
levying taxes or organizing the military.39

The"direct effect” standard is extremely fact specific.* However, in cer-
tain instances, injury to a United States corporation could be considered hav-
ingadirect effect on the United Statesasawhole. Mere economic loss may be
insufficient.#!

Onceitisdetermined that a waiver of sovereign immunity, direct or indi-
rect, exists, the next stepisto find property to attach. A sovereign's property
used inacommercial activity inthe United Statescould be attached under cer-
tain circumstances: attachment in aid of execution of judgment iswaived if
implicitly or explicitly waived, or the property is used for acommercial activ-
ity upon which the claim is based, or 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 iswaived if the state has explicitly waived
attachment, and the purpose isto secure satisfaction of a judgment, not to
obtain jurisdiction.

If the United Statesis called upon to enforce an arbitration agreement,
sovereign immunity iswaived only if the arbitration took place or wasintended
to take placein the United States, or the underlying claim of the arbitration
could have originally been brought in the United States.

Thus, the ability of aU.S. entity tolitigate a claim against a sovereign gov-
ernment, and attach property of the sovereign government located inthe U.S,

includethe following: Janini v. Kuwait Univ., 43 E3d 1534 (D.C. Cir. 1995)(university
teacher employment contract); Practical Concepts,Inc.v. Republicof Bolivia, 811 E2d
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 SA., 764 E2d
1101 (5th Cir. 1985) (sellingCDs and the breach of the sdescontract were commercial
acts); Texas Trading & Milling Corp. v. Federd Republic of Nigeria, 647 E.2d 300 (2nd
Cir. 1981}{contract for sdle of cement; lettersof credit); Gemini Shipping, Inc. v. Foreign
Trade Org. for Chemicals and Foodstuffs, 647 E.2d 317 (2d Cir. 1981)(grain shipping
to goygernment-owned company).

~ Seelanini v. Kuwait Univ., 43E3d 1534,1537 (D.C.Cir. 1995){university teacher
employment contract).

40 Republicof Argentinav. Weltover, Inc., 504 US 607,617 (1992)(direct effect
found in the U.S. where Argentina bonds payments were to be made in New Y ork);
but¢f. United World Trade, Inc. v. Mangyshlzkneft Oil Production Assn, 33 E3d 1232
(10th Cir. 1994).

' United World Trade, Inc. v. Mangyshlakneft Oil ProductionAss'n, 33E.3d 1232
(10th Cir. 1994){contract required payment outside of U.S, with eventual transfer of
fundsto the U.S,, held not adirect effect).
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is extremely sensitive to the facts of the specific situation.*2 Full waivers,
however, make such action much easier.

[3] State ImmunityAct of 1978(U.K.)

Generally. The StateImmunity Act of 19784 inthe United Kingdomis
similar to the U.S. Act discussed above.#* In general, the U.K. Act provides
that astateisimmunefrom the jurisdiction of the courts of the United Kingdom,
and then establishes exceptionsto that rule, asset forth in the Act.45

Exceptionsto Immunity. Likethe U.S. Act, numerousexceptionsto sov-
ereign immunity areincluded in the Act."" Theseinclude exceptions generally
similar to those provided under the U.5. Act.

Application. TheAct providesthat theimmunity appliesto any foreign
or commonwealth state.? Referencesto a state include the sovereign or 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 isdistinct from
the executivefunction of the government of thestate, and capable of suingand
being sued.+

§14.11 ACT OF STATEDOCTRINE (U.S.)

The act of state doctrine provides that U.S. courtswill not consider whether
the official acts of aforeign government, carried out in itsown territory, are
actionable.* It is aseparate legal doctrine from sovereign immunity.5°

The act of state doctrine represents a general distaste for judicial review
of foreign government actions. Although the U.S Supreme Court has never

2 The burden of proof ison the party aleging that the immunity is waived.
Water Fuller Aircraft Sdles, Inc. v. Republicof the Philippines, 965 F.2d 1375,1383(5th
Cir. 1992).

., State Immunity Act, 1978, ch. 33.

Seegenadly, S Bird, TheState Immunity Ad d 1978, 13 In'L LAwyER 619
(1979); Georges R. Delaume, The Statelmmunity Act of the United Kingdom, 73AJI L.
185 (1979); FA. Mann, The State Immunity Act 1978, 50 BRT. Y. B Ivre L. 43 (1979);
Robin C A White, The State Immunity Act 1978, 42 MoperN L. Rev. 72 (1979), D. w.
Bowett The State Immunity Act 1978, 37 Camsribce L. J.193 (1978).

5 State Immunity Act, 1978, ch. 3 §1.(1).

6 1d. §1.(2)-(11).

7 |d. §14.(1).

#|d. §14.(1){a)~(c).

4 See Underhill v. Hernandez, 168 U.S. 250,252 (1897).

50 Antonio Dolar, Comment, Act d State and Sovereign ImmunitiesDoctrines:

The Ne=d to Edidblish Congruity, 17 USF. L. Rev. 110-16 (1982).
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considered the question, lower U.S.courts have addressed the applicability of
thedoctrine to contractual disputes.’! Perhapsthebest generalization that can
be made from these casesisthat 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 ininternational project finance in developing countries, is enforce-
able in U.S.courts.3?

$14.12 COOPERATIVERISK MANAGEMENT

Thereisadanger for host governmentsand foreign investorsin project finance
political risk management that should be carefully avoided. Thisdanger isthat
in the zeal of lawyersand investorsto manage and allocate political risks, the
host government or its citizens perceivethat the government hasbeen 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 compl etely understanding about the concerns
of foreign investors. At the highest levelsof developing country governments,
officialsare well aware of foreign investorss preferencefor timely debt repay-
ment, rapid return of investments, tax concessions, exchange guaranteesand
thelike. Y et, these preferences may be unavailable to domestic firms. This cre-
ates an atmospherein the host country of preferential, discriminatory treat-
ment of foreign investors at theexpense of local firms. At a minimum, political
criticism of the host government will arise. Thismay lead to allegationsof cor-
ruption by the negotiatorsor in the entire negotiation process. Coupled with
fears of excessivecapitulation to foreign demands, these impressions can cre-
atean unhealthy climate for a project.

Although seemingly appropriate on paper, the implications of one-sided
political risk mitigation may be unhealthy for thelong-term successof the proj-

! E.g, Ampac Group Inc. v. Republicof Honduras, 797 F. Supp. 973,978(S D
Ha 1992){enforcing Cement company priveti zation contract against the government of
Honduras); French v. Banco Nacional de Cuba, 242 N.E.2d 704,709 (N.Y. 1968)(doc-
trine bars breech of contract dam againgt agency of Cuban government). See gener-
allyMichael Ramsey, Actsof State and Foreign Sovereign Obligations, 39 Harv. INT'L LJ.
1,3(1998).

2 SeegenerallyMichael Ramsay, Acts of State and Foreign Sovereign Obligations,
O Harv. InrL L J. 1, 2245 (1998){examining the doctrinein thecontext of power plant
project financeand concluding that exceptionsto or limitationson thedoctrine do not
completely remove enforcement of foreign sovereign contractsfrom itsscope). Seealso,
Michadl Gruson, The Act of State Doctrine in Contract Cases as a Conflict-of-Laws
Rule, 1998 U .ILL L. Rev. 519 (foreign government interferencein the context of con-
tracts between two private parties).
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ect. Oncea project closesand construction begins, massive amountsof foreign
capital have already been committed to the project. Asthe project proves suc-
cessful, the bargaining position of the host government and the project changes,
with the host government gainingin 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, renegotiationscan bea
red threat.

Even apart from these concerns, the success of the project could besoin
excess of the projections made at closing that allegations of unfairnessarise.
Similarly, host government assumptions made at closing about the actual
cost of infrastructure and related host government obligationsto the project
could bewildly unrealistic, also fueling the fires of unfairness.

Rather than view the host government as an adversary, one author has
suggested that it isin the best interests of the foreign investorsto consider a
cooperativeapproach to political risk managementwhich recognizesthat both
the host government and the foreign investors can achieve benefitsin politi-
cal risk mitigation.53 Indeed, foreign investors should be very wary of proj-
ectsthat have secured one-sided forms of political risk protection. They will
likely not last.

5 Thomas W. Wadde & George Ndi, Stabilizing International |nvestment
Commitments: I nternational Law Versus Contract | nterpretation, 31 TEX. INT’L L.J.216,
237 (1996).






CHAPTER FIFTEEN

Construction Contracts

Overview

Generdly
Important Construction Risks

[1]
[2]
(3]
[4]
(5]
(6]
(7]
(8]
[9]

Increasein Construction Costs

Delay in Completion

Performance Guarantees

Force Majeurein International Construction Contracts
Experience, Reputation and Resourcesof Contractor
BuildingMaterials

Construction of Related Facilities

Raw Materia Supply and Utilities

Excusesfor Contractor Nonperformance— The Owner Did It

[10] Coordination
Creditworthiness
Types of Construction-Related Contracts

[1]
[2]
[3]
[4]

Engineering Contract
Procurement Contract
Construction Contract
EPC Contract

Fixed Price Contract

Cost Plus Fee Contract

Cost Plus Fee Contract With Maximum Price and Incentive Fee
Project Finance Turnkey Contract

Typica Provisionsin Project Finance Turnkey Construction
Contracts

Scope of Work

1]
[2]

Introduction
Draft Provision



International Project Finance

§15.11

515.12

§15.13

515.14

515.15

§15.16

§15.17

§15.18
§15.19

515.20

515.21

Contractor's Responsibilities

[1] Introduction

[2] Draft Provision

Project Company's Responsihilities
[1] Introduction

[2] Draft Provision
The Noticeto Proceed and Commencement of Construction
{11 Introduction

[2] Draft Provison

Price

(1] Introduction

[2] Draft Provision

Payment and Retainage

[1] Introduction

[2] Retention Money Guarantee
[3] Liens

[4] Draft Provision

Completion Date Guarantees, Performance Guarantees and
Liquidated Damages

[1] Introduction

{21  Mechanica Completion

[3] Substantial Completion

[4] Fina Completion

[5] Correction

[6] Deay Liquidated Damages
[7] Testing

[8] Bonusesfor Early Completion
[9] Environmental Guarantees
[10] Exceptionsto Guarantees
[11] Alternativesto Guarantees
[12] Draft Provison

Warranties

[1] Introduction

[2] Draft Provision

Changes

Titleto Work

[1} Introduction

[2] Draft Provision

Remediesfor Breach

[1] Introduction

[2] Draft Provision

Suspension of Work and Termination
[1] Introduction

[2] Draft Provision



Construction Contracts

51522 Payment and PerformanceBonds
[1] Introduction
— PerformanceBond
— Payment Bond
— Warranty Bond
— Money Retention Bond
[2] Draft Provision
515.23 Insurance
[1] Introduction
[2] Draft Provison
§15.24 Force Majeure
[1] Introduction
[2] Draft Provison
515.25 Coordination Concerns
[1] Introduction
[2] Draft Provision
§15.26 Training
[1] Introduction
[2] Draft Provision
515.27 Subcontractors
[1] Introduction
[2] Draft Provision
§15.28 Liability Limitations
[1] Introduction
[2] Draft Provision
515.29 Site Conditions
[1] Introduction
[2] Draft Provision
515.30 The Special Problem of Complianceby the Contractor with the
Other Project Contracts
[1] Introduction
[2] Draft Provison
§15.31 Unraveling the Project Finance Dedl: Termination for Convenience
§15.32 Compliancewith Concession Terms and Conditions
[1] Introduction
[2] Draft Provison

§15.01 GENERALLY

The construction contract in an international project financing servesto give
the project company afully completed and equipped facility. In addition, it
providesfor delivery by the contractor of afacility that satisfies specified
performance criteria, for afixed or predictable price, and completed on a
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specified date. To do 0, 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
financingis based on the turnkey nature of the construction contract: the con-
tractor must deliver the project at a fixed or predictable price, on adate cer-
tain,warrantedto perform at agreedleves. Thecontractor is, of course, concerned
with the difficulty of predicting events that could delay project completion,
increasethe price, or reduce guaranteed performance. Thus, unless the con-
tract priceisextremely attractive (that is, the risk premium sufficiently high),
significant obiectivesaof the contractor i ncontract negotiation areto limit risks
of any increase in the cost of the project, to ensure there are sufficient con-
tractual excusesfor late delivery, and to provide sufficient time to satisfy per-
formance guarantees.

A customary reward to the contractor, in return for assumingthese price,
ddlay and performance risks, isthrough a bonus payment. The project com-
pany pays abonus payment to the contractor if the project is completed
ahead of the scheduled completion date. | n 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 costswill exceed the funds
availableto completethe project, from the constructionloan, other debt sources
and equity, isasignificant risk in a project financing. Increased construction
costs may result in increased debt service costsduring construction, unavail-
ability of sufficientfundsto completeconstruction,and evenif funded by debt,
in theinability of the project company to pay increasedinterest and principal
during project operation. Because of the nature of the cost overrun risk, the
project financelender and itslawyerspay particul ar attention to the allocation
of risksin the construction contract.

Project finance construction contracts typically contain each of thefol-
lowing provisions: a detailed, all-inclusive scope of work; a fixed pricefor al
of the work necessary to complete the project; performance guarantees and
warranties; liquidated damagesfor failureto satisfy performance guarantees
and for late compl etion; performancetests to confirm compl etion within the
performance guarantees; and assurancesof financia creditworthiness of the
contractor. Each of these is discussed later in this chapter.

$15.02 IMPORTANT CONSTRUCTION R SKS

The allocation of construction risksbetween the project company and the con-
tractor is an important element of afinanceable project. In general, the most
significant construction risksin aprojectfinancing must be allocated to acred-
itworthy contractor.

252
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[1]  Increasein Construction Costs. The risk that construction of
the project will cost more than the funds availablefrom the constructionloan,
other debt sourcesand equity is perhapsthe most important risk for the par-
ticipantsin a project financing. Construction costs exceed estimatesfor vari-
ous reasons, i ncludinginaccurate engineeringand plans, inflationand problems
with project start-up.' Thiscost overrun risk may resultin increased debt serv-
ice costs during construction, unavailability of sufficient fundsto 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 afixed-priceturnkey contract. For exam-
ple in caseof acost overrun, contractual undertakingscan providetheinfusion
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 isthe
establishmentof an escrowfund or contingency account under whichthe proj-
ect company establishesafund that isavailableto completethe project in case
of acost overrun.

[2] DelayinCompletion. Likewise adéday in project completion
may result in an increasein project construction costs and a concomitant
increasein debt service costs. The delay may a so affect the scheduled flow of
project revenues necessary to cover debt serviceand operations and mainte-
nance expenses. |n addition, adelay in project completion may resultin dam-
age payments payable under, or termination of, project contracts, such asfuel
supply and output contracts.

To limit thisrisk, devel opinga project construction scheduleisimportant,
which will specify important milestonesof the construction process. Thissched-
ule should beincludedin the construction contract and shoul d 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 paymentsto this schedule, giving the contractor additional incentive
to achieve timely construction progress.

[31 PerformanceGuarantees. Evenif aproject doesnot operateafter
completion at guaranteed levels, the project company will need to pay debt
sarvice and other contractual obligations. A common solution to thisriskisa

' Larry Wynant, Essential Elements of Project Financirg, Harv. Bus. Ry, May-dne
1980, & 167 (Sitemodification requirements caused an increase in congtruction codts
of Us$200 million in acopper mining project financing).
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liguidated 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 thecontractor to meet theagreed-upon performancecriteria. Theseare often
used to prepay the project company’s debt to offset the expecteddeclinein proj-
ect output (and the associated revenueflow) dueto failureto satisfv those stan-
dards. Typicdly, the partiesdesign the amount of the buy-down to prepay an
amount of debt sufficientto maintain the debt servicecoverageratio 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 servicesand lender requirementstogether determine thelimita-
tion, taking into account the technological challengesof the project. A damage
cap of between ten and 30 percent of the total construction contract priceis
not atypical.

The creditworthinessof the contractor determinesthe strength of thecon-
tractual undertakings as arisk mitigationinstrument. If the contractor is not
financiallystrong, it islesslikely that it will pay the liquidated damages when
due. Consequently, project lenderssometimesrequire that thesefinancial under-
takingsbe supported by a payment guaranteefrom acreditworthy entity, alet-
ter of credit, or a performance bond or other surety instrument.

[4] Force Majeure in International Construction Contracts.
International projectsarestructured with, and negotiatedamong, many diverse
parties, often from different countries. Sometimes, separateteamsof business
peopleand lawyers negotiatethe underlying project contracts, resultingin unco-
ordinated force majeure provisions. Thiscould result in asituation, for exam-
ple, where the contractor is excused under aforce majeure provisionfrom 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 aterminated off-take sales agreement. Even where the inconsistenciesare
not of such disastrous proportions, the effect on the project's schedule or
economics may be significant.

Inconsistent force majeure provisionscan be cured with aso-called*'res-
urrection' clause, in which the contractor agreeswith the project company that
where force maj eureinconsi stenciesexist between contracts, the contractor will
not receiverdlief greater than therelief availableto the project company under
other relevant contracts. In the earlier example, the contractor could not be
excused from performance to the extent such excusewould result in a project
delay of such alength that the utility would end the power contract. However,
aless extensive delay would be permissible.
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In negotiatinga forcemgjeure provisionfor aconstructioncontract, under-
standingthelocal circumstancesof contract performanceisimportant. In short,
the parties must understand what is uncontrollablein that location. For exam-
ple, the nature of the construction trade in the United States generaly alows
contractors in a United States project to agreethat a strike at the construc-
tion siteby the contractor's employeesor subcontractorsis not aforce majeure.
However, a contractor may be less likely to accept this risk when it performs
the contract in aforeign jurisdiction.

A similar problem ariseswith the foreseeabilityof other risks. The phrase
"unforeseeable weather conditions.' for example, may have a different defini-
tion in different countries. Adverseweather conditionsmay be sufficiently pre-
dictable and regular to result in the word unforeseeablebeing meaninglessin
some areas of the world, such asthe Philippines.

Different legd systems can create havoc on well-planned, matched force
majeureprovisions. Asdiscussed in chapter 12, the choiceof applicablelaw and
thejurisdictionof disputesisacritical €l ement in ensuring that theforcemajeure
structure is respected and enforced.

Despitethis careful planning, completeelimination of the risk of incon-
sistenciesin force majeure provisions may not be possible. Rather than rely
on contract provisions, a project company may needto seek alternatesol utions,
such as standby credit, dedication of reserve funds, employment of addi-
tional labor, and the like.

[3]  Experience, Reputation and Resourcesof Contractor. Theexpe-
rienceand reputation of the contractor,subcontractorsand suppliersfor aproj-
ect can help ensure the timely completion of the project at the stated price.
Similarly,the contractor, subcontractorsand suppliersshoul d possessthefinan-
cid resourcesnecessary to support contractual provisionsrelatingto liquidated
damage payments, workmanship guarantees, indemnities, and self-insurance
obligations.

The contractor should possess sufficient human and technical resources
necessary to satisfy contractual requirements. Therisk isthat the contractor or
amajor subcontractor or equipment supplier will be unableto performacon-
tractual obligation because of alow commitment to the industry, insufficient
resources, or lack of knowledgeor experience.

In an international project, the contractor should be particularly adept
at working with the local labor force. Loca construction site managers, with
local experience, are particularly beneficia in reducingtherisk of local labor
problems.

The reputation of acontractor for high reliability will result in fewer
requirementsfrom project lenders for construction-related credit enhance-
ment. Indeterminingwhether the requisitelevd of reputationexistsfor alender
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 employeesand technical resources; abilities in prob-
lem-solving, particularly because a fully operating project isinfinitely more
valuableto a project lender than contract damages; and participation in the
industry of the project, through ownership or operation of similar facilities.

[6] BuildingMaterials. A project finance risk sometimes overlooked
inindustrialized countries is the risk of unavailability of building materials
necessary for project construction. Although theoreticallyany materia isavail-
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 concernistheimpact of import and export
lawswhen the project is either located abroad or wherethe partiescontemplate
use of imported materialsfor construction.

7]  Construction of Related Facilities.  International projects, par-
ticularly in developing countries, often require the simultaneous construc-
tion of facilitiesrelated to the project. Also potentially required are large gas
pipelines, docks, railways, manufacturing facilitiesand electrical intercon-
nectionand transportation facilities. Each of the relatedfacilitieswill affect the
successof the underlying project and each must theref orebe examined to detect
the risksinvolved. Construction synchronizationis perhaps the most impor-
tant initial concern to the promoters of the underlying project.

Of equal concerniscompatibilityof systems. For example, rail beds, roads
and docks must conform with the requirementsof the project. Even an exam-
ination of the existinginfrastructure is requiredto learn whether the existing
facilitiescan satisfy project requirements.

Although an engineering firm or project company personnel can ini-
tially certify that existingand planned facility design will satisfy the require-
ments for the project, changes may occur. The project company may want to
contract with the developersof the related facility, or the government, that
exigtingand planned facilitieswill not be modified to alessdesirable standard.

[8] Raw Material Supply and Utilities. Similar to dependability of
building material supply in production of revenue, the project must be assured
of asupply of raw materialsand utilitiesat a cost within the acceptable ranges
of financial projections. The formality of the commitmentsfor the supply
depends, in part, on the availability of the materialsin the project area. For
example, asupply of necessary wood chips as fudl for awaste wood burning
energy project in the U S Pacific Northwest may be sufficiently assured that no
need existsto contract for a 100% supply. Y&, under various scenarios, such
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asthe 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, al are risksin determining whether an ade-
quate supply exists.

In many projects, the project company developslong-term requirements
contractsto provide the necessary raw material supply at a predictable priceto
reduce this risk. Lessfrequent 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 afeeto 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 Nenperformance—The Owner Did It. Itis
not unusual for a contractor facing liquidated damage liabilitiesin a project
financetransaction to blamethe project company for the problems. Construction
delaysand 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 atimely basis, failure
to satisfy obligations clearly allocated to the project company in the con-
struction contract, failureto 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
precisalyidentify the responsibilities of both the project company and the con-
tractor. The responsibilitiesof the project company should bekept 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 givesthe notice, the right of the
contractor to usethe alleged failure as an excuseto liability would be waived.
A provision similar to the notice procedure given for aforce majeure isapre-
ferred approach.

[10] Coordination. Two or morecontractors construct some projects,
each fulfilling adifferent construction rolefor the project, without single-point
responsibility. Hydroelectric projects are an example of this type of practice.
Risksrelating to construction coordination arisein this structure. however.
Without coordination, risksof construction delaysand cost overrunsincrease.
Also, without coordination, each contractor can place blame on the other for
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ddlays 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
includesan acknowledgment by the contractor that it has reviewed theterms,
including construction schedules, of the other construction contracts. This
acknowledgment should be coupl ed with arepresentation that the contractor
has not identified any schedulingor other deficiencies between the contracts.

§15.03 CREDITWORTHINESS

Risk alocation in a project finance construction contract isonly effectiveto
the extent the contractor is creditworthy. It must have sufficient financial
resources, both at the time of contract execution and during performance, to
undertakethe obligationsin the contract. Theseinclude payment of liquidated
damages payableif the contractor ddaysthe facility and if the contractor has
not constructed the facility to perform accordingto the performance guaran-
tees. Also, the contractor must be ableto absorb any lossesit 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 performancebonds, the contract will not be financeableand
another contractor must be found.

515.04 TYPESOF 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 thereforethat thetypesof construction-related contracts are generally
structured to cover these phases. Thereare three genera typesof construction-
related contracts used in atypical project financing: engineering, procurement,
and construction. A fourth, called commonly an “EPC,” is one contract that
coversall three phases--engineering, procurement and construction. Thelat-
ter typeisoften called a"'fast track™ construction contract.

[1]  EngineeringContract. Theengineeringcontract providesaproj-
ect company with professiona assistancein project design, biddingand review
and administration of thework. Specificaly, it providesfor the preparation
of preliminary and general project designs; preparation of specifications; prepa-
ration of initial cost estimates; preparation, solicitation and analysisof bidsfor
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work and supplies; preparation of detailed drawingsfor 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. Thisis primarily because all
proj ect construction work, including engineeringwork, isincluded in abroad,
turnkey constructioncontractinwhichthe contractor isasingle point of respon-
sibility for all construction phases. Also, from apractical perspective, fundsare
typically not availablefor construction work until afinancial dosing occurs.
At that point, because interest on the debt is accruingwithout revenueto pay
it, construction work must proceed quickly.

[2] Procurement Contract. The procurement contract provides
for the orderly procurement of work and suppliesfor a project. The contract
includesprovisionsthat requirethe architect/engineer to establish bidding pro-
ceduresfor machinery, equipment, material and supplies; to perform an eco-
nomicanalysisof the bids; to coordinateexport licensesand other governmental
authorizationsnecessary for theexport or import of materias, supplies,machin-
ery and equipment to the project site; schedule and monitor delivery dates;
make transportation arrangementsfor delivery of materials, supplies, machin-
ery and equipment to the project site; and coordinate financial matters, such
as scheduling cash needs, reviewinginvoices and administration of account-
ing records.

A separate procurement contract is not used often in a project financ-
ing, for the same reasonsthat aseparateengineeringcontract is not used. That
is, al procurement work isincluded under the scopeof the turnkey construc-
tion contract, and fundsare typically not availablefor procurement work until
afinancial closing occurs..

[3] Construction Contract. The construction contract isthe con-
tract that governsthe complete construction of the project. Assuch, the con-
tractor agreesin the construction contract to provide all construction-rel ated
services, including construction supervision, labor and management, con-
struction facilities, toolsand supplies, siteinvestigation, and field engineering.

[4] EPCContract. The EPC (engineering, procurement and con-
struction) contract combinesthe three stagesof construction under one con-
tract. Itissometimes caled a"fast track” contract, in that it enablesprogress
on aproject to proceed on an overlapping basis, at afaster pacethan if thethree
stagesfollowed in series.
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515.05 H XEDPRICE CONTRACT

A fixed price construction contract requires the contractor to construct a proj-
ect, or part of a project, for afixed sum. Sometimes, the frxed sum is subject
to adjustment based upon an agreed-upon index. Thisis particularly helpful
tothecontractor in countries that experiencerapid inflation, although the proj-
ect lender may insist on acap on such adjustments.

As discussed elsewhere in this chapter, the tension between the project
company and contractor in negotiating a fixed price construction contract is
based on the nature of the construction contract: the contractor must deliver
the project at afrxed price. The contractor is, of course, concerned with the
difficulty of predictingevents that could result in delivery of a project at acost
to the contractor that is higher than expected. Typicaly, the contractor will
include a contingency in the fixed construction price to ensure that ade-
guate cushion existsfor uncertaintiesin the cost cal culation process. Generalizing
in this area is difficult, but a risk contingency of between twelveand 20% is
common.

Even in afixed-price contract, however, thefixed priceissubject to adjust-
ment for certain negotiated contingencies, such asforce 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 aswhere aforce majeure
event has adelaying effect but no monetary implication, no priceincreaseis
permitted. Instead, an extension of the time for construction completion is
granted to the contractor. In other situations, such aswhere the project com-
pany delaysthe construction, an equitable priceadjustment is generally agreed
to. Finally, for changes requested by the project company, the parties negoti-
ate any priceincrease.

$15.06 COST PLUSFEE CONTRACT

Another approach to a construction contract is the cost plus fee contract. As
the name implies, the project company paysthe 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
receivethelowest construction cost. In contrast to thefrxed 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 PLUSFEE CONTRACT WITH MAXIMUM PRICEAND
INCENTIVEFEE

The cost plusfee contract is modified by adding amaximum priceand an incen-
tive fee payableto the contractor based on cost performance. Provisionsare
included that provide the contractor an incentiveto keep costslow, such as
penaltiescharged and bonuses earned based on budget performance. If costs
exceed the maximum price guarantee, the contractor typically absorbs these
costs, up to theamount of its construction fee. To the extent thereisa savings
as compared with the maximum priceguarantee, the contractor and the proj-
ect company typically split the savingson ashared basis.

$15.08 PROJECT FINANCE TURNKEY CONTRACT

A project finance transaction is based on predictability, including the pre-
dictability of the construction price, construction scheduleand project per-
formance. From this need for predictability,a hybrid construction contract has
devel oped which requiresthe contractor to providethe completescopeof con-
struction work for a project, for afixed price, for completion and delivery by
adate certain, which performsat agreed-upon levels. All the project company
hasto do is pay the construction priceand "turn the key."

In returnfor this predictability, the contractor will chargearisk premium.
Therisk premium ischarged becausethe contractor isconcerned with thedif-
ficulty of predicting eventsthat could result in delivery of adeayed project,
a an increased price, that does not perform as expected. Besidesthe risk pre-
mium, the contractor seeksin contract negotiation to limit risksof any change
in thecost of the project, to ensurethereissufficient contractual excusefor late
ddivery, and to provide sufficient timeto satisfy performance guarantees.

A customary reward for the contractor in return for assumingthe risk of
completion on adate certain for afixed priceisthrough abonus payment,
which the project company paysto the contractor if the project iscompleted
before the scheduled completion date. In a project financing, the bonus con-
cept must relate to the other project contracts. For example, thisis necessary
so that if the facility iscompleted 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 bonusto the contractor could
otherwiseresultin 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-
templateearly operation, then funds necessary to pay aconstruction bonuswill
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 fundsavailable from the construction loan, other debt sources and
equity isasignificant risk in a project financing. Increased construction costs
may result in increased debt service costs during construction, unavailability
of sufficient fundsto complete construction, and evenif 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 PROVISIONSIN PROJECT FINANCE TURNKEY
CONSTRUCTION CONTRACTS

Construction contracts generally contain the following key provisions: tech-
nical scope and specifications, commonly called the™ scope of work;"* adetailed
listing of each of the contractor's and the project company's responsibilities;

compensation and payment terms; subcontracts; acceptance and performance
testing; changesin thework; rejection of work; warranties; title to work; reme-
diesfor breach; performance and warranty bonds; insurance; dispute resolu-
tion; indemnification; assignment; suspension of work and termination; and
force majeure. Thesetypical construction contract clausesare discussed below.

515.10 SCOPE OFWORK

[1] Introduction. The scope of work isin 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 specificationsfor the project. In addition,
thissection of the contract identifies major piecesof equipment. Itisan impor-
tant part of the construction contract becauseit describesthe scope of the con-
tractor's obligations, which determinesthetype of facilitythat will be constructed
for the agreed-upon price. Unlessthis section describesall thework and equip-
ment necessary to construct the facility, the fixed price set forthin the contract
will beillusory. 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.

Scoped Work. Contractor shdl performthework hereunder in accordance
with the Contract Documents.

Contract Documents means this Construction Contract and al exhibits
hereto, including the Scope of Work attached heretoasE x hi bi t, it
being the intent of the parties hereto that such scope shall include (i) al
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design, procurement, construction, installation, equipping, start-up and
performance testing of thefacility; (ii) the provisionof all equipment and
supplies required by the Contract Documents; (iii) the provision of nec-
essary construction forces, including, al supervisory field engineering,
quality assurance, support service personnel and field labor; and (iv) prepa-
ration and delivery to the [ProjectCompany] of operation and mainte-
nance manuals.

$15.11 CONTRACTOR'SRESPONSIBILITIES

[1] Introduction. Amongthetermsincluded 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
responsibilitiesinclude 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.

I ndependent Contractor. Contractor isan independent contractor and shall
maintain control over itsemployees and all Subcontractors. Contractor
shall perform dl Work in an orderly and workmanlike manner.

Project Manager. (3) Before starting theWork, Contractor shall designate
a Project Manager as its representativeto represent Contractor and shall
notify [ProjectCompany] of the name, addressand tel ephone number (day
and night) of such representative, and of any changein such designation.

{b) The Project Manager shall be present or beduly represented at the Site
at all timeswhen theWork isactually in progressand, 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, instructionsand other communi cationsgiven to the Project Manager
by [Project Company] shall be asbinding asif given to Contractor.

Supervision. Contractor shall supervise and direct the Work. Contractor
shdll be soldly responsiblefor all construction means, methods, techniques,
sequencesand procedures, for coordinating dl portions of the Work under
the Contract.

Access. Upon reasonable prior notice, Contractor shall provide [Project
Company],Lender and [Project Company]’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 itssolediscretion, 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 incidenceincluding 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 asof the date of this Contract. The effect of changesin 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 giveall noticesand comply with al material laws,
ordinances, rules, regulationsand lawful final ordersof any Governmental
Agency bearing on the performance of theWork. If Contractor observes
that any of the Contract Documents are at variancetherewith in any mate-
rial respect, it shall notify [ProjectCompany] in writing, and any necessary
Changes shall be made by appropriate Change Order.

Security. Contractor, at itsexpense, shall providethefollowing security for
the Project: [describeany planned fencing, watchmen and/or procedures).

Records. Contractor shall maintain at the Sitefor [ProjectCompany] one
record copy, and, at [ProjectCempany]’s expense, shall furnish additional

copiesthereof to [ProjectCompany] if requested, of al Contract Documents,
drawings, plans, specifications, copies, addenda, test reports, ChangeOrders
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, removerubbish
and unused Product from theSiteand leavetheSitein an orderly condition.
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$15.12 PROJECT GOMPANY' S RESPONSIBILITIES

{1] Introduction. Conversely, the project company's responsibility
section describes the responsibilitiesof the project company. These include
required conditionsfor the project site, accessto thesite, 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 thefixed
price and by the scheduled completion date. Consequently, the project com-
pany and the project lender will desire that the responsibilitiesbekept to amin-
imum and include only those areaswith minimal risk of nonperformanceby
the project company.

2] Draft Provision.
Project Company Responsibilities.

(a) The [ProjectCompany] shal investigate, determine, secure, pay for and
maintain any and all Permitsrequiredfor [ProjectCompany]’s ownership
and commercial operation of the [Project]and for the performance of
theWork (the" [ ProjectCompany] 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, sawer and land use Permits, including those
[Permits]describedin E x hi bi t . [ProjectCompany] shall further be
responsiblefor obtainingand maintainingall eesementsor other red prop-
erty rights necessary for performanced the[Work] .Contractor shall coop-
eratewith [ ProjectCompany] (or with such other effected party as [ Project
Company] may designate, for and on behaf of [ProjectCompany])to pro-
videsuch pertinent dataand informationas [ ProjectCompany] or effected
party may request to permit [ProjectCompany] to obtain the [Project
Company] Permits.

(b) In addition to other requirements contemplated by this Contract,
[ ProjectCompany] shall furnish within [ProjectCompany]’s property
limitsasand when reasonably necessary for the purposesof thisContract,
upon the request of Contractor,accessto: (i) theareason the [ Site]required
for new construction,lay down aress, construction offices temporary roads
and utilities; (ii) designated Contractor parking aress; (iii) designated areas
o exigtingbuildingsas reasonably required in conjunctionwith the [ Work] ;
and (iv) areasat the property boundariesfor junction or other work relat-
ing to electrical power, natural gasand ail lines, water, sewer, telephone
and other utility connections.
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(c) [ProjectCompany] will provide at theSite and pay for
for use by Contractor in its performanceof the [Work].

kW power

(d) [Project Company] shall provideat the [Site]and pay for: (i) Fuel and
consumables, such aslube ails, lubricants, filters, chemicals, and other
related costsas specified by Contractor for start up, debugging, Performance
Testing, environmental testing and Commercial Operation otherwisein
performanceof theWork; (ii) connectionsat the pointsspecified 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 operatingeguipment requiredfor
operating and maintaining the Project, such as fud analyzingand tem-
perature, performance and supply output monitoring equipment with
operatingsupplies,al asfurther specified on Exhibit attached hereto;
(vi) dl rolling stock and Residueremoval and disposal of all effluentsfrom
the Project during testing, Provisional Acceptance and Commercial
Operation; (vii) mobileequipment, if any, required by the Project and not
specifically described in the Scopeof Work; and {viii) operation and main-
tenance of the Project.

{f) Contractor shall obtain the Permits described in Exhibit
("' contractor Permits"). [ProjectCompany] shall promptly sign any appli-
cation for such Contractor Permitswhich require [ProjectCempany]’s Sg-
nature. In no event shall Contractor haveany liahility or responsibilityfor
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 [ProjectCompany].

§15.13 THENOTICE TO PROCEED AND COMMENCEMENT OF
CONSTRUCTION

[1] Introduction. Itisnot unusual for theconstruction contract to
be negotiated and executed several months before the financial closing occurs.
Becausethe project company has only minimal assets, unless the project spon-
sor contributes capital to the project company to fund construction, there
will not besufficient fundsfor the contractor to be paid for construction atthe
time. Consequently, the prudent contractor will want to delay its obligations
to commence construction until thefinancial closingoccurs. Otherwise, because
the project company has no assets, it assumes the risk of nonpayment.

The notice to 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 noticeto pro-
ceed and begin work. These include evidence of financial closing, receipt of
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necessary construction permitsand other governmental approvals, environ-
mental auditing and completion of any necessary remediation, and immedi-
ate availability of fundsto the project company under thefinancing documents
in an amount necessary to complete construction. In addition, the contractor
isinterested in provisions assuring that the financing documents require the
lender to make paymentsdirectly to the contractor, limit the conditions to
advancing funds under thefinancing documentsto 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] DraftProvision

Notice to Proceed. Contractor shall achieve Commercial Operation of the
Project no later than ( ) months after receipt of an effective
written noticein theformattached in Exhibit_____ (the"Noticeto Proceed™)
from [ProjectCompany] to commencethe Work (the “Completion Date™);
provided, however, that [ProjectCompany] may not deliver the Noticeto
Proceed unlessat |east five (5) businessdays prior to such delivery it has
provided Contractor with (i) certified copiesof the permits described in
Exhibit in final, non-appealableform, (ii) evidence reasonably
satisfactory to Contractor that [Project Company] has entered into aloan
agreement with alender or lenders which individually or collectively have
assetsin excessof US $2 hillion and shareholder'sequity in excessof U.S.
$100million (the"Lender") and that suchloan agreement (the “Construction
Loan Agreement") provides that (a) the total amount availablefor 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
paymentsto 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 thereach of [ProjectCampany|’s creditorsother than Contractor
and the Lender; (c) the Construction Loan Agreement shall obligate the
Lender to make or causeto be made all paymentsto Contractor to which
it isentitled in the event of any termination of this Contract; (d) the
Construction Loan Agreement may not be amended or terminated except
upon termswhich assure that Contractor shal receive all payments to
whichit isentitled under this Contract; (€) the Lenderwill accept payment
and/er performance by Contractor, in lieu of [ProjectCompany],to cure
any defaultby [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
thesameperiod of timein which to cure such default as [ProjectCompany]
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isentitled to; and (iii} [ProjectCompany] hasclosad the Construction Loan
and the funds to be borrowed thereunder are availablefor usein 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 shdl retain
any rightsand remediesit may have againgt [Project Company] by reason
of any such default by [Project Company] and shdl be subrogated to any
rightsand remediesthe Lender may have against [Project Company] pur-
suant to the Construction Loan Agreement.

§15.14 PRICE

[1]  Introduction. Theconstruction contract will contain afixed, all-
inclusive price for the costs, charges and expenses necessary for construction
of thefacility. This requiresthe contractor to bediligent in the preparation of
the price, whilethe project company must bediligent in the review of the scope
of work, which setsforth the type of project that the contractor will build
and deliver.

Examplesof costs, charges and expensesthat generally would be included
in theconstruction pricein aproject finance construction contract includethe
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 usedin
construction, but not made part of the facility, and transportation to the
project site; subcontract charges; equipment rental and mobilization; credit
enhancement costs, such asinsurance premiums, and performance and pay-
ment bond premiums; taxes, fees and duties; license fees and royalties; site
clean-up and debris removal.

In someindustries, 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
itspricetoincludearisk premium to cover therisk of cost overrunsthat might
beincurred. 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 exceedsthe budget.

[2] Draft Provision.

Firm Price. [Project Company] shdl yay to Contractor in respect of the
[Work]theamount of ($ ), subject to priceadjustment only in accor-
dancewith this Contract (the™ Contract Price™).
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§15.15 PAYMENT AND RETAINAGE

[1]  Introduction. If acost-plus contract is used, payment is made
periodicallyover the construction period. The amount isequal to the amount
of costs reasonably incurred, plus agreed upon amounts for indirect costs
and a construction fee.

In the moretypical fixed pricecontract, theconstruction priceis paid over
timeto the contractor based on progressmade toward project completion, cal -
culated on the value of work installed or ddlivered, 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
paymentsearlier than expected by the project company, evenif the work is 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 paymentsare used, paymentsto the contractor are customarily with-
held in an amount equal to the value of work not yet compl eted.

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 30, therisk existsthat thefundsmight not be returned. To protect against
this risk, an advance payment guaranteeis used. Thisisa guarantee, in which
acontractor isthe guarantor and the project company isthe guarantee,wherein
the contractor agreesto return advance payments made under the construc-
tion contractif not earned within aspecified timeor the construction contract
is not otherwise performed by the contractor.

It istypical for the project lender to retain an independent engineer, or
usethe servicesof itsown engineering saff, 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 approvethe pay-
ment requisition. This requiresthat 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, caled retainage. Retainageiswithheld by the project company to
providethe contractor afinancial incentive to completethe work; retainageis
paid only upon final completion. Otherwise, the financial and lost opportu-
nity cost to the contractor of compl eting minor elementsof thework may out-
weigh the receipt of the final, often minimal, payment. Retainage typically is
5 to 10 percent of each payment. Alternativesto 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 paymentsother-
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wise due the contractor, caled retainage. Retainage, typicaly in a range of 5
to 10 percent, provides motivation to the contractor tofinish thework, because
it is usually not payable until completion of the project.

If the contractor desires thefull 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. Thisguarantee, provided in lieu of retention, givesthe 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
generaly have the right to place alien 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 thesame 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. Thisbond requiresasurety to pay the unpaid supplier,
vendor or subcontractor amounts dueit from the contractor that are unpaid.

[4] Draft Provision.

Retainage. [Project Company] shdl withhold from each payment of the
[ContractPrice] due Contractor hereunder an amount equal to

{ %) percent as retainage, to be paid to Contractor only upon achieve-
ment by it of [Final Completion].

§15.16 COMPLETION DATE GUARANTEES, PERFORMANCE
GUARANTEESAND LIQUIDATED DAMAGES

[1]  Introduction. There aretypically three dates for performance
that the contractor must achieve in a project financing: mechanical comple-
tion, substantial completion and final completion. In addition, tolimit therisk
of delay, it isimportant to develop a project construction schedule, which
will specify important milestones of the construction process. This schedule
should beincluded in the construction contract and updated regularly.

[2] Mechanical Completion. Mechanical completion isachieved when
all mechanical components of thefacility 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, damagesare typicaly due.

[3] Substantial Completion. Substantial completion isreached when
the contractor isable 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 aleved of output that is hecessary to produce revenueto service
the project debt and to satisfy the agreementsthe project company has reached
with the output purchaser.

In an energy project, the contractor is typically required to demonstrate
achievement of performanceguaranteesand availability guarantees. Performance
(or capacity) guaranteesare designed to demonstrate that the facility is capa-
ble of operating at negotiatedlevelsof power output (an output guarantee of
aminimum net e ectrical output), fuel use (an efficiency guarantee or aguar-
antee of limits on fuel consumption), limits on consumption of other feed
materialsor utilities, such as auxiliary electric consumption or limestone (an
input guarantee), and within environmental emission limits, other environ-
mental restrictions and other requirementsof applicablelav (environmental
guarantee). Availability guarantees, also called reliability guarantees, cover
theability of thefacilityto operate on and sustain areliableleve of operations
over atest period of a negotiatedlength.

Failure to achieve these guarantees generaly resultsin the obligation of
the contractor to pay so-called ' buy-down" liquidated damages, the sole rem-
edy availableto the project company against the contractor. These damagesare
calculated to"buy down," or prepay, a portion of the project debt which pre-
servesan agreed-upon debt servicecoverageratiofor project debt. Thisisnec-
essary because the project is not ableto operate at thelevels of production, or
usingtheleve of fuel or other inputs, necessary to service the outstanding debt.

The total exposure of the contractor to these types of liquidated dam-
agesisgenerally limited to apercentageof the construction contract price. For
example, capped liability of between 25 and 40% is not unusual in construc-
tion contracts for energy projects. Typicaly, the contractor has the option of
taking correctiveaction and retestingthefacility for anegotiated period of time
beforeit has the obligation to pay theliquidated damages.

Payment of liquidated damagesisgenerallyan 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 istypically requiredto undertakecorrective action
necessary to satisfythe environmental guarantee.

Similarly,if the project does not achieve the availability guarantee, liqui-
dated damages are often an insufficientremedy, since the off-take sales agree-
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ment will likely be breached. As with the environmental guarantee, the con-
tractor istypically required to undertake corrective action necessary to make
thefacility more reliable in operation.

At substantial completion, the contractor turnsthefacility over to the proj-
ect company. The project company beginsto operate the project at thispoint,
and thewarranty period begins.

[4] Final Completion. Final completion occursafter 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. Thefacilityistransferredto the project company for operation
at this point and the final construction payment, including retainageis paid.

[5] Correction. In many construction contracts, the contractor
will include the ability to attempt to correct thefacility so that it iscapableof
achieving the performanceguarantees. During thisperiod, thefacility will likely
need to be operated either to satisfy the obligationsunder debt documents or
other project contracts, or as away 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 costsat the budgeted levels, and to pay performance
damages under other contracts. Also, the contractor must completeits cor-
rection effortsin away that doesnot unreasonablyinterferewith 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 damageshave
been paid, to recover some portion of the damage.

Thecorrection period will only be availableto thecontractor to the extent
the major project contracts, such as revenue-producing off-takecontracts, per-
mit this flexihility. It is not unusual, however, for off-take contracts to require
the completion and performance guarantees be reached by a definite date. If
50, 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 coststo the project company are reduced.

[6] DelayLiquidated 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 damagesare designed to compensate the project company
for the costsit incurs, on adaily basis, for the ddays. The costsinclude addi-
tional debt servicecostsarising from the extended construction period, dam-
ages under off-take contracts, fuel contracts and other project contracts that
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assessadaily delay for thefailure of facility operation by an agreed date, and
any additional operating and working capital costsincurred because of the
ddlay, such as payment for demobilization costs of the operator. Delay liqui-
dated damages, together with performanceguaranteeliquidated damages, are
usually subject to an aggregate, maximum amount, ranging from 25 to 45%
of the contract amount.

[71 Testing. Becauseof theimportanceof thevariousdatesand guar-
antees described above, thetest criteriaand procedures must be agreed upon.
In addition to the technical features of the tests, agreement must be reached
on such things aswho bearsthe costs of testing; and who is responsible for
labor and needed inputs, such asfuel.

[8] Bonusesfor Early Completion. Early completion of the project
providesthe project company with the opportunity to earn revenueearlier than
expected and reduce debt service codts. It also providesabasisfor the contractor
to benefit from expedient work. The calculation and amount of the bonuses
vary, ranging from alump sum payment per day of early completion, calcu-
lated on the debt service savings, to ashare in the profits generated during
the early operation period. Care must be taken to ensure that al project con-
tracts, such asfuel 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 costsand debt service.

[9] Environmental Guarantees. Asdiscussed above, the contractor
will need to show that the project iscapable of operating within the emis-
sionsand other environmental standards required by permits, lawsand regu-
lations, and in some cases, standards i mposed by thefinancing agencies,such
asthe World Bank. These requirements sometimes change over time, and in
some caseschange during the construction of a project. Theallocation of which
party will bear the risk for changesin environmental standards during the
course of constructionisan important one.

Unless the change is proposed by the responsible agency at the time of
negotiationsand is reasonably expected to beimposed 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 availabletechnology for environmen-
tal controls, it may be able to accept thisrisk. However, the construction
price might increaseto the point that the projectis no longer competitivewith
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other projects that do not employ the best available environmental control
technologies.

[10] ExceptionstoGuarantees. Contracting partiesdo not liketo pro-
vide guarantees without some opportunity to escape them, and a contractor
isnodifferent. Thisis particularly truein the context of a project finance con-
struction contract where the potential liability for liquidated damagesislarge.

Guarantees are subject to the following types of exceptions. changesin
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 excusesto performanceof guaran-
tees, because the contractor isthought to bein the best position to control these
acts. Unexpected subsurface conditions are the subject of negotiation and are
sometimes accepted as risks by the contractor.

[11] AlternativestoGuarantees. As discussed above, the consequences
of thefailureof the contractor to satisfy guarantees have cost implicationsfor
the project. A portion of these riskscan sometimesbe 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 acasualty insurer, coverscertain
casualty risks, and compensates the project company for debt servicethat results
from adelay caused by a covered casualty. Systems or efficacyinsurance, of lim-
ited availability and costly, may be availableto cover delay risks and perform-
ance shortfalls that arise from events not covered by builder's risk policies.

Another alternative isto allocate some of the costs of delay or under-
performance to other project participantsin return for price concessions. For
example, an off-take purchaser may decide to bear some of theserisksin return
for alower price for output produced by the project.

[12] 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 continuesto 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] a theend of any extension of the [Commercial Operation Date],
Contractor shall yay to [ProjectCompany] on demand liquidated damages
calculated in accordance with Exhibit [typically, a formula based
on the estimated damages to the Project Company of thedelay and of the fail-
ure of the Facility to perform at levels guaranteed in the Performance
Guarantees].

$15.17 WARRANTIES

[1] Introduction. Whereas a guarantee addressesthe ability of the
project when new, awarranty isdesigned to provide protection against defects
in design, workmanship and componentsover a negotiated period of time. The
contractor typically provides several warrantiesto the project company.

Firstisthat the engineering, materialsand workmanship used in the design
and construction of the project satisfy an agreed-upon standard, and to the
extent they do not, the contractor agreesto repair or replaceany portion of the
work found defectivewithin a negotiated period. Typica standardsare 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 isa statement that all materialsand 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-
pliesand 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 equi pment
and that those rightswill betransferred to the project company.

The contractor will also warrant compliance with negotiated standardsof
care. A typical warranty isthat the contractor has used good and workman-
like carein the construction process.

A warranty isincluded that the contractor isin compliancewith the speci-
ficationsincorporated into the contract. Typically, thisis made with referenceto
the scope of work in the construction contract, as modified by any changeorders.

The contractor will warrant that thefacility isconstructed in accordance
with al applicablelaws, regulations, codes, requirements of agenciesthat issue
permits, and industry codes and standards. Becauselegal requirementssome-
times change over time, and in some cases change during the construction of
aproject, the parties must determine who will bear the risk for changesin laws
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during construction. Some changesare proposed at thetimethe construction
contract issigned and arewell known. Others, even if proposed, are unknown
to the parties. Because of this uncertainty, the contractor typically viewsthe
changein law risk asan equity risk.

[2] Draft Provision.

Warranty. For a period of oneyear, Contractorwarrantsto [ProjectCompany]
that the [Work]will be freefrom defectsin material and workmanship (the
"Warranty"). However, theWarranty issubject to thefollowingtermsand
conditions:

(1) The term "defects” shall not include damage arising from [Project
Company]’s or any other Person's misuseor 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
likefacilitiesor structures or to defectsin design, material or workman-
ship furnished by [ProjectCompany],its separate contractors, licensors,
vendors of material, fabricators or suppliers.

(3) All duties under the Warranty shall bedischarged by repair or replace-
ment of the defect at Contractor's option.

(4) [ProjectCempany]’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 servicesat such timesasare reasonably mutu-
aly 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
[ProjectCompany] awarranty from such subcontractor, supplier or ven-
dor of at least equal or comparable coverage and duration to theWarranty,
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 defectstherein. Nothing in this Section
shall be construed to obligate Contractor to attempt to obtain any
such warranties.
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$15.18 CHANGES

The changein work section sets out the procedurefor changesin the termsof
the contract. Even though all project participants attempt to develop an all-
inclusivescopeof work, changesarelikely asconstruction proceeds. Examples
of the types of changescontemplated by this section arework agreed toin the
technical scope and specifications, changesin priceand changesin thetimefor
performance.

515.19 TITLETOWORK

[1] Introduction. Itistypical for titleto each component of the proj-
ect that isinstalled or ddivered to the project site to pass to the project com-
pany upon payment.

[2] Draft Provision.

Title tothe Work. Titleto eech item of equipmentor work in progress/con-
gruction sarviceswill pessto [Project Company] upon receipt by Contractor
of payment therefor.

515.20 REMEDI ESFORBREACH

[1]  Introduction. If the Contractor failsto perform one of itsobli-
gationsunder the construction contract, the remediesavailableto the project
company vary based on the harm incurred. As discussed above, performance
shortfallsor completion delaysgenerally are compensatedto the project com-
pany through liquidated damages. Other breachescan be addressed through
various remediesranging from the right of the project company to stop work
and replacethe contractor to money damagesfor non-liquidated damageclams.

In project financingswith contractual obligationsrequiring project oper-
ation by adefinitedate, the remedy sectionisparticularlyimportant. The proj-
ect company should havethe ability to replacethe contractor, or finish thework
itself, should the contractor not perform on schedule.

2] Draft Provision.

Eventsd Default. Either Party mey terminatethis Contract for default by
the other Party as provided bdow. A Party shall be consideredin default
o itsobligationsunder thisContract upon the occurrence of an event
described beow:
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Insolvency. Thedissolution or liquidation of aParty; or the failure of
aParty within —_(____) daysto lift any execution or attachment of
such consequenceas may materialyimpair itsability to perform the [Work];
or a Party isgeneraly not payingits debts as such debts becomedue; or a
Party makesan assignment for thebenefit of creditors, commences (asthe
debtor) avoluntary casein bankruptcy under the [describerelevant bank-
ruptcy statute] (asnow or hereafter in effect) or commences (asthe debtor)
any proceeding under any other insolvency law; or a case in bankruptcy
or any proceeding under any other law iscommenced 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 isconsented to by the Party or remains undismissed
for a period of () days, or the Party consents to or admitsthe
material allegations against it in any such caseor proceeding; or atrustee,
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;

Failureto Perform. Thefailure by a Party to observeor perform any
material covenant, condition, agreement or undertaking hereunder on
its part to be observed or performed for a period of thirty (30) daysafter
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 itsexpiration;

Misrepresentation. Any representation or warranty of a Party herein
is false or misdeading or becomesfase or misleading in any respect that
would materially impair the representing or warranting Party's ability to
perform its obligations under the Contract Documents.

Remedieson 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"Noticeof Default™). If the
defaulting Party doesnot curesuch 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 failsto provide reason-
ableevidence that such default does not in fact exist, or will be corrected,
the non-defaulting Party may, upon five (5) dayswritten notice, in the case
of adefault in the payment of money, or seven (7) dayswritten notice, in
the case of any other default, to thedefaulting 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 [ProjectCompany] pursuant to this
Contract shall be deemed effectiveagainst the [ProjectLender] until acopy
of such notice shall have been receivedby the [ProjectLender]. The [Project
Lender] shall have the samerights as [ProjectCompany] to cure any default
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of [ProjectCompany].Cure by the [ProjectLender] shall include, but not
be limited to, (a) causing [ProjectCompany] to cure, (b} curing itself, or
(c) finding a suitabl e replacement for [ProjectCompany] and permitting
such replacement to cure within the time provided herein.

Right to Possessionof Siteand Contract Documents. Upon termination
o the contract by the [ ProjectCompany] due to adefault by the Contractor,
Contractor shall provideimmediate possessond the [ Site]to the [Project
Company] and deliver to the [ ProjectCompany] dl [ ContractDocuments],
plans and specifications, drawings, equipment, materialsand toolsat the
[ProjectSite] related to the [ Work] .

515.21 SUSPENSION OF WORK AND TERMINATION

[1] 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. Oneavailable remedy should bethe ability to suspend work
or terminate the contract. The project company must preserve the ability to
assume project construction and complete thework.

[2] Draft Provision.

Right to Complete Work. In the event the Contractor's right to compl ete
theWork under thetermsof thiscontract isterminated, [ ProjectCompany]

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 balanceof

the Contract Price exceedsthe cost of completing the [ Wor k] Contractor

shdl beentitled to such excess If thecost of completing the [ Work] exceeds
the unpaid balance, Contractor shall beobligated to pay thedifferenceto

the [ProjectCompany] on demand.

§15.22 PAYMENT AND PERFORMANCE BONDS

[1] Introduction.

PerformanceBond. A performance bond, used as credit enhancement
to support a contractor's obligations in a construction contract, isissued 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
theterms of the construction contract. If it does not, the surety will causethe
performance of the contract so that the project iscompleted.
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Payment Bond. A payment bond isissued by asurety to a project com-
pany, and issimilarly assigned to the project lender as part of the project col-
laterd. It iscallableif the contractor falsto pay someamount that isdue under
thetermsdf theconstruction contract, such asliquidated damagesfor late per-
formance. If it does not, the surety will makethe payment.

Warranty Bond. Ancther form of performancebond isawarranty 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 repairsor replacementsduring the project warranty period under
the construction contract for defective work. It isalso typically assigned to
the project lender as collateral. In some situations, this protection is provided
within the scopeof the performance and payment bonds.

Money Retention Bonds. Asdiscussed above in this chapter, construc-
tion contracts routinely providethat a portion of the periodic paymentstothe
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 recaeivethe 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 provideto [ProjectCompany] a [performance/pay-
ment/warranty] bond in aform acceptableto the [ ProjectCompany] .Such
bond shall list [ProjectCompany] and [ProjectLender] asbeneficiaries
thereof as their interests may appear, and be issued by a surety accept-
ableto [ProjectCompany].

$15.23 I NSURANCE

(1]  Introduction. During the construction phase, project finance
contractors are typically required to obtain property damage insurance such
as"dl risk” builder's risk insurance to pay for directloss or damageoccurring
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 appliesto al perilswhich are not
specificaly excluded, including the damage consequences of adefectivedesign,
material and workmanship and protection during start-up and testing. It does
not extend to coverage of lossesthat result from contractual indemnity or
liquidated damage paymentsfor late delivery or completion.
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[2] Draft Provision.

Property Damage | nsurance. Contractor shall provideand maintain All Risk
Builder's Risk insurancecovering usual risksof physica lossor damageto
the [Work]to the full replacementvaue of the [Project] from the start of
activity at the [Site]until the [FinalCompletion Date/Commercial Operation
Date] . [Project Company] and the [Project Lender] shall be named asaddi-
tional insuredsand such policy shall be endorsed to waive subrogation
against [ProjectCompany] and the [Project Lender].The [ProjectLender]
shall be named asloss payee asitsinterests may appear.

Contractor shall procurea'deayed opening™ endorsement to the above

All Risk Builder's Risk insurance policy with limitsof 3 , subjectto
adeductible of days delay. This coverageshall provide for pay-
ment of construction loan interest expenseup to $ per day, attrib-

utable to delay caused by damage to project property. It isagreed and
understood that any proceedsfrom this"deayed opening' insuranceshdl
first beappliedto mitigate Contractor'sobligationto pay liquidateddam-
ages under Section —— [delayliquidated damagessection].

Certificatesof Insurance; Policy Endorsements; Etc. Contractor shall furnish
to [ProjectCompany] certificatesof insurance that evidencethe insur-
ance required hereunder is being provided by insurancecarriers author-
ized to do businessin [insertname of jurisdiction].Each certificateshal
provide that at least 30 days prior written noticeshall be given to [Project
Company] and the [ProjectLender] in the event of cancellation or mate-
rial changein the policy towhich it relates.

$15.24 FORCEMAJEURE

[1]  Introduction. Asdiscussed elsawherein thischapter, itisimpor-
tant that force majeure provisionsin the construction contract be coordinated
with force majeure provisions in other project contracts. Otherwise, thesitu-
ation could arise where, for example, the contractor is excused from itsobli-
gation to complete the project by adate certain, whilethe off-take salesagreement
does not provide the project company with similar relief. Inconsistent force
maj eure provisions can be cured with aso-called" resurrection” clause, in which
the contractor agreeswith the project company that where force majeureincon-
sistencies exist between contracts, the contractor will not receiverelief greater
than therelief availableto the project company under other relevant contracts.

[2] Draft Provision.

Adjustmentfor Délay. If the performancecf dl or any portion of the [Work]
is suspended, delayed or interrupted by a [ForceMajeure Event] or by an
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act of [ProjectCompany] or by itsfailureto act asrequired by the [Contract
Documents] within the time specified therein (or if no time is specified,

within a reasonabletime), an equitabl eadjustment will be madeby [Project
Company] to the [ContractDocuments],including without limitation the
[ContractPrice] and the [Completion Date] for any increasein the cost or

time of the performanceof the [Work]attributable to the period of such

suspension,deay or interruption. Contractor shal give [ProjectCompany]

written noticeof Contractor's daimasaresult thereof specifying theamount
of the daim and abreakdown of how the amount was computed. Any con-

troversy concerningwhether the ddlay or suspensionwas unreasonabl eor

any other question of fact arising under this paragraphwill 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 receiveany payment or credit hereunder. Notwithstanding
the foregoing, Contractor will in no event be permitted an extension of

the [Completion Date] beyondthat date required under the [ Off-Take Sales
Agreement].

§15.25 COORDINATIONCONCERNS

[1] Introduction. In construction projects where other contractors
are performingwork 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 adelay in the scheduled completion date or insist upon
an increase in the construction price.

Similar concernsarisein so-called"insidethefence" projects. In these proj-
ects, constructed on thesite of an operating industrial company or other entity
with ongoing operations, construction coordinationis particularly important,
and the risk of contractor interferenceis particularly acute.

[2] Draft Provision.

Interfaceand Coordination. During the progressof the [Work]other con-
tractors may work in or about the [Project]including. [Project
Company] is responsiblefor overall interface and coordination between
or among the contractors at the [Site]and only [ProjectCompany] shall
have the authority to effect such coordination among contractors at the
[Site] No such authority shall be exercised by [ProjectCompany] which
will require Contractor to incur any additional expense or cost in con-
nection with performanceof the [Work].[ProjectCompany] shall o arrange
and schedule thework of such other contractorsso that Contractor isable
to complete the [Work]without interruption or ddlay.
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515. 26 TRAINING

[1] Introduction. Thecontractorisinthebest positionto train oper-
ating personnel about the project. Consequently, itisimportant that it under-
take to train personnel to operate, and to prepare and supply operation and
maintenance manual s for long-term use at the project.

[2] DraftProvision.

Training. Contractor shdl train the operating staff of [Project Company/
Operator] with respect to the operationand maintenanceof the [Project].
In the course of such training, Contractor shall prepare and submit to
[ProjectCompany] operation and maintenance manualsfor the [Project].

515.27  SUBCONTRACTORS

[1]  Introduction. After performing duediligenceon thecontractor,
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 responsiblefor itsown
subcontractors, and stand behind their performance obligations. Further,
cost increases, delays or performance shortfalls caused by the subcontractors
do not excuse the contractor from itsobligationsto 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 acon-
struction contract default.

2] Draft Provision.

Subcontractors, SuppliersandVendors. (&) Nothingcontained in the Contract
Documents shall create any contractual relationship between [ Project
Company] and any subcontractor,supplier or vendor. The Contractor shall
be solely responsiblefor the actsand omissionsd dl subcontractors,ven-
dors and suppliersretained by, through or under the Contractor in con-
nectionwith 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 isenti-
tled. [ProjectCompany] shall have no obligation to pay or to seeto the
payment of any monies to any subcontractor,vendor or supplier.

(c} Without in any way limiting Contractor'sliability 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 besubject to the prior written approva of the [ Project
Company].

$15.28 LIABILITY LIMITATIONS

[1] Introduction. Thereistypicaly alimit applied to the contrac-
tor's maximum liability under a construction contract. In most cases, thisis
limited to a percentage of the construction price. Becausethe implications of
alate 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 adelay scenario.

Thelimit 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 fixed fee, liability covered by insurance, and liability resulting
from wilful misconduct.

Itistypical for both the contractor and the project company to reject
liability for special, punitive and consequential damages.

[2] DraftProvision.

Limitation of Liability.

(a) Contractor'saggregateliabilityon al cdamsdf any kind, whether based
on contract, warranty, tort (including negligenceof Contractor or any
subcontractor or supplier),strict liability or otherwise, for dl lossesor dam-
ages arising out of, connected with, or resulting from this Contract, or for
the performance or breach thereof, or for servicesor equipment or mate-
rialscovered by or furnished pursuant to this Contract (including reme-
did warranty or performanceachievement efforts) shall in no case exceed
the [Contract Price].[ Project Company] shdl not assert any claimsagainst
Contractor unlesstheinjury, lossor damagegiving riseto theclaimissus-
tained duringthe Contractor's warranty period, and nosuit or action thereon
shdl beinstituted or maintained unlessit isfiled in acourt of competent
jurisdictionwithin three (3) monthsafter the cause of action accrues.
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(b) Except for the damages specifically providedin this Contract, in no
event (except if and to the extent theliquidated damages provided for it
may cover such damages, whether asa result of breach of contract, war-
ranty, indemnity, tort (includingnegligence),strict liability or otherwise),
shall Contractor or itssubcontractorsor suppliersbeliablefor direct, indi-
rect, special, incidental, consequential or exemplary damagesincluding,
but not limited to, loss of profits or revenue; lossof use of the equip-
mentor any associated equi pment; cost of capital; cost of substituteequip-
ment, facilitiesor services, down timecogts, cost of purchased or replacement
steam or electric power, or claims of customersof [Project Company] for
such damages.

$15.29 SITECONDITIONS

[1] Introduction. The condition of thesiteis a potential cause of
construction cost overrunsand delays. Consequently, the contractor must be
familiar with thesite and thesite conditions, so that thesedo not excuseits per-
formance obligations under the contract.

[2] Draft Provision.

Site Familiarity Contractor representsand warrantsto [ProjectCompany]
that it has examined the [Site]and isfamiliar with the condition, topog-
raphy, weather conditionsand accessto and from the [Site] and that it has
undertaken such studies of surface and subsurfaceconditionsasit has
deemed necessary and is satisfied with the results of such studies.

$15.30 THESPECIAL PROBLEM OF COMPLIANCE BY THE
CONTRACTORW THTHE OTHER PROJECT CONTRACTS

(1] Introduction. Becauseof theinterrelatedness of all project con-
tracts, the contractor should receivecopies of, and befamiliar with, the mate-
rial project contracts. Thiswill help ensure that the contractor isaware of the
possible effectsof its performanceor non-performance on other contractsand
the project generaly.

[2] Draft Provision.

Project Contracts. Contractor representsand warrantsto [ProjectCompany]
that it has received copiesof and reviewed each of the [ProjectContracts]
in the form in effect on the date hereof, and agreesthat it shall construct
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the [Project]in such amanner asisrequired by the [ProjectContracts] ,and
further agrees not to cause any cost increase, breach, violation or default
thereunder.

$15.31 UNRAVELING THE PROJECTFINANCE DEAL:
TERMINATION FOR CONVENIENCE

The construction contract is often signed beforethefinancing isarranged for
the project. This approach allows the project company to obtain a firm con-
struction pricefor usein project budgeting. If thefinancing cannot be obtained,
however, the project sponsorswill 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 techniqueisto include a provision alowing the project company to
terminate the agreement at any timefor itsconvenience. The contractor isoften
paid the costs and expensesincurred for work requested by the project com-
pany that is performed before the termination date.

515.32 COMPLIANCEWITH CONCESSON TERMSAND
CONDITIONs

[1] Introduction. Itisimportant that the contractor agree to sat-
isfy the requirements of any concession agreement that appliesto the project.
Often, concession agreementsinclude the requirement that the project spon-
sor satisfy datesof performancefor such milestonesas commencement of con-
struction, completion and start-up. Concession agreements are discussed in
chapter 14.

[2] Draft Provision.

Compliancewith Concession Termsand Conditions. Contractor represents
and warrantsthat it hasreceived atrue, correct and complete copy of the
Concession and that it shall satisfy each of thetermsand conditionstherein
relating to project construction, completion and start-up, asfollows:
[describe].
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INTRODUCTION

Because the ability of the project company to produce revenue from project
operation is the foundation of a project financing, the contracts constitute
theframework for project viabilityand control theall ocation 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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I nputs needed for a project vary with the type of project. Assuch, theterms
of input contacts vary widdy. Nonethel ess, some generalizations,discussed in
this chapter, can be made.

Input contracts must not interferewith the expectation of debt repayment
from project revenues. If risksare alocated 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,
guaranteesand insurance.

To the extent expensepredictabilityis unavailableor the risks of depend-
ability are allocated unacceptably, credit enhancement is necessary to protect
thelender from external uncertainties, such assupply, transportation, product
market instability and changesin lav. Sometimes, however, the project exists
in an uncertain environment which subjectsthe 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 financingsgenerally require along-term, supply-or-pay contract
for essential inputs, such asfudl. Asdiscussed below, in some projectsthelong-
term contract is not necessary because supply and transportation is widely
available.

Where needed, asupply-or-pay contract is often the contract structure
used. In a supply-or-pay contract, the supplier agreesto provide goods, such
asfuel, or services, such asfuel transportation, over a period of time for
negotiated compensation. If the supplier is unable to fulfil that obligation, it
must generally provide either the goodsor servicesfrom an alternate sourceat
its expense or pay damages to the project company for expensesincurred by
the project company i n securingthe goodsor servicesitsalf. 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 operatethefacility (aswith indus-
trial projects) or to convert to the output of thefacility (aswith energy pro-
duction projects) have three main concernsin a project financing: supply
reliability, transportation reliabilityand cost. Each of these concerns must be
addressed in away that providesthe requisite predictability required by a proj-
ect financing.

516. 02 WHENI NPUT CONTRACTSARENOT NEEDED

In some projectsthe supply and transportation of fuel, or other goodsand serv-
ices necessary for the project, are not concerns. Wide availahility, little price
risk and no transportation problems combine to make spot purchases more
beneficial to the project than long-term contracting. I n such cases, the respon-
sibility for obtaining adequate supplies isimposed on the project operator.
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These are rare projects indeed. Contracts for assured supplies of critical proj-
ect inputs, such asfuel, at costs consistent with financial projections are usu-
ally essential to project financings.

If contracts are thought not needed for a project, severa risks need to be
considered before rejecting their importance completely. These include an
examination of the sourcesand availability of thefuel or other input, by amar-
ket analysis projection of current and future availability and price; if the fuel
or other inputisimported, aconsideration of theimport and export political
risks, including changesin import and export duties; and availability and
cost of transportation, including whether any transportation serviceistheonly
available mode of transportation.

516.03 IMPORTANT INPUT RISKS

[1] IncreaseinInput Costs. Project inputs, such asfuel costs, are
historically very volatile. Consequently, afixed price fuel contract, adjusted
periodically based on a negotiated index, isthetypical way toaddressthe price
increase risk. To the extent this arrangement isnot available, other risk avoid-
ante structures can be used. For example, the project company could require
that part of thefuel cost be subordinated to debt service payments. Alternatively,
payment of costs above aceiling price could be deferred, through a tracking
account mechanism, until al debt isrepaid. Finaly, the project company could
purchase the fuel reservesin advance, thereby fixing the cost of fuel supply.

[2]  Delayin Completion of Transportation Facilities. In acaptive
fuel project, fuel isavailable 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
areasfor truck loading and unloading would bethebasic transportation needs.

In other projects, however, the fuel or other input must be transported
over amix of pipelines, railwaysand roads, and from seaportsand river docks.
Sometimesfacilitiesfor thesetypesof transportation must be newly constructed.
In others, major upgradesare 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. Theinput supply available for a project
must be sufficiently determinableso that the supply availablecan be confirmed.
If the input is abundant over the long term, then supply is assured, although
aprice risk remains. There are several waysto address the risk of insufficient
supplies of needed inputs. The most conservative approach isfor the supplier
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to dedicate a proven field or mine asthe source for the project's supply. Less
conservativeisa guarantee of supply from acreditworthy supplier. Other alter-
nativesinclude acquisition of supply sourcesby the project company,and enter-
inginto multiple, partialy redundant supply agreementswith multiple suppliers.

(4] DisruptiontoTransportation. Oftenthefuel needed for the proj-
ect must be transported to the project site. Although some projects, such aselec-
tricity generation projectsat a mine mouth, are not dependent on transportation
risks, most projects are located in areas wherefuel must be transported.

Thereare severa waysto addressthefud transportation risk. The most con-
servativeapproach is for the project company to own al infrastructure needed
to transport fuel to the project site. As an example, the project company could
own railwaysand rail equipment needed to transport coal to a project.

Lessexpensiveisaguarantee of transportation from acreditworthy trans-
porter. Other alternatives include entering into multiple, partially redundant
transportation agreements with multiple transporters.

[5] ForceMajeurein International Input Contracts. Theforce
majeurerisk in afuel contract issignificant to the risk allocation structure of
the financing and the price of project output. In short, the focus of negotia-
tion of aforce majeure provision iswhich 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 risksin 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 Resourcesof Input Supplier and Transporter.
Thefuel supplier and transporter must have sufficient experienceand 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 isimportant that
the project company prepare afuel management program for implementation
by the operator, or to employ or contract with afuel manager to control these
decisions.

[8] Quality. Variationsin fuel quality, particularly Btu value, mois-
ture content, and other factors, can affect the electricity generated and there-
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fore the revenue earned by the project. This risk can be assigned to both the
fuel supplier, to theextent the quality concern is based in the fuel supply, and
to thefuel transporter, to the extent the transportation affectsfud quality.
Typica remediesinclude adecreasein the price paid by the project com-
pany for the fuel supply or transportation service; contract damage pay-
ments, to the extent the project incursdamageliability to the off-take purchaser
for lower deliveriescaused by input quality problems; pass-through of higher
operating costs, to the extent costsincrease; and termination of the contract.

[9] LinkingProject InputstoOutputs. The danger inherentin a
long-term input contract is that the contract price paid by the project com-
pany under the contract will be morethan the future market price. In acom-
petitive marketplacefor the project output, this could result in areduction in
project revenues, because project competitors, experiencing the same lower
commodity costs, can chargeless. In common terms, there isthe absence of a
linkage between project inputs and outputs. Long-term commaodity projects
should generally include provisionsthat permit the commaodity price to be
renegotiated, within certain limitations, to maintain the pricing margins nec-
essary for asuccessful project. Alternatively, the priceof the output can betied
(or linked) to the price of the underlyinginputs, thereby reducing materialy
the sensitivity of the project to fluctuationsin input cost increases.

$16.04 TYPESOF| NPUT CONTRACTS

[1] FixedAmount. Input contractscan befor supply or transporta-
tion of afixed amount. Under thistype of contract, thesupplier or transporter
agreesto supply or transport a specificamount of the needed input to the proj-
ect, and the project company agreesto purchase a specificamount. This gives
both parties certainty, but leaves no room for changesto the amount avail-
able or required.

[2] Requirements. A requirementscontract enablesthe project com-
pany to purchase only those supply and transportation servicesit requires. It
generaly has no duty to have any requirements,which placesthe supplier at a
disadvantage. The project company maintai nsflexibility with thistype of con-
tract, sinceif thefacility is not capableof operation, or if the project company
choosesnot to operate the project, no damagesaredueto thesupplier or trans-
porter. Thesupplier or transporter takestherisk that itssuppliesor transportation
capacity are sufficient to meet the needs of the project's requirements.

To makea requirementscontract more useful in a project financing, changes
areneeded. A common changeisto requirethat thesupplier meet the require-
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ments of the user, but the requirements cannot exceed a specified maximum
amount. Also, there isarequirement that the project company purchase amin-
imum amount of theinput. To alow for planning and flexibility, a detailed
notice provision isadded for the project company to givethe supplier advance
notice of changesin its requirements.

(3] Output. An output contract requiresthe supplier to supply and
sl tothe project al of its production or output, or all of itsproductionor out-
put from aspecified 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 requirementsfor the facility.

[4] Spot. Under aspot contract, the project company agreesto pur-
chase supply or transportation serviceson the termsavailable 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 isabundant and priceis not volatile.

[5] Dedicated Reserves. |In some situations, where the project fea-
sibility is particularly sensitiveto input costs, supply or transportation avail-
ability, the supplier is required to set aside input reservesfor use only by the
project. Examplesinclude coa and gasreserves.|n somesituations, the reserves
must be purchased in advance.

[6]  Firmvs Interruptible. Firm and interruptible i nput contracts
are exactly asthe 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-
bleif the project can shift to a different source during interruption periods.

[7]  Subordination of Project Coststo Debt Service. A technique
used to address project input price risk isthe subordination of certain proj-
ect input costs to the project debt. For example, asupplier of aproject 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 a all, in the future when debt service payments and funding of reserve
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accounts areno longer in jeopardy. Theterms of the subordination arecare-
fully negotiated.

18]  The Commodity Supplier asProjed Partner. The project owned
by acommodity supplier, or the projectinwhichsuch asupplierisapartner,can
gresatly reduceinput pricerisk. Thecommoditysupplied can be priced at or near
production cost, with profitsgenerated at the output leve of the project.

$16.05 EXCUSESTO PERFORMANCE

Generdly, courtsin the United States hold partiesto their contractual agree-
ments. Thisisequally truein the fuel supply context. For example, in lowa
ElectricLi ght & Power Co. v. Atlas Corp.,! the court required asupplier 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 provisionscan be added to the contract to excuse
performanceupon the occurrenceof negotiated events, such aspriceincreases.?
This, however, may introduceadegree of operatingcost uncertainty that might
be unacceptablein a project finance transaction. If so, the contract should be
clearly drafted so that price adjustments are not alowed for changesin mar-
ket conditions, including fluctuationsin availability and price.

$16.06 CREDITWORTHINESS

Because of thelong-term nature of the supply contract, thereliabilityand cred-
itworthinessof the supplier or transporter are extremely important tothe proj-
ect company. Each must have sufficient financial resources, both at thetime
of contract execution and during performance, to undertake theobligationsin
the contract. These include payment of liquidated damages due if the sup-
plier delaysthe supply or transportation of theinput, or if the input quality
doesnot conformto contract requirements. To the extent thefinancial resources
do not exist, and no adequate credit enhancement isavailable 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 financeableand
another supplier or transporter must be substituted.

' 467 F Supp.129 (N.D. lowa1978), rev’d on othergrounds, 603 F.2d 1301 (8th
Cir. 1979}, cert. denied, 445 U.S 911 (1980).
SeeEagtern Air Lines, Inc. v. McDonnell DouglasCory ., 532 F2d 975 (5thCir.
1976) (force majeure doctrineis inapplicablewhere a future event was specificaly
provided for in the contract).
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416.07 TYPICAL PROVISIONSIN PROJECT FINANCEINPUT
CONTRACTS

Input supply and transportation contractsgenerally contain thefollowing pro-
visions. quantities and commencement of deliveries, price; payment; sched-
uling, metering and weighing; quality and rejection; titleand risk of loss; term;
force majeure; default; and remediesfor breach.

416.08 QUANTITIESAND COMMENCEMENT OF DELIVERIES

[1]  Introduction. Predictabilityof input supplyisanimportant ee-
ment in a project finance transaction. The project must be assured of the
supply quantity that will be provided. Thisshould 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 suppliesare used for facility testing or to
establish an input stockpile at the project site.

2] Draft Provision.

Quantity; Commencement of Deliveries, Supplier shal ddiver the [Product]
tothe [ProjectSite] in thefallowing quartities: [setforthquantitiesrequired]
per [hour/day/week/month/year}. Such ddiveries shall begin on the date
specified by [ProjectCompany] 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

[1]  Introduction. Predictabilityof priceover thelife 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 chargesand the basis, if any, for price adjustments.

[2] Draft Provision.

Price. The price of eech [unit/pound/ton] o theinput deivered to the
[Project Site] shall be [describeprice or provide formula for calculation].
Such priceshdl include all taxes, duties, fees, royalties, production pay-
ments, and other governmenta (whether central, tate or local) charges.
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Adjustments. Thepricedf any delivery of [input]hereunder shall be adjusted
based on thequdity of [input]ddivered by Supplier asfalows [listadjust-
ments necessary to offset the additional costs for processing the lower-quality
input].

$16.10 PAYMENT

[1) Introduction.  Also, the agreement should specify when payments
aredue, whether on receipt of theseller's invoice, or after testing issuccessfully
completed. Also, the mechanicsfor payment should be specified.

2] Draft Provision.

Payment. [Project Company] shall pay [Supplier]for al input delivered in
conformity with the terms hereof on thelast 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 ddlivered to the [ProjectCompany] no later than the day of the
immediately preceding month.

$16.11 SCHEDULING; METERING AND WEIGHING

[1]  Introduction. Itisimportantthattheinput agreement ordering,
delivery and scheduling provisions conform to the purchase schedules of the
off-take sales agreement. For example, ordering requirements under theinput
contract must be delivered on aschedule consistent with production and deliv-
ery schedules under the off-take agreement.

Also, the agreement should include a clear and detailed description of how
andwheretheinput will be metered, measured or weighed. If the necessary meters
or scalesare not aready constructed or in service, the agreement shoul d specify
the party responsible for the purchase, installation, maintenance and repair of
them. Also, the agreement should include provisionsfor reviewingthe measure-
ment data, observing calibration testsand otherwise monitoringthe process,and
provisions for resolving disputes about the measurement process.

[2] Draft Provision.

Scheduling. Supplier and [Project Company] shall cooperate to schedule
ddiveriesd the [input]on aschedule consistentwith the [Off-takeContract].
Annualy the [Project Company] shall provide to Supplier a schedule of
ddiveries,which Supplier shal fallow, consistent with the terms hereof.
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Meteringand Weighing. Each ddlivery hereunder shal be weighed on the
scales maintained by the [ProjectCompany] at the [Project Site]. Upon
request, not to be unreasonably made, Supplier shall have the right to
havethe calibration of such scaestested by [entity]. Any error in the cal-
ibration shall be resolved by the parties pursuant to the arbitration
provisionsherein.

$16.12 QUALITY AND REJECTI CN

[1]  Introduction. Input quality isan important element of risk in
aproject 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 thefacility 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, at some point,
the project company will want to reject deliveriesand either seek damages or
replace the supplier.

Besides a clear statement of the fuel quality and characteristics, a proce-
dureis needed for testing thefuel delivered to thefacility. 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 isto bear the cost
of testing, thefrequency of the testsand which party isresponsible for the test-
ing. Finally, adispute resolution procedureishelpful in resolvingdisputes relat-
ing to compliance with these specifications.

[2] Draft Provision.

Quality. The [input] delivered by Supplier hereunder shall be of the qual-
ity and shdl have the characteristicsand specificationsset out in Exhibit
her et o. [ProjectCompany] shal havetheright to reect any deliv-
ery not in conformity with such characteristicsand specifications.

516.13 TI TLEAND RISK OF LOSS

[1]  Introduction. Thetitleto thefuel, and the party who will bear
the risk of loss must he set forth in the contracts. In general, thetitle to and
risk of loss of fuel passesfrom 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 of Loss, Titleand risk of losstoall [input]shdl pessto the [Project
Company] upon delivery to the [Project Site].

$16.14 TERM

[1]  Introduction. Theterm of theinput supply agreement typi-
cally hasalength at |east equal to theterm of most of the underlyingdebt. This
helpsensure that theinput costsare sufficiently predictablefor a project financ-
ing.

The commencement of the term should be delayed to the extent aforce
majeureor other event beyond the control of the project company delaysthe
commencement of facility operations. Also, for maximum flexibility, it isoften
helpful for the supplier to grant the project company the ability to delay
commencement of deliveriesif the project company paysadelay fee

Renewd terms should a so be considered. Renewa or extension of theini-
tial term may be required, or advisable, depending upon thelength of theini-
tial term and the expected lifeof the project.

[2] Draft Provision.

Term. The term of this agreement shall commence on the date hereof
and terminateon thedated the twentiethanniversary of the [Commercial
Operation Date].

§16.15 FORCE MAJEURE

[1] Introduction. Force majeureis an event outside the reasonable
control of the effected party to a contract, which it could not have prevented
by good industry practicesor by theexerciseof reasonableskill and judgment,
which typically excuses certain negotiated portions of contract performance
during its pendency. The effected party isobligated to take al | reasonableactions
necessary to restore performance as soon as possible.

Narrowing the application of force majeureeventsin theinput contract
isimportant. Force majeurerdief typically appliesonly to specific, well-defined
eventslisted in the contract, isavailable only if contract performance is sub-
stantially and adversely affected, appliesonly to extraordinary events, not nor-
mal business risksor insurable events, and the relief islimited to the effects
of theforce majeure.

[2]  UncontrollableEvents. In general, performanceis excused by a
party upon the occurrenceand during the continuanceof aforcemajeure, out-
side a party's reasonable control, that makes performanceimpossible. These
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include acts of war, unusual or catastrophic weather events, and thelike.

[3] Changeof Law. Theeffectsof achangeof law should alsobecon-
sidered. In devel oping countries, both the underlyingeconomy and the coun-
try's laws, are both emerging. Consequently, it is probablethat over the twenty
or so year course of a project, new lawswill be applied, such as environmental
laws, that are more costly to comply with than existinglaws. Theeconomicimpli-
cations of achangeof law need to be allocatedto one of the two parties.

[4] Draft Provision.

FarceMajeure. If the paformanced dl or any portionof theddivery obli-
gationsof Supplier hereunder, or of [Project Company] to accept deliver-
ies hereunder, is suspended, ddayed or interrupted by a [ForceMajeure
Event] such party's obligationsshall be suspended hereunder duringsuch
event. The party experiencing the [ForceMajeure Event] shdl give [Project
Company] written noticedf the event and the consequences as a result
thereof. Any controversy concerning whether the delay or suspension
was unreasonableor 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 obligationssuspended
hereunder for a periodin excessd [specify].

516. 16 DEFAULT

[1]  Termination EventsGenerally. Becausethe 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-
cisdy drafted, with sufficient advance natice that project lenders and other
interested parties can curethe related default events.

[2]  Termination by Supplier. From the perspectiveof the supplier,
theinput agreementistypicallysubject to termination for thefollowingevents:
nonpayment of amounts owed by the project company to the supplier; bank-
ruptcy, acceleration or liquidation of the project company; abandonment of the
project (unlessdue to thesupplier's fault); termination or material amendment
of certain agreed-upon project contracts (other than for good cause or default
by the other party); sdeof project assets; failureto achieve milestones, includ-
ing commercial operations, by a definite date; contract repudiation or other
action that impliesthe project company does not intend to perform the con-
tract; and other breachesof materia provisionsof the agreement.
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[3] Termination by Project Company. From the perspective of the
project company, the input agreement istypically subject to termination for
the following events. nonpayment of amounts owed by the supplier to the
project company; bankruptcy, acceleration or liquidation of the supplier; con-
tract repudiation or other action that impliesthesupplier doesnotintend to per-
form the contract; the project company is unable to complete construction or
operate the project dueto aforce majeure or supplier fault; and other breaches
of material provisionsof the agreement. If the supplier isa government entity,
whose obligations are guaranteed by the host government, the agreement will be
terminableif the government, as guarantor, defaults under the guarantee.

[4] 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 itsobligationsunder this Agreement upon the occurrence of an event
described below:

Insolvency. The dissolution or liquidation of a Party; or thefailure of
a Party within sixty (60) daystolift 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
debtsbecomedue; or a Party makesan assignment for the benefit of cred-
itors, commences (asthe debtor) avoluntary casein bankruptcy under the
[describeapplicable bankruptcy statute] (as now or hereafter in effect) or
commences (as the debtor) any proceeding under any other insolvency
law; or acasein bankruptcy or any proceeding under any other insolvency
law iscommenced against a Party (asthedebtor) and acourt having juris-
diction entersadecreeor order for relief against the Party asthe debtor in
such case or proceeding, or such case or proceeding isconsented to by
the Party or remains undismissed for a period of onehundred twenty (120)
days, or the Party consents to or admitsthe material allegationsagainst it
in any such caseor proceeding; or atrustee, receiver, custodian, liquida-
tor or agent (however named) is appointed for the purpose of generally
administering dl 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 observeor perform any
material covenant, condition, agreement or undertaking hereunder on
its part to be observed or performed for a period of thirty (30) daysafter
notice specifying such failureand requesting that it be remedied is given
to such Party, unlessthe other Party shall agree, in writing, to an exten-
sion of such time prior to itsexpiration;

Misrepresentation. Any representation or warranty of a Party herein
is false or misleading or becomes fase or misleadingin any respect that
would materialy impair the representing or warranting Party's ability to
performits obligations under the Agreement.
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$16.17 REMEDIES FOR BREACH

[1] Introduction. Generally,the abovelist of termination eventsdoes
not automatically result in contract termination. Rather, the party indefaultis
typically given timeto cureits breach. If it failsto 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 thecontract. Remediesvary based on negotiations and the unique set-
ting of each project.

[2] Termination Payments. Theamount of a payment due on ter-
mination of the contract will vary based on the cause of termination. If the
input contract isterminated for convenience, or dueto adefault, 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
isterminated 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 thelost opportunity associated with contract nonperformance.

[3] Specific Performance. If the supplier providesone of the only
sources of input supply or transportation for a project, with other alterna-
tivestoo costly to form seriousalternatives, or where the priceiscrucial to proj-
ect success, the only remedy that may be acceptable to the project company is
that of specific performance. Specific performancewould require the party in
default to perform the contract as agreed. Local counsel should be consulted
to learn whether thisis an available remedy.

[4] Alternative Inputs. Another remedy isto require that the sup-
plier supply and transport the needed i nput to the project from other sources
if itis unableto perform the contract.

(5] Draft Provision.

Remedies on Default; Termination. Upon theoccurrenceof any of thefore-
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 terminatethisContractfor default (a “Notice of Default”). If the default-
ing Party does not cure such default immediately, in adefault relating to
payment of money due, or commence and diligently pursueacureaf such
default, in the case of any other default,within thirty (30) daysfrom receipt
of such notification (or sooner reasonable period if safety to personsis
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involved), or if the defaulting Party failsto provide reasonable evidence
that such default does not in fact exist, or will becorrected, the non-default-
ing Party may, upon five (5) dayswritten notice, in the case of a default
in the payment of money, or seven (7) dayswritten notice, in the case of
any other default, to the defaulting Party, terminate the Agreement (a
"Noticeof Termination™).

Notice to Lender and Right to Cure. No Notice of Default or Natice of
Termination sent by Supplier to [ProjectCompany] pursuant to thisContract
shall be deemed effectiveagainst the [Project Lender] until acopy of such
noticeshall have been received by the [ProjectLender].The [ProjectLender]
shall have the same rights as [Project Company] to cure any default of
[ProjectCompany].Cureby the [ProjectLender] shall include, but not be
limited to, (a) causing [ProjectCompany] to cure, (b) curing itself, or (c)
findingasuitablereplacement for [ProjectCompany] 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 Comparny] due to adefault by
the Supplier, Supplier shall provideimmediate possession of the [Supply
Site] to the [Project Company] and deliver to the [ProjectCompany] all
[Transportation Documents] related to the [Supply] [ProjectCompany]
shall thereupon havetheright to [describeright af Project Company to take
over mine or production facilities and supply the input to the Project.]

§16.18 RESERVESAND MINING ORPRODUCTION PLANS

Thesource 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 theinput and its mining or production plansfor mining
or production throughout the term of the supply contract. This may take the
form of arepresentation in the contract, coupled with such drilling, sampling
and other geologic dataand mining or production plansasis necessary to con-
firm the existence of the input, and the cost and ability to mine or produceit.
In addition, evidence must be submitted to confirm that the reserves can be
economically recovered. Thisdatashould be updated annually and submitted
to the project company.

In some projects, where the input source isnew and must be devel oped
through infrastructure or other investment, it is prudent to require that the
input supplier satisfy milestoneevents by negotiated dates. These mightinclude
datesfor opening new mines, deadlinesfor geological studiesand reportsand
similar requirements.

Stockpiles are another important risk areain input supply. Stockpiles
areof two types: input stored or piled at the supplier facilities, and i nput 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 itsown
facilities,such asat amine, to cushion any production problemsit experiences,
or because of disruptions in delivery. A supply of from one to three months

may be required.
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§17.01 CGENERALLY

A project sponsor hastwo optionsfor project operation. It can either decide
to operate the projectitself, without an operating agreement, or retain an oper-
ator to operate the project for it. If the project company retains an operator,
it issometimes an affiliate of a project sponsor.

[1]  OperatingAgreement Similar to the project finance construc-
tion contract, operation and maintenance agreementsin international proj-
ect financings must serveto provide the project sponsor with afacility that
performs within certain agreed-upon performancecriteria, and that operates
at afixed or reasonably predictablecost. Similar to the contractor's responsi-
bility in a project, an operator should likewisebe responsiblefor all aspects
of project operation and maintenance.

As discussed below, the risk that operating and maintenance costswill
exceed the budgeted estimate and thefunds availablefrom project revenuesis
asignificant riskin a project financing. If operating costsexceed estimates,the
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additional money needed for project operation will needto comefrom reserve
accounts, if there areany, or from funds that would otherwise be used to pay
debt serviceor distributeto the equity owners.

Project finance operati on and maintenanceagreementstypically contain
each of the following provisions: a detailed scope of work; afixed or variable
(but predictable) pricefor al of thework necessary to operatethe project; per-
formance guarantees; liquidated damagesfor failure to satisfy performance
guarantees; and ashowing of financial creditworthinessof the operator.

In at least one respect, the operation and maintenance agreement is not
as critical to the project asisthe construction contract; the operator can be
replaced without major consequences. However, the flexibility of the project
company for replacementvarieswith the difficulty of operating the project and
theavailability of replacement operators. Replacement of operatorsin projects
relatively simpleto operate, using proven technology, and without fuel-han-
dling or feedstock handling difficulties, pose the least concern.

[2] Self-operation. Insteadof an operating agreement betweenthe
project company and an operator, project sponsorssometimesel ect to operate
the project themselves. Thisis particularly the case where one project spon-
sor isexperienced with operating facilitiessimilar to the project. Even if self-
operation is selected, the project lendersor 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 isan important element in the determination of whether a project is
financeable. For an operating agreement to be effectivein a project finance
transaction, the most significant operation risksmust be allocated to acred-
itworthy operator.

[1]  IncreaseinOperatingCosts. Therisk that operation of the proj-
ectwill cost morethan the amount of fundsavailablefrom revenueisan impor-
tant risk for the participants in a project financing. Operating costs exceed
estimatesfor various reasons, including constructiondefects, use of anew tech-
nology and input difficulties, such asfuel handling. Thiscost overrun risk may
resultin theinability 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 afixed-price operating
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and maintenance agreement. For example, if there are higher than expected
operating costs, contractual undertakings can provide for theinfusion 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 alte¥native isthe establishment of acon-
tingency account under which the project company establishes afund that is
available to pay increased operating costs.

[2] PerformanceGuarantees. If aproject doesnot 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 thisrisk isa liquidated damage payment. A liguidated
damage payment is an estimate by the operator and project company of the
consequencesof 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 costsand debt service coststhat cannot be paid oth-
erwise dueto the decline in project revenue.

Unlike the use of liquidated damage paymentsin aconstruction contract,
the liability exposure of the operator is comparatively very small. It isusual,
for example, for the operator to limit its maximum liability for liquidated dam-
agesto 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 asarisk mitigation instrument. If the operator isnot
financially strong, it islesslikely that it will pay the liquidated damages when
due. Consequently, project lenders sometimesrequirethat thesefinancial under-
takings be supported by a payment guarantee from acreditworthy entity, alet-
ter of credit, or a payment bond or other surety instrument.

[3] ForceMajeurein 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 problemsfor the project
company. For example, if the operator is excused from operating the facility
under aforce majeureclause, but the project company isnot similarly excused
of itsobligationsto 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 aso-called *'res-
urrection” clause. This contractual provision cures inconsistenciesin force
majeure clausesfound 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 aforce majeure provision for an operation and mainte-
nanceagreement, understanding thelocal circumstancesof contract performance
isimportant. In short, the parties must understand what is uncontrollable in
that location. Thisis 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 elsewherein this book, the choice of appli-
cablelaw and the jurisdiction of disputesisacritical element in ensuring that
the force magjeure structureis 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 thelike.

[4] Experienceand Resourcesof Operator. Theexperience 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 obligationswill 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 isthat the operator will be unable to perform a contractual obligation
because of alow commitment to the industry, insufficient resources, or lack of
knowledge or experience.

In an international project, the operator should be particularly adept at
workingwith the local |abor force. Local site managers, with local experience,
are particularly beneficial in reducing therisk of local labor problems.

[5] Raw Material Supply and Utilities. The project company must
be assured of asupply of raw materialsand other inputsand utilities at a cost
within the acceptableranges of financial projections. Responsibility for man-
aging these supplies often rests with the operator. The formality of the com-
mitmentsfor the supply depends on the availability of the materialsin the
project area, and the ability of the operator to manage supply needseffectively.
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[6] Excusesfor Operator Nonperformance— TheContractor Did It;
The Owner Did It. It isnot unusual for an operator facing liquidated dam-
age liabilitiesin a project finance transaction to blamethe contractor or the
project company for the problems. Inability of the operator to satisfy per-
formanceobligationsmay indeed bethefault of thecontractor or project owner.
Potential problems caused by the contractor include defective construction.
Problemssometi mes caused by the project company includefailure to provide
needed information on atimely basis, failureto satisfy obligationsclearly 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 allegationsby the operator will not
excuse performance responsibility, several contract provisionscan beincluded
in the agreement. First, the agreementshould clearly and preciselyidentify the
responsibilitiesof both the project company and the operator. The responsi-
bilitiesof 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 performanceor cost-overruns, the operator should berequired
todeliver awritten noticeto the project company of perceived problems. Also,
the operating agreement often providesa period to remedy the falure. If the
noticeis not given, the right of the operator to use the allegedfailure asan
excuseto liability iswaived. A provisionsimilar to the notice procedure given
for aforce magjeure is a preferred approach.

[7]  Coordination. Projectsusually begin operation when the con-
tractor isstill completingwork, typically minor itemssometimesreferredto as
"punch list" work. Even if the construction work is completed, the operator
must still coordinate its operation activitieswith other activitiesat the site,
such asat asite used by a manufacturing company and the project.

Without coordination, risks of construction delays and operating cost
overrunsincrease, and the contractor and operator are each ableto blamethe
other for delaysand cost overruns. Consequently, project construction and
operation must be carefully monitored by the project company, which must
serveasconstruction manager to that extent. Also,at aminimum, it isvery use-
ful if each contract includesa provision in whichthe contracting partiesacknowl-
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.

Oneway to avoid conflicts between the contractor and operator isto retain
the contractor asthe operator of the project, at least for theinitial years of
the project operation. This approach has severa benefits. First, it avoids
problemsduring the testing phase of the project when both the contractor and
operator are on the site. Second, it avoidsfinger-pointing duels about who is
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responsible— contractor or operator —for a problem. Finaly, it should make
it more likely that the contractor will construct and operate the facility at a
high performanceleve sincethe contractor,asoperator, isfamiliar with itsown
construction.

$17.03 CREDITWORTHINESS

Risk allocation in a project finance operation and maintenance agreement is
only effectivetothe extent the operator iscreditworthy. It must have sufficient
financial resources, both at the time of contract execution and during per-
formance, to undertake the obligationsin the contract. Theseinclude payment
of liquidated damagesdue if thefacility is not operated to meet the perform-
ance guarantees. Also, the operator must be able to absorb any lossesit might
incur under the agreement. To the extent the financial resourcesdo not exist,
and no adequatecredit enhancementisavail ableat a reasonablecost to improve
thiscredit risk, thecontract will not be financeableand another operator must
be found.

$17.04 FIXED PRICECONTRACT

Ironically, afixed price operations and maintenance agreement is extremely
rarein project finance. Such a contract requiresthe operator to operatea proj-
ect, or part of a project, for afixed sum. Sometimes, the fixed sum is subject
to adjustment based upon an agreed-upon index.

Thetension betweenthe sponsor and operator in negotiatingafixed price
operation and mai ntenance agreement i sbased on the nature of the agreement:
the operator must operate the project at afixed price. Y&, aimost none of its
underlying costs can befixed with much confidenceover afifteen or atwenty-
year contract term. Escalation indices provide some protection,but are not per-
fect at mimicking the actual economic conditions affectinga project.

$17.05 COST PLUSFEECONTRACT

A much more common approach to an operation and mai ntenanceagreement
isthecost plusfeecontract. Asthe nameimplies, the owner paysthe operator
the actual costsof project operation incurred by the operator, plusafee The
operator isassured of earning afee, whilethe owner is more likely to receive
thelowest operating costs. In contrast to the fixed priceconstruction contract,
the owner avoids payment of the contingency risk premium.
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517.06 COST PLUSFEE CONTRACTWITH MAXIMUM PRICE
AND INCENTIVEFEE

In arelated approach, the cost plusfee contract ismodified by adding a max-
imum price and an incentivefee payableto the operator based on cost or budget
performance. Provisions areincluded that providetheoperator with an incen-
tiveto 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 aternatively, the owner has the right to replace
the operator and terminate the agreement. To the extent there isa savings as
compared with the maximum price guarantee, the operator and the owner
might split the savingson ashared basis.

Incentive fees or bonuses can also be awarded for avariety of operating
needs. For example, the project company could award a bonus for quickly
and efficiently bringing thefacility 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 becarefully drafted so that per-
formanceis rewarded. A mere increase in revenue is an insufficient determi-
nant because revenuescould increasefor avariety of reasons, includinginflation
or fluctuationsin the cost of fuel or supplies.

517.07 TYPICAL PROVISIONSIN PROJECT FINANCE OPERATION
AND MAINTENANCEAGREEMENTS

Operation and maintenance agreements generally contain the following key
provisions: adetailed listing of each of the operator's and the owner's respon-
sibilities; compensation and payment terms; subcontracts; performance test-
ing; changesin the work; warranties; remedies for breach; insurance; dispute
resolution; indemnification; assignment; suspension of work and termination;
and force majeure. Thesetypical operation and maintenance agreement clauses
are discussed below.

§17.08 OPERATOR'S RESPONSIBILITIES

(1]  Introduction. Amongthetermsincludedintheoperator'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 partsinventory; schedulingand carrying out maintenance, including rou-
tine inspections, preventive maintenance and scheduled overhauls; perform-
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ing al maintenance needed to keep vendor warranties in effect; security, fire
prevention and emergency planning; personnel conduct; financial and oper-
ating result reporting; maintenance of operatinglogs, operations manualsand
mai ntenance 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 containsa provision that requires the operator to
acknowledge that it has received and reviewed copies of the important proj-
ect contracts.

Theservicesare 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 reviewsthe 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 supportsthe contractor in start-up
and testing. During operations, the operator controlsand monitorsoperations,
performs preventative maintenance, performs scheduled maintenance, pre-
pares operating budgets and plans, and helps maintain community relations.

[2] DraftProvision.

Operator's Responsihilities. (a) Operator shal operate and maintain the
[Project]in accordancewith (i) generally accepted practicesfor the oper-
ation and maintenance of similar facilities; (ii) the [Operation and
Maintenance Manuall; (i) the [ Permits]; (iv) [Governmental Reguirements};
and {v) the [Off-takeSales Agreement].

(b) Operator shall provide the labor, materials, and services necessary
for it to yerform the foregoing. Operator shal train employeesto oper-
ateand maintainthe [Project]in accordancewith generally accepted prac-
tices for training employeesfor similar facilities.

(c) Operator shal yerform the foregoing servicesin three phases. mobi-
lization, pre-operationand operation, asfurther described in detail inthe
scopeand timing of services st forth in Exhibit ‘

517.09 PRQJECTCOMPANY S RESFONS B LTI ES

(1]  Introduction Conversely,the projectcompany's responsibilitysec-
tion describesthe responsibilities of the project company, as owner. These may
include accessto thesite, permits, fuel for operations, utilitiesand wastedisposal .
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Failure of the project company to perform these obligations might delay
or otherwiseimpair the operator's ability to perform the contract at the agreed-
upon priceand at the performance levelscontemplated. 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 placesrespon-
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 aprovision isreproduced 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 partiesbeforethe contract isexecuted.

[2] Draft Provision.

Project Company Responsibilities.

(&) Input Supply. [ProjectCompany] will provide Operator with asufficient
guantity and quality and type of [describeinputs] to permit operation o
the Project in accordancewith this Agreement.

(b} Project Permits. [Project Company] shall, at its sole expense, procure
and maintainin effect dl [Permits].

(c) Access. [Project Company] shall provide Operator with al accessto
the[Si te] required by Operator.

(d) No Interference by Third Parties. [ProjectCompany] shall not permit
any third partiesto have accessto the [Project]whichwould interferewith
the performanceof Operator's obligations hereunder.

(e) Other. Any obligations necessary for the successful operation and main-
tenance of the [Project] not described in this Agreementshall be [Project
Company/Operator!'s responsbility.

$17.10 OPERATING STANDARD

(1]  Introduction. The operating agreement imposes on the opera-
tor aduty to fulfil astandard of care when operating thefacility. Standards used
include " standard industry practices," and"in a manner that will achieve
maximum revenues consistent with prudent operating practice.”
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In transnational projects, referenceis sometimes madein the operating
standard to similar facilitiesin the country. Care should be taken in using
thisreference, however, unlessthe parties thoroughly understand the operat-
ing conditionsat those facilities.

[2] Draft Provision.

Operating Standard. Operator shall operate and maintain the [Project]in
accordancewith generdly accepted practicesfor the operation and main-
tenanceof similar facilities, in such amanner so that maximum revenues
will be achieved, consistent with prudent operating practice.

§17.11 PRICEAND PAYMENT

[1] Introeduction. Thecost of operation and maintenance servicesis
discussed earlier in thischapter. Alternativesinclude fixed price, cost plusfee
contract, and cost plus fee contract with maximum price and incentive fee.

Theoperating costsare paid periodically to theoperator, usually monthly.
Methods of payment vary. Operators generally prefer to receive some portion
of the payment in advance, so that they have sufficient fundsto pay for oper-
ating suppliesand raw materials.

[2] Draft Provision.
Price provisions vary based on the technology used, the sensitivities of proj-
ect economicsto variousrisks, the ownership of the project company, whether
the operator is an affiliated entity and many other factors. Therefore, asam-
ple or model provision is not very helpful to the reader. Rather, the author
setsforth below an example of afixed fee provision.

Fixed Fee (a) For each Operating Yea, [Project Company] shall pay to
Operator, for the performance of the servicesdescribed herein, an annual
amountequalt o ,invoiced in monthly installmentsbeginning on
the [CommencementDate],and on thefirst day of each calendar month
thereafter. Monthly invoicesshall be due _____days after receipt thereof.
Each suchinvoiceshal bein an amount equal to 1/12 of suchannual sum;
provided, however,in theevent that the [Commencement Date] ison aday
other than the first day of the month, thefirst such invoiceshall bein an
amount equal to 11365 of such annual sum multiplied by the number of
daysfrom the [CommencementDate] to thelast day of the calendar month
inwhich the [Commencement Date] occursand thelast such invoiceshall
be an amount equal to 11365 of such annual sum multiplied by the num-
ber of daysfrom the first day of such last month through the last day of
the term hereof.
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(b) Beginningin thefirst Operating Yea, theannua sumshall beincreased
or decreased, as the case may be, by the percentage increase or decrease
in the [Escalation Index] during the preceding Operating Yea or, in the
caxe of thefirst Operating Yea, from the calendar year of the date hereof.

(¢} When any [DirectCosts— 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 chargewith
respect to the serviceshereunder isincurred, [ProjectCompany] shall pay
such cost or tax or, if Operator isrequired to pay same, Operator shall
include such amount in the next monthly invoice rendered.

§17.12.  PERFORMANCE GUARANTEESAND LIQUIDATED
DAMAGES

[1]  Introduction. Liquidated damages are payable by the operator
tothe project company if the performanceguaranteesnegotiatedare not achieved.
These vary with the type of project. In general theoperator may be required to
guarantee that the facility will be operated to producea level of output that is
necessary to generate revenue to servicethe project debt and to satisfy the agree-
mentsthe project company has negotiated with the output purchaser.

In an energy project, the operator istypically required to provethat the
facility operates at negotiated levelsof power output and fuel use. Availability
guarantees cover the ability of thefacility to operate on a reliable level.

Failure to achieve these guarantees generally resultsin the obligation of
the operator to pay so-called " performance” liquidated damages, the sole
remedy availableto the project company against the operator. These damages
arecalculated 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 damagesisgenerally limited to a percentage of the operator's feefor
aone or two year period.

[2] Draft Provision.
PerformanceGuarantees and Liquidated Damages.

(a) Beginning on the [Commencement Date] Operator shall guaranteethat
in each Operating Yea the [Project]will produce( t h e"Guaranteed
Output™).

(b) Operator shall pay [Project Company] liquidated damagesof $ ——
for each [quantityshortfall] by which the actual output of the [Project]
during any Operating Year islessthan [specifyguaranteed amount].
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(c) [ProjectCompany] shdl pay Operator abonusof $_____ for eech [quan-
tity overage] by which theactua output of the [Project]during any Operating
Yea ismore than [specifyguaranteed amount].

(d) In the event that a Force Magjeure 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.

$17.13 CAPITAL CHANGES

[1] Introduction. During theoperating period it isnot unusual for
the project company or operator to suggest capital changesfor 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
thefamiliarity 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 setsout the procedure for these changes. Whether or not
the operator performs the work, it must be included in the processif the
project will continue to operate whilethe capital improvement is underway.

[2] 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 piecesaf equipment of the [Project]If [Project
Company] desiresthat Operator perform any such services, Operator agrees
to consider such request and provide [Project Company] with itsdecision
within 30 daysafter such request.

517.14 REMEDIESFOR BREACH

[1]  Introduction. If the operator failsto perform one of itsobliga-
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 rangingfrom the right of the proj-
ect company to replace the operator to money damages for non-liquidated
damage claims.

[2] Draft Provision.

Events of Default. Either Party may terminatethis Contract for default by
the other Party as provided below. A Party shal be considered in default
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of itsobligations under this Contract upon the occurrence of an event
described below:

I nsolvency.Thedissolution or liquidation of aParty; or thefailureof
aParty within sixty (60) daysto lift any execution, garnishment or attach-
ment of such consequence as may materially impair its ability to per-
form the [Services| pr aParty isgenerally not payingitsdebtsassuch debts
become due; or a Party makesan assignment for the benefit of creditors,
commences (asthe debtor) avoluntary casein bankruptcy under the
[describeapplicable bankruptcy statute] (asnow or hereafter in effect) or
commences (as the debtor) anv proceeding under anv other insolvencv
law; or acasein bankruptcy or any proceedingunder any other insolvency
law iscommenced against aParty (asthedebtor) and acourt having juris-
diction entersadecreeor order for relief againstthe Party asthedebtorin
such case or proceeding, or such caseor proceeding is consented to by
the Party or remains undismissed for a period of onehundred twenty (120)
days, or the Party consents to or admits the material allegationsagainst 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 al or part of the property of a Party of such property for
the benefit of creditors;

Failureto Perform. Thefailure by a Party to observe or perform any
material covenant, condition, agreement or undertaking hereunder on
its part to be observed or performed for aperiod of thirty (30) daysafter
noti ce specifying such failure and requesting that it be remedied isgiven
to such Party, unless the other Party shall agree, in writing, to an exten-
sion of such time prior toitsexpiration;

Misrepresentation. Any representation or warranty of a Party herein
isfalseor miseading or becomes fadse or misleading in any respect that
would materially impair the representing or warranting Party's ability to
perform its obligations under the Contract Documents.

Remedieson Default; Termination Upon theoccurrence of any of the
foregoing, the non-defaulting Party shall notify the defaulting Party in
writing of thenature of thedefaultand 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 adefault 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 personsisinvolved), or if the defaulting Party failsto provide reason-
able evidence that such default doesnot in fact exist, or will be corrected,
the non-defaulting Party may, upon five (5) dayswritten notice, in thecase
of adefault in the payment of money, or seven (7) dayswritten 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 [ProjectCompany] pursuant to this
Contract shall be deemed effective against the [ProjectLender] until acopy
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of such noticeshall havebeen recaived by the [ProjectLender]. The [Project
Lender] shall havethe samerightsas [ProjectCompany] to cure any default
of [ProjectCompany].Cure by the [Project Lender] shal include, but not
be limited to, (a) causing [ProjectCompany] to cure, (b)curing itsdlf, or
(¢) finding asuitable replacement for [ProjectCompany] and permitting
such replacement to cure within the time provided herein.

§17.15 SUSPENS ON OF SFERVICES

i1} I ntroduction.

The project company often wantstheflexibility 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. I n 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. Thisis par-
ticularly true where the operator has assumed the risk of liability for inade-
quate performance, thereby providinga necessary element for project financing.
To address these concerns, the operator might require that there be no such
termination, without a penalty, during thefirst five to ten years of operation.

[2] Draft Provision.

Suspension of Services. At anytimeonandaftert h eanniversaryof the
[Commencement Date], [ProjectCompany] shdl havethe right to termi-
nate the Agreement upon not lessthan _____ days advance notice to
Operator. Such option shall be exercisablewithout liability to Operator,
other than for those amounts due for the performance of serviceshere-
under through the date of termination and for reasonable demobiliza-
tion costs.

$17.16 PROCEDUREAT END OF AGREEMENT

[1]  Introduction. The procedure for terminating an operation and
maintenance agreement must include consideration of passing on tothe
project company the knowledge, 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 beobligated to train
the new operating personnel.
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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, to the new operator or the project company. In some situations,
conductingan environmental audit of thesiteand facility to determine whether
any environmental liability existsthat 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 provideto [Project Company] accessto the [ProjectSite].
Operator shdl further immediately provideto [ProjectCompany] al oper-
ating information, records and manuals; transfer to [ProjectCompany]
spare parts; assign to [ ProjectCompany] any vendor warranties,and license
any technology used at the [ Project]to the [ ProjectCompany] .

$17.17 INSURANCE

[1] Introduction. Insuranceisanimportant credit enhancement tool
in a project financing. Project risks during operation that are not otherwise
mitigated aretypically addressed in an insurance program required under the
operating agreement. Theinsurance requirementswill include policy deductibles
set at realistic levels, self-insurance amounts set at levelsthat cannot under-
minethe operator's financial strength, and minimum creditworthinessand sta-
bility of insurance underwriters. Insurance isdiscussed at length in chapter 20.

[2] Draft Provision.
Insurance.

(a) During the term of the Agreement, Operator shall maintainin effect
thefollowinginsurance from an insurance company licensedto writeinsur-
ancein [jurisdiction]in at least the following amounts: [specify: workers
compensation; employer'sliability; comprehensivegeneral liability (inelud-
ing premises/operations, productsand completed operations, broad form prop-
erty damage (includingproducts and completed operation), coverage for
collapse, explosion,and underground hazards, employeesas additional insureds,
independent contractor coverage, cross-liabilityand severabilityendor sement,
personal injury, incidental medical malpractice, occurrence policy form,
and blanket contractual liability extended toincludehold harmlessand indem-
nification agreement); automobile; umbrellaliability;"all risk” property insur-
ance (including flood, earthquake, and collapse); comprehensive boiler and
machinery insurance including production machinesand electronic data pro-
cessing equi pment 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 [ProjectCompany] it shall aso furnish
[ProjectCompany] copies of the actual policies. Each certificate shall
provide that at least thirty (30) days prior written notice shall be given
to [ProjectCompany] and [ProjectLender]in theevent of cancellation, sus-
pension or material changein the policy towhich it relates.

$17.18 FORCE MAJEURE

[1]  Introduction. Asdiscussed elsewhere in thischapter,itisimpor-
tant that force majeure provisionsin the operating agreement be coordinated
with force majeure provisionsin other project contracts. Otherwise, the situ-
ation could arise where, for example, the operator is excused from its obliga-
tion tooperatetheproject, whiletheoff-take salesagreement doesnot givethe
project company similar relief.

[2] Draft Provision.

Adjustment for Delay. If the performance of al or any portion of the
[Services]issuspended, delayed or interrupted by a [ForceMajeure Event]

or by an act of [ProjectCompany] or by itsfailureto act as required by the
Agreement within the time specified herein (or if no time is specified,

within a reasonabletime), an equitable adjustment will be made by [Project
Company] to the Agreement, including without limitation the [Annual
Feg] for any increasein the cost or timeof the performanceof the [Services]
attributable to the period of such suspension, delay or interruption.

Operator shall give [Project Company] written notice of Operator's claim
asaresult 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 caseany question shall arise,
will be acondition 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 thetype permitted to [ProjectCompany] under the [Off-Take
Sales Agreement].
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§18.01 NECESSITY FOR OFF-TAKECONTRACTS

Off-take agreementsare the agreements that provide the revenueflowto a proj-
ect. They are the agreements by which the project company sellsits product
or service. Truly, they are the linchpins of project finance transactions.

Long-term contracts in which acreditworthy purchaser agreesto purchase
the output of afacility are not dways 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 workseffectively where the need for the
project iswell established and the pricefor the project output will remain gen-
eraly 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 TYPESOF OFF-TAKE CONTRACTS

[1]  Great Confusion. Never hassuch confusion existed in the defi-
nition and use of two termsthan hasbefallen" take-or-pay" and " take-and-pay"*
in the project finance community. After several days of attempts to make sense
of thevariousworksthat have attempted to define these terms, the following
discussionwasborn. Inthe end, the difference between thetwo termsisstraight-
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
isin 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
seemsto do so.
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[2] Take-or-Pay. A take-or-pay contract' isthe term generaly used
to refer to a contractual obligation between a purchaser of afacility's output
and a project company in which the purchaser agreesto make payments to
the project company for thegood or service producibleat thefacility in return
for maintaining the capacity to produce and deliver the good or service.

Under this structure, the off-take purchaser makes paymentsfor capac-
ity whether or not the project company actualy 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 awayshe paid whether or not the project can produce the prod-
uct contracted for, representsthe cost of project debt service, fixed operating
costsand a minimum equity return. The variable cost must only be paid if
the purchaser wantsto buy the product, and representsvariableoperating costs.
Thisdlowsaminimum amount to be paid by the off-takepurchaser, without
providing awindfall to the project company for variable expensesonly incurred
if the project company actually producesa product.

Theseagreementsare sometimesreferred to ashaving™ hell-or-high-water"
obligations. Even if the project company produces nothing or delivers noth-
ing, or even if the project isincapable of producing or delivering anything,
the payment obligation exists.

Thisobligation resultsin acharacterization of take-or-pay contracts asa
form of aguarantee.|n most situations, it is reportable as aguarantee of athird
party's debt on financial reports and information of the purchaser.

Also, becausethis typeof agreementisaguarantee, the off-take purchaser
may need to receive approval from its own lendersto enter into the contract.
Most |oan agreementsrestrict the ability of aborrower to provideindirect guar-
anteesof athird party's debt without consent.

[3] Take-and-Pay. Thetake-and-pay contract requiresthe purchaser
to take and pay for the project output, or to pay the project company asif it
did take the output. However, the buyer is only obligated to pay if the project
company hasactually produced and ddlivered the product or service. If the pur-
chaser does not want to buy the output, it isnot requiredto do so, provided the
project company is incapable of producing the product contracted for. Itis
sometimes called a take-if-offered contract.

Like theironclad take-or-pay contract, this version istypically struc-
tured with two components to the purchase price: fixed and variable. Thefixed
cost, which the off-take purchaser must aways pay if the project can produce

' AF.Brooke II, Great Expectations:Assessing the Contract Damagesof 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 wantsto buy the product, and rep-
resents variable operating costs. The risk that the project company will sell suf-
ficient off-taketo satisfy debt obligations, operating costsand an equity return
isfirmly with the project company.

Thisarrangement may not sound different from along-term salesagree-
ment, discussed below. Thedistinction isthat in atake-and-pay agreement the
purchaser has an option to refuse deliveriesif it pays acapacity charge, which
reflects the producer's fixed costs. In along-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 contractsaresometimesstructured toinclude
aspectsof both take-and-pay and take-or-pay contracts. In ablended contract,
paymentsof the purchaser are required in specified casesof service interrup-
tion. Such paymentscan beloans or advance payments, which the project com-
pany then credits against service provided later.

[5] Long-term SalesAgreements. A long-term salesagreement isan
agreement between the project company and apurchaser for the purchase and
sale of specified quantities of the project's output. The term of the agreement
isusualy oneto five years.

The purchaser has the obligation to purchase the contract quantity only
if itisproduced 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] SpotSales. Theleast useful project finance off-take arrangement
isaspot sale, at the market price existingat thetime of sale. Such salesare some-
times pursuant to a contract or purchase order. There is no obligation of the
purchaser to makeadditional purchases, pay capacity chargesor otherwise sup-
port the project debt if the purchases are not made.

§18.03 CONTRACTUAL RISK —THE VALUE OF CONTRACTSTO
THEPROJECTCOMPANY AND ASA CREDIT SUPPORT

Two legal considerations contribute to the value of project finance contracts
to the project company and to the lender asthe basiccredit support for atrans-
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 ascollatera if the
transaction resultsin economic difficulties must be considered.

From the project company's perspective, the project contractsarethebasis
for project earnings and expenses. Similarly, from the lender's perspective,
thesalient collateral in a project financing isthe collection of contractsentered
into by the project company for the development, construction and opera-
tion of the project, which are each crucial to the credit assessment of thelender.

Generally, each project finance contract is an executory contract: one of
the project participantshasyet 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 risksto the proj-
ect which affect the value as collateral. The risk to the project finance lender
isbased on this executory nature. Neither the project company nor the other
contracting party (the"obligor™) will have performed any significant con-
tractual obligation at thetime of the closingof the projectfinanceloan. Moreover,
ongoing performance obligations will exist throughout the life of the project
since project finance contracts typically have terms of 15, 20 and aslong as
thirty years. A legion of excuseswill 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 havea 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 rightsor remedies. A proj-
ect financing is therefore distinguishable from accounts receivablefinancing:
the collateral issubject to many problemsthat arisefrom the executory nature
and that interferes with the ultimate collateral value.

$18.04 RISKSINCONTRACT TERMSAND DEFENSES

In abook about international transactions, it isa challenge to present infor-
mation applicable throughout the globe, while recognizing that most law is
developed on acountry-by-country basis. With that apology, the following dis-
cussion isbased primarily on the Uniform Commercial Code, asit isin effect
in the various states of the United States of America.

2 See generally, BarkLEY CLARK, THE LAW OF SECURED TRANSACTIONS UNDER THE

Unirorm CommerciaL CobE at §1—4 (1993)({citing Scott L. Hoffman, A Practical Guide
to Transactional Project Finance: Basic Concepts, Risk I dentification, and Contractual
Considerations, 45 Bus. Law 181 (1989)).
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The rightsof the project company in a contract are, of course, subject to
thecontract termsand many defenses, claims, and other offsets. These defenses
and claims subject the project finance lender to avariety of risksresulting from
the project company's contract performance, misconduct and theenforceability
of the contract.

Onesolutionisfor the secured party to obtain in the consent a" cutoff"
pursuant to U.C.C. §§9-206 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.* Further, the contracting party would
not be considered to havewaived the contractual defensesthat relate to capac-
ity, such asfraud 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. §9-318(1}(b) providesthe 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 transactionsbetween the project company and theother contracting party.¢

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.
Thisduediligenceinvestigation typicallytakestheform of opinions and review
by counsel.

[1]  Commercial Impracticability. Thecommon law doctrineof frus-
tration of purpose relievesan obligor of itsduty to perform where afailure of
some basic assumption resultsin 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 excessiveand unreasonable
that the failure to excuse performance would result in graveinjustice.®

3 U.CC. §59-206; 9-318(1)(a); see generally, B. Clark, supranote1 at 11-23
to 11-24 (1993).

¢ U.CC. §9-206, For applicability of thisdauseto assgnableagreementsother
than sales contracts, seeB. Clark, supranote 1 at 11-5.

5 U.CC. 59-318(1)(b),

¢ U.CC. §9-318(1)(h).

7 RESTATEMENT (SECOND) OF CONTRACTS, §§261, 265 (1981).

8 Gulf Oil Corp. v. Federa Power Comm'n, 563 E.2d 588,599 (3d Cir. 1977).
Although commercial impracticability has been successfully invoked in long-termsup-
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. LIano, Inc., 770 E.2d 879,887
(10th Cir. 1985)(natural ges purchaser held unableto recave gas because of impasi-
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Alternatively, a project participant may avoid performanceof contractual
obligationsthrough the doctrine of commercial impracticability. Thedoctrine,
embodied in U.C.C. §2-615,° 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 isgenerally applied when an unforeseeabl e contingency has
altered the essential nature of the performance. U.C.C. comment 4 statesthat
""the severe shortage of raw materialsor of suppliesdueto a contingency such
aswar, embargo, local crop failure, an unforeseen shutdown of major sources
of supply or thelike..."may entitlea party to relief under $2-615.1° The Section
does not excuse a party from its contract obligations merely dueto arise or
collapsein the market, however, becausethat is™ the type of business riskwhich
business contracts made at fixed pricesare intended to cover.”!! Thus, courts
have declined to excusethe buyer from performance merely becauseresae mar-
ket prices fall severely after contract execution.!?

Frustration of purpose and commercial impracticability are generally not
major risks for the project participants. The nonrecourse limitationson debt
repayment require that project contracts contain detailed force majeure pro-
visionsto 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 $2—615 provides that
the applicability of that Section is" subject to greater liability by agreement.”'

[2] General Contract Theories. Other lega theoriesthat can be
invoked to abrogate project contracts include mutual mistake asto the basic

tion O state environmental rule), it has not been accepted with extensivesuccess. See,
e.g., lowaElec. Light and Power Co. v. Atlas Corp., 467 F. Supp. 129 (N.D. lowa 1978),
rev'd on other grounds, 603 F.2d 1301 (8th Cir. 1979), cert. denied, 445 U.S 911
(1980)(increase in cost of uraniumy); Superior Oil Co. v. Transco Energy Co., 616 F.
Supp. 98 (W.D. La 1985)(increase in cost df natural gas); Eastern Air Lines, Inc. v. Gulf
Qil Corp., 415 F Supp. 429 (SD. Ha 1975)(energy crigspriceincreaseand impact on
long-term, fixed pricefue contract).

9 U.CC. $2-615. Although Section 2-615 expressly refersonly to asdller,
Comment 9 to that Section providesthat, in certain circumstances, a buyer may be enti-
tled to relief. See J. WHITE & R. SuMMERS, UNIFORM ComMMERcIAL CopEe 128 (2d ed.
1980).

10 UCC. $2-615, Comment 4.

nod,

iz U.CC. §2-615, Comment 9.

2 U.CC. $2-615, Comment 8.
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assumptions of the transaction,!4 and™ unconscionability™ arising out of one-
sidedness.!s | n addition, each project contract is subject to the terms of per-
formance set forth in the contract, including such provisions as warranties, 6
and conditionsto performance. Thus, a court may provide relief from unan-
ticipated commercial risks, despite the collateral impact on financing.

[3] AnExampled Project Contract Risks: Output and Requirements
Contracts. Although a complete analysis of contract law iswell beyond the
scope of thisbook, an example of the potential issuesthat could appear tofrus-
trate the expectations of the project participants will suffice. In analyzing a
project financing, the structure of the contractual obligationsin supply and
sales agreements, such as whether a supply of goods contract is either an out-
put contract or a requirements contract, isimportantto thecredit analysis by
thelender. Excuses to performance under these contractsthat the U.C.C. per-
mits can affect the operation of the project and the predictability of cash flow.

A requirementscontract isan agreement in which the project company
promisestosell and deliver al the buyer's requirements of specified goods, and
the buyer promisesto refrain from buying comparable goods from any other

4 The doctrine of mutual mistake providesrdlief if a mistakeis made by both
parties about a basic assumption on which the contract isformed, which had a mate-
rial effect on the agreed performance, and was arisk not undertaken by the breaching
party. See RESTATEMENT (SECOND) OF CONTRACTS §152 (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 increasesin electricity prices brought about by rising oil prices); but see Exxon
Corp. v. Columbia Gas TransmissionCorp., 624 F, Supp. 610 (W.D. La 1985) (assump-
tion that contract price would provide profit held not sufficient basisfor modifica-
tion of purchase contract).

15 U.CC. $2-302. Generdly, apresumption of conscionability in contractsexists
between two partiesin acommercid setting. E.g., ConsolidatedData Terminalsv. Applied
Digital DataSys, Inc., 708 F.2d 385,392 (9th Cir. 1983). Courts have applied the uncon-
scionability doctrineas abasisfor refusing to enforcea commercial agreement where
unequal bargaining power exigts. E.g., Pittsfield Weaving Co. v. GroveTextiles, Inc,, 121
N H. 344,430 A.2d 638 (1981). See Cal. Civ. Code $1670.5 (West 1979) which extends
the doctrine of unconscionability to all contracts.

US courtsareconsistently adverseto an unconscionability defensebased 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 utility claim that an indefinite
priceescaation clausein anatural gas salesagreement was unconscionable); Compania
de Gas de Nuevo Laredo v. Entex, Inc., 686 F.2d 322,328 (5th Cir. 1982)(application
of clauseproviding for pass-through of cost increaseswas not unconscionable).

18 U.C.C. §$2-313 (express warranties), 2-314 (implied warranty of mer-
chantability),2-315 (impliedwarranty of fitnessfor a particular purpose), 2-316 (exclu-
sion and modification of expressand 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 al of the goodsthat the project producesfor sale.

Generdly, the buyer in a requirements contract has no duty to have any
requirements, and the seller in an output contract hasno duty to haveany out-
put. A good faith standard appliesto both, however."** The U.C.C. defines good
faith as" honesty in fact and the observance of reasonable commercial stan-
dardsof fair dealing in the trade.”1?

The U.C.C. also provides that no quantities unreasonably dispropor-
tionate to any stated estimate, or in the absence of a stated estimateto any nor-
mal or otherwise comparable prior output or requirements, may be tendered
or demanded.!® This proviso applies only to increases in requirements or
output, not reductions.?® Thus, a drastic reduction, even to the point of ter-
mination, isnot precluded if made in good faith.

From the project company's perspective, thegood faith termination stan-
dard alowsthe buyer to escapefrom 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 asthe substitution of natural
gasfor coal in the buyer's production process.?! Also, a buyer's discovery of a
less expensive substitute may constitute a good faith excuse for terminating
al of itsrequirements.22 Similarly, where the buyer can prove that continued
operation would cause severe economicloss, courtswill permit termination of
aproduct line or production segment.?* Thus, even if the buyer's needsdecrease,
the project may lose sufficient revenue to amortize the loan.

Contractual provisions can beincluded to render the termination issue
more predictable.2¢ For example, the buyer can agree to have future require-

7 E.g., Fort Wayne Corrugated Paper Co. v. Anchor Hocking GlassCorp., 130
F.2d 471,473 (3d Cir. 1942); sealso U.C.C. §2-306(1).

18 U.CC. $2-103(1)(b).

2 UCC. §2-306(1).

*  see R.A. Weaver and Assoc., Inc. v. Asphalt Constr., 587 E.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).

' Paramount Lithographic PlateService, 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. Cannonsburglron Co., 138 Pa 184, 16 A. 97, 20 A. 938 (1888,
1890).

2 d.

2 Fort Wayne Corrugated Paper, 130 E.2d 471 (3d Cir. 1942); HML Corp. V.
Generd FoodsCorp., 365F.2d 77, 81 (3d Cir. 1966). Conversdy, if thecontract is fixed-
price, and the market price for the good or service increases, the project loses the
abilit;/to recover theincreasein vadue. See U.C.C. §2-306 Comment 2.

See, e.g., Monolith Portland Cement Co. v. DouglasQil Co. of Cal., 303 F.2d
176 (9th Cir. 1962); see also I n re United Cigar Stores, 8 F Supp. 243 (SD.N.Y. 1934).
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ments through a minimum quantity term in the contract, thus obligating the
buyer to purchasethat minimum quantity of goods, even if the buyer decides
to terminate operations.?* An additional protection isto requirean assignment
of the requirements contract to the successor-in-interestupon the consolida-
tion, merger or sae of the requirementsbusiness.2¢

An output contract will shift the risksof businesstermination and quan-
tity variations to the buyer of the project output. Sincein an output contract,
the buyer agreesto accept and pay for all of the goodsthat the project produces
for sale, the buyer, not the project, bearsthe risk of uncertainty.

$18.05 REVENUE CONTRACTSIN 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,financingsbased on contracts committed to repayment of proj-
ect debt were relatively unknown in devel opingcountries. Thus, key project
finance contract provisions that are standard in the United States and Great
Britain are not yet developed in these countries. Examplesof these standard
provisions, consideredessential to asuccessful project financing,includedefin-
itiveobligationsfor purchasesof a project's output at adefined price, defaults
and remedies.

118.06 ENFORCEMENT OF REVENUE CONTRACTSIN
TRANSNATIONAL PROJECTS

Reliable methodsfor enforcingarevenue-producingcontract on whicha proj-
ect financing is based must be carefully considered. These includethe follow-
ing factors: (i) accessto judicial system; (ii) length and cost of judicial process;
and (iii) enforcement of arbitration provisions.

If the enforcement of such contractsislengthy, costly or otherwiseunpre-
dictable, the project could till be considered creditworthy. Thisis because
the underlying economic conditions affectingthe project output, and needfor
the output, could justify a project financing even without afirm output pur-
chasecontract in place.

2 Utah Int’l, Ine. v. Colorado-UteHec. Assn, Inc., 425 F Supp. 1093,1096-97

(D. Cdlo. 1976)(dictum).

2% See Pinch, supranote19; ¢f. TexasIndus,, Inc. v. Brown, 218 E2d 510,513 (5th
Cir. 1955) (smilar contract provison construed to reinforce court's conclusion that
leesng o plantsto another party did not reeaese requirements buyer from contract
obligations).
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$18.07 ASSIGNMENT OF REVENUESTO THE PROJECTLENDERS

Becauseof theimportance of revenue produced by off-take contractsto repay-
ment of project debt, it istypical for all paymentsto be made to the project
lender, for credit to the project company’s account. The consent of the off-take
purchaser to this arrangement is discussedin chapter 26.

$18.08 SELECTED PROVISIONSIN OFF-TAKE CONTRACTS

Off-takecontracts are negotiated to reflect the underlying goals of the project
parti cipants. Consequently, thesecontracts, morethan any other contract used
in a project financing, tend to be uniquefor each transaction. There are some
basic common provisions, however, which are discussed and sampled in the
sectionsthat follow.

$18.09 AGREEMENT FOR ALLOCATIONOF A PORTIONOF
PRODUCTION CAPACITY

[1] Introduction. Theallocation of all or aspecified portion of the
output capacity of a project givesa purchaser supply certainty. This alloca-
tion assures the purchaser that it has manufacturingor other production capac-
ity availableto it, though it does not actually own the production facilities.

At the same time, this allocation provides saes predictability to the proj-
ect company. Either the allocated capacity will be used for production and sale
to the purchaser, or the purchaser will pay a capacity or other chargeto the
project company in return for reserving, but not using, capacity.

2] Draft Provision.

The [ProjectCompany] allocatesto the Purchaser a percentage of the
totdl output capacity of the [Project]equa to [____] percent, per caen-
dar [month/quarter/year].

$18.10 OPTION CAPACITY

(1]  Introduction. If thereismorethan one purchaser of a project's
output, any purchaser wishingto beexcused from its purchase obligation could
probably escapeliability if the other purchaserscan purchasethe capacity out-
put no longer needed by the withdrawing purchaser. Off-take contractswill
typically require that the withdrawing purchaser's capacity be offered to
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other purchasers. If another purchaser agreesto take the capacity, the with-
drawing purchaser will be rel eased of any obligation to pay capacity and standby
chargesto the project.

2] Draft Provision.

The Purchaser shal havethe option,exercisable on [specify period)’s advance
notice, to increasesuch percentageto an additional percentage of up to
[ ] percent.

$18.11 RESERVECAPACITY

[1] Introduction. Often aproject's actual capacity isgreater than its
designed, or nameplate, capacity. Off-take purchasers sometimes want to
have the first option to purchase the excess capacity. Thisis particularly true
in projects based on take-or-pay contracts, where the purchasersindirectly
guarantee the underlying project debt.

[2] Draft Provision,

If at any time the [Project Company] determines that the actual capacity
of the Project isin excess of the Nameplate Capacity, and the [Project
Company] determinesto operate the Project to take advantage of such
additional capacity, which such decisionshall bein the sole and absolute
discretion of the [Project Company], then it shall make available to the
Purchaser an option to purchasesuch reserve capacity. The Purchaser shall
havetheoption, exercisableon [specify period]’s advance notice, to increase
its purchased capacity hereunder to an additional percentage of up to
( ] percent of the total reserve capacity.

$18.12 STANDBY CHARGE

[1] Introduction. A standby chargeisthe penalty under atake-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 shdl pay to the [Project Company] the Standby
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Charge. The Standby Charge means an amount equal to the difference
between (A) thesum of (i) the Debt Service Codts, (i) the Fixed Operating
Costsand (iii) the Minimum Equity Return, and (B) thetotal sdesprice
of any Minimum Quantity sold to another purchaser (butonly that portion
of the sdes price representing the costs described in (A)(i) through (iii)).

$18.13 SANCTITY OF CONTRACTS

[1] Introduction. Often project financings are based on firm cash
flowsfounded on governmental action, such as a contract, or backed by gov-
ernmental support, such asalaw or regulation, or both of these. This founda-
tion for aproject financing isoften crucial in many countries, particularly in those
with emerging economies where such governmental action isoften necessary.

An example from the United States isinstructive 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
aproject company afirm cash flow on which to structure aloan 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-
ipantsgenerally required that the PURPA purchase obligation be memorialized
in acontract. Thiswas becausespecificprice, delivery, warranty and default pro-
visions are each significant to a financing based solely upon project revenues.

Despite the contractual form, the U.S. experienceisthat the governmen-
tal support that produces thisfirm cash flow is nonethel ess subject poten-
tially to post-contract public policy considerations. Therisk isthat 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 thelegis-
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] AnalyssUnder US.Law. Theability of aUS state tointerfere
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 contractsisbased on the Contract
Clausein the U.S. Constitution.28 The U.S. Supreme Court has generally ana-

2716 USC. §8242-3.
*  “No stateshall .. . passany. .. Law impairingthe Obligationdf Contracts.... ”
U.S Consr. art. |, $10, d. 1.
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lyzed Contract Clause casesby balancing the rightsof contracting partiesagainst
the needs of the state; all impairment is not prohibited.29

TheContract Clausedoes not obliteratestate police power, however. Utilities
and other industries dedicated to a public purpose are subject to state police
power legislation.? A contract with a utility is therefore not immunefrom a
state order changing or superceding existing rates.?!

In Energy Reserves Group, Inc., v. Kansas Power&Li ght  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) asignificant and legitimate public purpose behind the regu-
lations, and (ii) adjusted the rights and responsibilitiesof contracting parties
based upon reasonable conditions and a character appropriate to the public
purpose justifying the state action.3?

Kansas Power & Light Co. and its gas supplier, Energy Reserves Group,
Inc., had entered into twointrastate natural gassupply 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 increasesin thesale price based onincreases
in governmental gas price ceilings.3* After the contract wasexecuted, Congress
deregulated gassales, and authorized the statesto regul ateintrastate gasprices.**
In response, Kansas enacted price controls.,’ The utility refused to adjust the

Whiletheauthorsdf the US Constitution intended the clauseto restrict the abil-
ity of the statesto enact debtor rdief laws, it has been expanded by the courts. See
generally, L. LEvy, ORIGINAL INTENT AND THE FRAMERS' CONSTITUTION 124-36 (1988); B.
WHRIGHT, THE CONTRACT CLAUSEOF THE CoNsTiTuTiON (1938); FELIX FRANKFURTER, THE
COoMMERCE CLAUSE UNDER IVARSHALL,, TANEY AND WAITE (1937). The clause does not apply
to thefedera government.

¥ Theabilityof astatetointerferewith an existing contract may aso belimited
by Congressional preemption which renders federal jurisdiction exclusivein that
area. See, e.g., National Gas Pipeline Co. v. Railroad Comm'n of Texas, 679 E.2d 51
(5th Cir. 1982).

3¥Contracts are generdly subject to the state power "to safeguard the vital inter-
ests' of the people of astate. Energy Reserves Group, Inc. v. Kansas Power & Light
Co., 459 US 400,410 (1983) (quotingHome Bldg. & Loan Ass’n v. Blaisdell, 200 U.S
398,434 (1934)). Supercession and annulment of exigting contractsis permissibleif the
stateaction is based on avaid public purpose. E.g., Exxon Corp. v. Eagerton, 462 U.S
176, 190 (1983); Allied Structural Sted Co. v. Spannaus, 438 U.S 234, 241-42 (1978).

31 SeeBlock v. Hirsh, 256 U.S 135, 137 (1921). See aso, Munn v. lllinois, 94
U.S 113, 133-34 (1876){dedication of private property to a public use subjectsthe
property to public regulation).

32 459U.8. 400 (1983).

3 |d at 41113

3 |d. at 403-405.

35 |d. at 405-406.

% |d. at 407-408.
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contract price based on a provision in the Kansasstatute that prohibited the
enforcement of the price redetermination clause.3” Noting that the statute
was not discriminatory to the gas supplier, but instead applied to al gas sup-
pliers, the Court opined that thelaw was narrowly crafted to promotean impor-
tant stateinterest in protecting utility ratepayersfrom market pricefluctuations
caused by federal deregulation of gas.’8

Significant to the Court was the foreseeable impact of the governmental
regulation on the gascontracts. Kansas had regulated natural gassdesfor many
years.>® Moreover, the natural gas contracts were explicitly subject to state
regulation.*¢

Most recently, in Keystone BituminousCoal Asst. v. DeBenedictis,*' theU.S.
Supreme Court ruled that a Pennsylvaniastatute that restricts mining opera-
tions to prevent subsidencedamage does not violatethe Contract Clause. The
statute requires coal mine companiesto leavein place sufficient coa for sup-
port of publicly used buildings, cemeteries,and perennia streams,# and regu-
lations requirethe companiesto pay repair costsif any damageiscaused, although
surfaceownersprevioudy waived any claimsto damages.** Statingthat the Court
will not second-guessthe state legidature's conclusion on how to resolvethe
problem, the Court ruled that no violation of the Contract Clausewas found
since the state has a strong publicinterest to prevent subsidence damage.*

The Energy Reservesand Keystone decisionssuggest that project financ-
ingsbased on predictability in contract termsare not necessarily predictable.
Areas that government highly regulates are subject to continuing regula-
tion, and possibly contractual abrogation, without aviolation of the Contract
Clause.

[3] Retroactivity and Settled Expectations— The Effect of
Governmental Actionson Existing Contracts. Thequestion of theretroac-
tive effect of governmental actions on existing project finance contracts and
transactionsis of concern to project lendersand other participants, especidly
when legidaturesand executive agenciesquestion the appropriatenessof exist-

Id. at 408.

% 1d.a42L

*® |d. at 414 note 18; compare Allied Structural Sted v. Spannaus, 438 U S 234
( rlufza“?zs)(l‘-aw under Contract Clausescrutiny affected an area not typicaly regulated by
the state).

“* " 1d. & 416, s, .., Hudson County Weter Co. v McCarter, 200 US 349,357
{1908)(“One whose rights, such asthey are, are subject to state restriction, cannot
remove them from the power d the State by making a contract about them."™)

41480 U S 470 (1987).

2 1d.a 476.

2 1d. at 477.

“ |d. & 506.
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ing laws and regulations in light of changing economic conditions.4* | n the
U.S, the question arisesin both Contract Clause cases, which are discussed
above, and in the context of ataking 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 stability48and on a reluctance to
permitthelegislaturesto affect selective classesof citizens.#* Where theretroac-
tive legislation involves an emergency, the U.S. Supreme Court has tradition-
ally tolerated the retroactive impact.>® Similarly,the Court toleratestheretroactive
effect of legislation that ratifies prior governmental conduct or adjusts an admin-
istrative action.5!

In other types of retroactivelegislation, 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 affectsa remedy and not a
property right, or if the law bearsarational relationship toagovernmental pur-
pose, the retroactive impact is generally upheld.

For example, in Chase Securities Corp. V. Donaldson,*? the plaintiff was
barred from bringing a Blue Sky Law action because of a lapse of the statute
of limitations. Duringa retrial and appeal, the Minnesotalegislature removed
the statute of limitations from certain categories of Blue Sky Law violations,
including the type of violation about which the plaintiff complained.? The
plaintiff reasserted its claim, and the defendant contended that the retroac-

45

See generally, Hochman, The Supreme Court and the Constitutionality of
RetroactiveLegidlation, 73 Harv. L. Rev. 692 (1960); Slawson, Constitutional and Legidative
Considerations in Retroactive Lawmaking, 48 CALIF. L. Rev. 216 (1960); Greenbl att,
Judicial Limitationson Retroactive Civil Legidation,51 Nw. U. L. Rev. 540 (1956); Seeman,
The Retroactive Effectof Repeal Legidation,27 KY. L.J 75 (1938); Smead, The RuleAgainst
Retroactive Legislation: A Basic Principle of Jurisprudence, 20 MInN. L. Rev. 775 (1936).

U.S ConsT. amend. V. E.g., Norman v, Baltimore & O. R Co., 294 US 240,
304-5 (1935); see generally, Hochman, supra note 44, at 693—-94.

47 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.

SeeJ Rawls, A Theory of Justice 238 (1971).

49 See Hochman, supra hote 44, at 692-93.

50 E.g., Lichter v. U.S, 334 US 742 (1948)(Fifth Amendment challenge to
Renegotiation Act of 1942, which permitted the federal government to renegotiateexist-
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).

5t E.g., FHA. v. The Darlington, Inc., 358 U.S 84 (1958)(ratification of FH.A.
policy by Congressfound not violativedf Fifth Amendment); Andersonv. 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 |d. at 307.
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tivelaw violated the due process protections of the Fourteenth Amendment.>
The Court rejected the defendant's contention, basing itsdecision on the dis-
tinction between the plaintiff's right to seek recovery, which was not affected
by the law, and itsremedy for doing so, which wasthe focal point of the law.>*

Where property rightsare involved, the Court applies atype of rational -
ity test to determine the constitutionality of the retroactive effect. In Railroad
Retirement Board v. Alton Railroad Ce.,% a substantive due process decision,
the Court voided legislation that required railroad companiesto 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 Alten Railroad islimited, however, because of
the decline of substantive due process, evidenced recently in the Court's deci-
sionin Usery v. Turner Elkhorz M ni ng Ce.57 In Usery,the Court considered the
constitutionality of the black lung benefitslegidation. Thelegidation required
mine operatorsto pay benefitsto minerswho were nolonger employed before
the effective date of the law.*® The Court upheld the legislation under a due
process challenge, noting that retroactive legislation is not unconstitutional
simply"because it upsets otherwise settled expectations.”® Applying arational
relationship test, the Court concluded that the law justifiably allocated mine
work health coststo mine operators.s

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.®’ The power of Congressto legislate under the Commerce
Clause extends to the power to abrogate existing contracts.52

Theability 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 Sjudi-
cia 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 bearsarational relationship to a governmen-

st 1d.at 308.
55 Id. at 311.

% 205U.S.330 (1935).
57 428U.S.1(1976).

8 1d.at 8-9.
5% |d.at 16.
0 1d.at 19.

61

U.S. ConsT. art. |, §8, cl. 3; see, 2.g., Gibbons.v. Ogden, 22 US 1, 196-57 (1824);
Nebbia v. New York, 291 1.S, 502 (1934).

2 Normanv.B & C. R.Co., 294 U S 240, 307-10 (1935).



International Project Finance

tal purpose, the U.S Supreme Court will presumably uphold the retroactive
effect of thelegislation.®?

[4] Lessonsfor International Project Finance. The experience of
the United Stateswith the sanctity of project finance contractsisas much based
initsuniquelawsasitisinitseconomy. Thereal lesson of thisexperience isthat,
with certain qualifications, governmentsand off-take purchasers may havesig-
nificant incentives to escapefrom, or allow othersto escapefrom, lessthan suc-
cessful business arrangements. The challengefor project finance participantsis
not only to examinethe lawsthat could interferewith the predictability of con-
tract arrangements (their sanctity), but alsoto examinethe underlying economics
to understand if the contractual termsare justified over thelife of the project.

[5] Stability of ContractsinEmerging Markets— theDabhol Project.
Thesewordscamealivein Indiain 1995. The breach of along-term power pur-
chase agreement between the Indian state of Maharashtraand an affiliate of
Enron Corporation, aU.S. energy company, presentsaclear exampleof the risk
of thelossof acontract in a project financing caused by state action.

Inthat project, thestate of Maharashtraagreed 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
onitsinvestment in the facility.

63 Abrogation of such a contract isnot an unconstitutional taking under the
TakingsClause. US Const. amend. V. Although economic regulation may destroy vaue,
if thereis no physicd invasion of property, and the regulation isin the public good,
thereis no"taking." Nor isthe abrogation aviolation of the Equd Protection Clause.
US ConsT.AMEND V. See, e.g., Hodelv. Indiana, 452 U.S 314,331 (1981){economic reg-
ulationswill not be invalidated if rationally related to agovernmental purpose unless
afundamentad right is abridged or asuspect dass created).

6 See generally, Enron Corp. Unit Receives Green Light for a Power Plant in
India, WALL ST. J.,Aug. 11, 1994; MarcusW. Brauchli, A Gandhi Legacy: Clash Over
Power Plant in India Reflects Deeper StruggleWith Its Economic Soul, WALL ST. J., Apr.
27,1995, at A1, A6, MarcusW. 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 Sr. J., Aug. 7, 1995, at A9B; John Busey,
Enron Sees Compromise on India Plant: Company Offers to Revise Pricing Pact But
Keeps Its Legal Options Open, WALL Sr. J.,Aug. 23, 1995, at A8; Miriam Jordan, State
Government in India to Rethink Enron Power Plant, WaLL St. J.,Sept. 25, 1995, at A%;
Enron and AES Unit Progress on Stalled Projectsin India, WALL Sr. J., Oct. 31, 1995, a
A15; Enron Begins TalksWith an Indian State on Big Power Project, WaLL Sr. 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,
Finishesa Phase of Financing, WALL ST. J., Dec, 11, 1996, & A4, Miriam Jordan, Enron
of U.S. Settles India Power Dispute, WALL ST. J.,Jan.9, 1996, & 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. I n 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 failedto recognizethe complexitiesof 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 Indiawere subordinated to short-term political gains. Perhaps it was sim-
ply that India, like many emerging countries, wasstill finding itsway 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 theend of 1996, renegotiationshad culminated in the settlement of the
dispute and the resumption of construction. The renegotiated project resulted
in areduction in the capital cost and the power price. Also, the state received
an equity interest in the project.

What are thelessons|earned from this project? While principles of inter-
national law likely required that the state of Maharashtra perform the con-
tract,% 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. Ye, the lengthy process of determining thisin the courtsor 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
toall emerging countriesabout the sanctity of contracts and therisk tolerance
of project finance.

65 MarcusW. Brauchli, A Ghandi Legacy: Clash Over Power Plantin I ndia Reflects
Deeper Struggle With Its Economic Soul, WALL ST.J., Apr. 27, 1995, at Al, A6

86 Thelegd doctrined pacta sunt servandaholdsthat every international agree-
ment, like the repudiated agreement in the Dabhol project, bindsthe partiestheretoand
requiresthat it be performedin good faith. Thelegd theory, based on Western European
principlesdf natura law, isthat no government should havetheright to changean exist-
ing contract to further its own political, socid or economic gods. REsTATEMENT (THIRD)
OF THE FOREIGN RELATIONSLAW OF THE U.S. 321 (1987); see e.g., Sapphire Int'| Petroleums
Ltd. v. Nationd Iranian Qil Co, 35 1.L.R. 136, 181 (Arb. Awad 1963); see also Terence
Daintith & lan Gault, Pacta Sunt Servandaand the Licensing and Taxation of Narth Sea
Oil Production, 8 CameriaN L. Rev. 27 (1977). Thedoctrineextends to state-controlled
companies, which are notinsulated from ligbility. E.g., McKesson Corp. v. IdamicRepublic
o Iran, 32 E3d 346,352 (D.C. Cir. 1995){separate exigence of state-controlled com-
paniesthat carry out state rolesor policiesdoes not shield the statefrom liability).
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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 acompetitive bid program was used. Much of
what Enron did was to apply an ex post facto bidding processto the project,
thereby assuring the state (and the rest of the emerging countries) that the state
received the same type of deal (perhapsbetter) than it would havereceived in
atransparent arrangement.

Some have feared that Enron's action would chill project development,
destroy stability in international contracts, and prove that Western devel op-
ersare exploitive of emerging markets.57 | suspect it did not. Rather, it wasan
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-
sionswhich Enron had confidence in.

Will similar situations be avoided in the future?Likely yes, if competitive
bidding arrangements and similar transparent processescontinue to be devel-
oped, and as public confidencein those processesincreases. Y€, at | east onecom-
mentator has predicted a possible re-emergence of nationalistic, and perhaps
socialistic, attitudesthat will result in similar attacks by host governments. 58

There are several considerationsthat should bekept in mind when nego-
tiating thistype of project:

the underlying contract must be carefully drafted to clearly obligate the
off-take purchaser to take the project output, including provisionsthat
clearly articulate if, when and how contractual terms can be reconsid-
ered (such as termination for cause, termination for convenience, termi-
nation for breach, changesin the capital facility, rights to operate or sl
project after termination);

consider use of astabilization clause, which expresdyforbids the unilat-
eral termination of the contract by the host government, other than based
on those events expresdy provided for in the contract;t

consider giving the host government an equity interest in the project; and

ensurethat the contract negotiationisa result of acompetitive bid or some
other processthat ensures transparency.

&  DanielleMazzini, Stable International Contracts in Emerging Markets: An
Endangered Species, 15 B UInt'l L.J. 343, 355(1997). See also Bernard Wysocki Jr., Some
Painful Lessons on Emerging Markets, WALL ST. J.,Sept. 18, 1995, at A 1.

8  Thomas W. Waelde & George Ndi, Stabilizing International |nvestment
Commitments: International Law Versus Contract Interpretation, 31 Tex. Int'l L.J. 216,
217-18(199%). Secalso Michael D. Ramsey, Acts of Stateand Foreign Sovereign Obligations,

39 Harv. InT'L L. J.1(1998).
8  Stabilization clauses are discussed in chapter 14.
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§19.01 INTRODUCTION

In a power project, a power salesagreement, or power purchase agreement
("PPA™M asitiscalled by the purchaser, isthe linchpin of an energy project
financing. This agreement setsforth the obligation of the project company to
produce power for sale, and for the power purchaser to buy it. It isfrom this
transactionthat thefundsflow to pay debt service, operatingcostsand an equity
return. It must fulfil, therefore, the dual role of financing document and
operating document.

The funds, of course, will not flow unlessthe power purchaser is credit-
worthy; that is, the power purchaser must have sufficient cash to pay itshills,
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as proven by past, present and expected future financial performance. To the
extent thisis not present, credit enhancement, such as a guarantee by a cred-
itworthy central government or multilateral support, isneeded.’

519.02 REVENUE CONTRACTSIN TRANSNATIONAL PROJECTS

In some countries, a project financing, which isbased 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 thistype of provision, considered essential to a successful energy project
financing, isadefinitiveabligation for a utility's purchaseof the project's energy
output at adefined price.

§19.03 DEVELOPMENT OBLIGATIONS

Developmental activities for a project are often cumbersome. The acquisition
of land and property rights necessary to install transmission linesand equip-
ment, application for and issuance of permits, and other development activi-
ties are often fraught with uncertaintiesand delay. In some projects, it is
often prudent for the power purchaser to undertake either to assist the proj-
ect company in thesefunctions, or to actually obtain them for it. | n 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,itisthe project company that must havein place,
toitssatisfaction, all the necessary elementsof a project financing. Yet, asdis-
cussed in the next section, the power purchaser has an interest in the devel-
opmental tasks being completed according to its needs, aswell.

519.04 PERFORMANCE MILESTONES

{11 Gnerally. Thecompletionof construction and availability of the
energy facility to meet the power needs of a power purchaser by a date cer-
tain isimportant to the power purchaser. It may have cancelled or declined to
negotiate other power purchase arrangements, made capacity commitmentsto
regulatory authorities, or postponed construction plansfor other capacity con-

T
For an excellent overview o the risks presented in a power sdes agreement,
se JohnG. Manud, Common Contractual Risk Allocationsin International Power Projects,
1996 CoLum. BUS. L. REv. 37 (1996). See alsoWilliam M . Stelwagon, Financing Private
Energy Projectsin 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 requiresthe project company to meet "milestones.” Milestonesare a
seriesof important eventsthat must be completed by specified datesif the proj-
ect isto be completed on time. Through proper due diligence, negotiation of
milestonesinto the provisionsof the construction contract, and the addition
of reasonabletime periods, the project sponsor can guard against risk for mile-
stonedelays.

Examplesof milestones, also called conditions precedent, that must be
satisfied after or contemporaneously with contract execution include payment
of acontract deposit to evidence commitment; evidence of ownershipand con-
trol over the development of the project; and obtaining any preliminary gov-
ernmental approval. Conditions precedent that will need to be satisfiedbefore
commercia operation of the facility include energy tariff or rate approval;
securing important permits; execution of construction, fuel and operating
agreements; evidenceof insurance; financial and equity closings; construction
completion and satisfactory facility testing; and necessary documentation and
datafor 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-specifiedlevels must be achieved.

Failure of the project company to satisfy these milestonescan arise from
amyriad of factors, such as construction delays. Thisfailure often allowsthe
power purchaser to delay the start of capacity paymentsto 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 aletter of credit, in payment of liquidated damagesfor
dday. In some projects, a" sunset” date isincluded in the power purchaseagree-
ment that givesthe power purchaser theright to terminatethe agreementif the
milestone of commercial operation is not achieved on atimely basis.

The project company istypically not responsible for all types of delays,
however. If, for example, adeay 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 dleviate the cause of the
ddlay. The power purchaser, particularly if it isowned by the government, is
considered better able to control palitical risks than the project company.

(2]  Approval of Project Contracts. One important aspect for the
power purchaser in determining the viability of the project relatesto the
project contracts. A host of agreementswill need to be negotiated and executed
by the project sponsor beforea project can proceed. Often, the power purchaser
will want to review and approvethe termsof these agreements,in addition to
setting amilestone date for their execution. Thisis particularly truewhen the
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power purchaser is paying, in the power purchaseprice, a portion of the pro-
ject's fuel and operating costsas adirect pass-through.

It might be argued, as it sometimesis, that the power purchaser need
not analyze the contracts becausethe financingentity will do an adequate job
of reviewing them. Thisisafool's paradise for the power purchaser. Each of
the power purchaser and the financing entity havedifferent risksand rewards
from a project financing. As an example, the power purchaser islikely to be
in along-term contractual relationshipwith the project company, well beyond
theterm of the underlying project debt. Thelong-term goasof the power pur-
chaser may not be the sameasthe goasof thelender. A power purchaser can-
not, therefore, safely rely on thelender for a project appraisal.

Any review of project contracts will need to be done in an expeditious
manner by the power purchaser. Consequently, provisionsaretypically included
that providelimited time periodsfor comment, restrictionson 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. Unlessthe project sponsor funds construc-
tion costsfrom its own financial resources, project construction will not pro-
ceed until financia closing hastaken placeand fundsare advanced by the project
lender for that purpose. Consequently, milestonestied to the release of con-
struction funds are important to the power purchaser. It is not unusual for
the power purchaser to requirethat financial closingbe achieved by adate cer-
tain, or the agreement terminates.

[4] PenaltiesFor Missed Milestones.

Generally. If oneof the project milestonesis missed, the parties need a
remedy to address the adverseeffects of thefailure. Possible remediesinclude
reportsto the power purchaser about the missed milestoneand the course that
will be followed to achieveit; a periodically paid damage amount (daily or
monthly damage payments, refundable if the project is completed by a date
certain) from acreditworthy entity; or even contract termination if the proj-
ect isnot or cannot be completed by a date certain.

Delayed Entryinto Commercial Operation. Asdiscussed above, adday
in the completion of construction and availability of an energy facilityto a
power purchaser by adate 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
paymentsbe dueto the power purchaser from the project company. The proj-
ect company is typically excused from meeting the compl etion date, however,
for force majeure eventsand for delays caused by the power purchaser.
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Third party action or inaction can also delay the compl etion of the proj-
ect. However, it is customary that the project company not be excused from
meeting the scheduled completion date because of adelay caused by athird
party. Thisis 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.

Failureto Construct Facility. If the project is never constructed, the
power purchaser issometimescompensated for thisfailureby the project com-
pany. Becausethe project company, asathinly capitalized special -purposeentity,
will have no financial resourcesto pay these damages, someform of financial
security, such as aletter of credit or guarantee from a creditworthy entity, is
needed.

Shortfall in Nameplate Capacity. If the capacity of the project to pro-
duce energy islessthan the estimated namepl atecapacity agreed to in the power
purchase agreement, relief for the purchaser isgeneraly provided. Thetarget
availability the project company generaly commitsto achieveis82.5% to 85%
of net nameplate capacity for a coal-fired power station and 90% or more of
net namepl ate capacity for a gas fired power plant.

Whilethe exact nature of the rdlief to the power purchaser for lower capac-
ity issubject to negotiation, at a minimum some damagesare payablewhile
the project is repaired. After a period is afforded the project company to
bring the capacity to its rating, and the project failsto do so, a damage pay-
ment is generally made to the power purchaser to compensateit for the con-
sequencesof the capacity shortfall. The paymentis usually used to reduce the
project debt, since the project will be unable to generate sufficient revenues
to service the debt outstanding.

[5] Commercia Operations. Oneof themost important milestones
iscommercial operations. Itisat this point that the project is able to provide
safe, reliablepower to the power purchaser. A procedureistypically established
in the agreement that specifiesthe performanceteststhat determinewhen com-
mercial operation isachieved. These tests confirm operating characteristics
of the facility, the amount of reliablecapacity, and safety issues.

If the project milestoneof commercial operations is not satisfied by the
daterequiredin thecontract, any of severa negotiated consequenceswill apply.
The contract could terminate completely, without liability of the project
company to the power purchaser. Alternatively, liquidated damages could be
dueto the power purchaser for each day of delay, and if commercial operations
isstill not achieved after aperiod of time, the contract would terminateeither
with or without additional damages due.

A related topic iswhether the project company is entitled to operate the
project early. If so, the price charged for the power must be agreed upon. It

349
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might be an energy-only payment,in which the power purchaser compensates
the project company for itsoperating expenses (plus a profit), but not fixed
chargesalready included in the construction budget. Or, the power purchaser
might declineto purchasethe early power and agreethat it can be sold to third
parties. In some situations, a bonus could be judtified, particularly where the
power purchaser isbuying power from other sourcesat a high cost, or isgen-
erating its own power at a higher cost.

I n somesituations, such aseconomicor national emergencies, or in asce-
nario of temporary over-capacity,the power purchaser may wantto delay com-
mercial operations. If thisflexibilityisdesired, thecontract should contemplate
the paymentsthat will be due from the power purchaser to the project com-
pany ascompensation for the dday, and theamount of advance notice needed.
Obviousdly, the further the project isin its construction schedule, the more
expensivethis option becomesfor the power purchaser.

[6] ForceMajeure. Generdly,aforce majeure extends the date of
required compliance under the contract. But, thisis not dwaysthe case. In some
power purchase agreements, a maximum del ay caused by aforce mgjeureisestab-
lished, beyond which no extensionscan be made even if theforce majeure con-
tinuesto affect performance. This providesthe power purchaser with the ability
to pursue other sourcesof power in areaswherethereis no forcemajeuredday.

519.05 OBLIGATIONTO DELIVER POWER; OBLIGATIONTO
TAKEPOWER

Thestructure of the obligation of the power purchaser to accept, and the proj-
ect company to ddiver, power isthe most important provisionin a power pur-
chase agreement. This obligationforms the basisfor the credit support of the
project financing. Excusesto performance under these contracts can affect
the operation of the project and the predictability of cash flow.

For this reason, the excusesto 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 emergenciesin 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'ssystem, prior to an actual
system emergency, that could reasonably be expected to result or lead to a
system emergency.

Most power purchase agreementsused in a project financing are output
contracts. These contracts allocate the risk of businesstermination and quan-
tity variations to the power purchaser. Since in an output contract the power
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purchaser agreesto accept and pay for all of the power that the project pro-
ducesfor sale, the power purchaser, not the project company, bearsthe risk of
demand uncertainty.

The contract will specify thekind of power to beddivered. Optionsinclude
intermittent energy, fixed energy or capacity and dispatchabl eenergy. Because
demand for power fluctuatesbased on such thingsasweather 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 compensatethe project company for its
fixed 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 aspecifiedleve. To the extent the capacity is
not available, pendtiesare generally imposed. Because of this, the capacity leve
needsto be set at a redlisticleve. Typicaly, becauseenergy demand fluctuates
based on the time of day and the season of the year, the purchase obligation
aso varies according to the same variables.

519.06 DELIVERY POINT AND INTERCONNECTION

[1]  DeliveryPoint. The power contract must statethe point of deliv-
ery of the power sold. Often, thisisaccomplishedby aaddingaset of linedraw-
ings as an exhibit to the agreement that specifiesthe point of interconnection.

[2] Interconnection Fecilities.  Also, the contract must alocate respon-
sibility for design, construction, ownership and maintenance of theintercon-
nection facility and upgradesto the power purchaser'ssystem needed to accept
deliveriesof power from the project. The project company will need al inter-
connection facilitiesto be operablewhen the projectis completeso that deliv-
eries can be made to the power purchaser.

[3]  Power of Eminent Domain. Of particularimportance iswhether
the utility has the legal authority to acquire land and other real estateinter-
edtsat little or no cost. Thisright isan important cost-savingstool for usein
acquiring land for substations, transmission lines and other necessary inter-
connection facilities.

Even where a power purchaser hasthis power, however, it may be reluc-
tant to incur political or citizen opposition by actually usingit. Thisispartic-
ularly true in devel opingcountrieswhereland in urban areasisover-devel oped
and would require relocation of, and sacrifice by, impoverished people for
the benefit of businessinterests.

(4] Wheeling. Ifitisnot physicaly possibleor technicallyfeasbleto
interconnect directly with the power purchaser, whedlingarrangementswill be
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necessary, and should be addressed in the contract. Among the contractual con-
siderations are responsihility for wheeling arrangements, whedling costs and
transmission linelosses.

[5] LandRights. Inadditionto the power of eminent domain, other
rightsconcerningland areimportant in a power purchaseagreement. Theagree-
ment should include mutual rights for access to and use of readl estate of the
other party. Access may be necessary for repair and maintenance of property
located on the other's real estate, includinginterconnection facilities. Asdis-
cussed in chapter 26, theseimportant real property interestsmust providefor
assignabilityto the project lender and any subsequent purchaser of the project
from the lender.

$19.07 PRICE FOR POWER

[1] Introduction. A project financingof an energy project is based
on the cash flow under the power sales agreement for power produced. The
price established must provide a predictable revenuestream.

[21 ThePolitical Sideof Energy Rates—A LessonLearned intheUS
It isimportant to notealessonlearned in the United Statesin its power indus-
try. Energy ratesare political and economic. To the extent they are uneconomic,
political forceswill moveto upset them. It isthe samein devel opingcountries.
Despite competitivebidding, well-crafted documentsand el aborate power con-
tract pricing provisions, the ultimate rate charged for power to the ultimate
users must meet economic redlities. In short, the maximum price for power
that the ratepayer can bear must be factored into the negotiation discussion.

[3] General Formsof Power Contract Price Provisions.

Take-or-pay. A take-or-pay contract isthe term generally used to refer
to a contractual obligation between a power purchaser and a power sdllerin
which the purchaser agrees to make paymentsto the seller for energy capac-
ity in return for maintainingthe capacity to produceand ddliver 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 paysfor both the energy
produced at the plant and the capacity of the plant.

Take-and-pay. A take-or-pay contract isin contrast to a take-and-pay
power contract. With a take-and-pay contract, the buyer isonly obligated to
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pay if the product or serviceisactuadly ddivered. If power isddivered to the pur-
chaser, the purchaser isobligated to pay certain definiteamounts to the project
sponsor. The risk that sufficient power will be sold to satisfy debt obligations,
operating costsand an equity return are firmly with the project company.

[4]  Capacity and Energy Payments Structure. The pricefor power
in a power sdlesagreement used to support aprojectfinancing istypically divided
into two components. acapacity payment and an energy payment. Thesecom-
ponents create the revenue stream necessary to support the financing.

[5] Capacity Payment. Capacity rateswill be either fixed or variable.
These rates might also be subject to afloor, front-loaded or levelized. Each of
theseisdiscussedin detail below. Whatever the approach, in aproject financ-
ing, the capacity payments required under the contract must be sufficient to
enablethe project sponsor to pay debt service payments, and fixed operating costs.

Thecapacity payment isdesigned to providefinancia support for the fixed
costs of a project and the equity return on the project sponsor's investment.
It also includes recovery of project development costsof the project sponsor.
Asthefoundation of revenueto repay fixed project costs, the capacity payment
is paid throughout theinitial term of the power contract, and isbased on the
capacity of thefacility for energy production. If the facility is capableof pro-
ducing power, the capacity chargeis paid by the power purchaser, whether or
not the power is actually purchased.

The rationale for this approach isthat these costs represent expenses
that the project company incurs whether or not thefacility 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 costswould have been incurred by the utility.

The fixed costs include operating and maintenance expensesfor 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, businessinterruption and polit-
ical risk insurance.

Thereturn on equityinvestment isan important part of the capacity charge.
The rate of return that is recovered by the project sponsor varies with the
risksit assumes. |n some countries, a maximum rate of return isestablished by
government palicy.

Findly,the recovery of project development expensesby the project spon-
sor isincluded as part of the capacity charge. Devel opment expensesinclude
construction costsof the facility, permitting costs, legal expenses, engineering
servicesand environmental devel opment costs.
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Fixed or Variable. Capacity charges can be based on afixed amount
for each year of thecontract, 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 timebased on changed
circumstancesor facility performance, are often subject to afloor. Adjustments
cannot be madeto the capacity chargeto the extent the price would fall below
this floor, which istypically 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 alarge 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 |oaded approach presents collateral security issuesfor the
power purchaser. These are discussed in detail later in this chapter.

Back-loaded. The opposite approach isto back-load the capacity pay-
ments. Under this pricing alternative, debt amortization schedules provide
for higher principal amortizationin thelater yearsof the contract. Thisapproach
is used when energy prices are predicted to he higher in thelater years of the
contract term. Politically, this approach can be useful in devel oping 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 islevelized capacity payments. Under
alevelized approach, capacity paymentsare 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.

[6] Adjustment to Capacity Charges. Animportant consideration
for the project company in determining the amount of the capacity chargeis
the risk that will be taken for unexpected costs. Theseinclude increasesin con-
struction costs; foreign debt interest rate margins and maturities; operating
and mai ntenance cost variations; inflation affectingoperations; foreign exchange
fluctuations; domestic financing rates and maturities; changesin law; and
changesin 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 isin the sameposition it wasin under thecontract had the change
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not occurred. To the extent the power purchaser bearstherisk, noincrease 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
(anadvantage 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 exchangerate fluctuati onsaffectingthe componentsof the capac-
ity charge, domestic financing ratesand maturities, changesin 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. Thisisbecause the power purchaser isthought to be in a better position
than the project company to control political events. Allocation of thisrisk to
the power purchaser is particularly justified in developing countries where
many power purchasers are still owned by the government.

[71 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 paymentsare calculated to cover the variable operating expenses
of the energy facility, such asfuel costsand 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 asfuel costs, are subject to change over time. Consequently, the project
company desiresto either passthrough theincreased costsof fuel to the power
purchaser by charging a higher energy rate that matchestheincrease, or adjust
the cost of fuel pursuant to an appropriate index, such asinflation or cost of
fud in a particular market.

Fixed or Variable. Energy chargescan bebased on afixed amount for 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, isafrequently 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
thisfloor, which istypically an amount needed to pay certain operating costs.

Forecasted. A forecasted approach basesenergy prices on aforecast of
future energy rates.

Indexed. Indexed energy rates adjust based on an agreed-upon index.
Example indicesinclude industry priceindices, utility fuel price averagesand
fuel costs. Where an indexed approach isused, it iswise to include a mecha-
nism for the parties to changetheindex if it is no longer available, is modi-
fied initscomponentsor if it otherwisefailsto track costsfairly.

[8] FuelCosts. Thealocationof pricerisk for fuel costsis typically
placed on the project company. The assumption is that because fuel costsare
not fixed, 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 projectsthat are captive, or tied, to a fud sup-
ply. Examplesinclude projectsthat obtain fuel from adedicated coal mine or
dedicated gas reserve.

The risk of fuel price increasesis sometimes shifted to the power pur-
chaser. If s0, the power purchaser will take an active rolein 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
obligationsexist, the power purchaser will need to concludethat the pricefor
power is sufficiently low that the power purchaser will purchase the project's
power output. If so, the power purchaser minimizesthe risk that the project
will beidled due to high operating costs, and therisk that the power purchaser
will need to pay under atake-or-pay contract for fuel not burned.

[9] Penaltiesand Bonuses. The variability of the energy payment
providesuncertainty for the power purchaser. At the sametime, pass-through
of operating costs providesthe project company with minimal incentivefor
controlling these costs.

Y, if the project company accepted thecontractual risk of escalating oper-
ating costs, and was denied the ability to passthese through to the power
purchaser, it would need to increase the capacity charge to compensate itself
for the additional risk taken. Thisis not an attractivealternativefor most power
purchasers. Consequently, thetypical power sdesagreement structure addresses
this concern through negotiated penalty and bonus payments. Pendtiesare
applied for excessvelevelsof operating costs; bonuses for savings.

It dso providesfor penalty and bonus paymentsin 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
theextent thefacility isnot 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 aways sufficient to compensate the power
purchaser for thelack 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
abonusfor the additional performance.

Other penaltiesand bonuses that areavailablefor negotiation concern the
construction costsfor the project. It istypical for the project sponsors to bear
the risk of construction cost overrunsfrom 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 servicethedebt. However, the project company isin thebest position to con-
trol those costs through proper estimating and negotiation of price increase
protectionsin the construction contract. Consequently, the usual bargain reached
isthat to the extent the construction costs are lessthan the amount estimated
when calculating the capacity charge, the project sponsor retains that portion
of the capacity chargeasa bonus, or it isshared in an agreed-upon percentage,
with the power purchaser.

A similar compromiseis often negotiated concerning the capacity of the
facility. An assumption is made when the capacity chargeiscal culated that esti-
mates the amount of capacity for energy production that the facility will have
at construction completion and during operation. Itistypical for the project
company to bear the risk of capacity underperformance from the estimate used
to calculate the capacity payment needed. If capacity isless, the project com-
pany might not have the funds necessary to servicethe debt. However, the proj-
ect company isin the best position to control the ddlivered 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.

Asto risks that are outside the control of the project company, however,
the purchasing utility typically retainsthe financial exposure. Thisis because
the project company isunableto 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 costsand salestaxes.
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[10] 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 adelay 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 resultin commencement of capacity payments.

[11] When Capacity PaymentsEnd  Because capacity payment amounts
aredesigned to include project debt service, they are subject to revisionwhen
debt is repaid or refinanced on more attractiveterms. This requires monitor-
ing of the project company and its borrowing position throughout the term of
the power purchase agreement.

[12] TheProblem of Equi ty Ret ur nfor DevelopingCountries.  Project
financelenders, cognizant of the higher risksin project financingsfor facilities
located in developing countries, are morelikely to insist upon high levelsof
equity investment by the project sponsors. Also, these entitieswill want to know
that the project sponsors will receive a relatively high rate of return on those
equity investments. Thisis because the lenders want the project sponsors to
have an economic reason to stay involvedin the project, and support it finan-
cidly if problemsdevelop. A large equity investment, coupled with a reason-
ably high rateof return, will help ensuretheinvolvement of the project sponsors
when the inevitableoccurs.

For developing countries, this presents political and economic prob-
lems. First, power ratesin these countries need to be increasedto pay for the
high equity returns, which customersmight not be ableto afford. Second, the
increases may be objectionable to the rate payers, causing political repercus-
sions. Thismay lead to arepudiation or renegotiationof the power agreement,
either before closing, during construction, or wdl into the operation period.

[13] What If theDeal TurnsOuttobeaBad One? The long-term
nature of a power purchase agreement increasesthe possibilitythat one party
will not enjoy the benefitsit thought it would receive. If thelossislargeenough,
thedisappointed party will seek to renegotiatethe contract, or perhapsattempt
toterminate it through litigation. The sanctity of contract doctrine isdiscussed
at length in chapter 18.

Local law needsto be consulted to determine whether along-term con-
tractwill beenforced by the court system. In the United States, such agreements
are. For example, in Soux City Foundry Co. v. South Sioux City,? the city attempted

*  Soux City Foundry Co. v. South Sioux City, 968 E.2d 777 (8th Cir. 1992),
cert deni ed 113 s Ct. 1273 (1993).
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toincreaseitsratefor energy under a power salesagreement. It argued that the
power sales agreement rate resulted in alossto the city. The Eighth Circuit
noted that ""the City's real argument here'is that in retrospect it findsit made
abad bargain.' Thisdoes not make the 1968 contract ultra vires.”?

In United Statesv. Southwestern Electric Cooperative, Inc.,* asimilar result
was reached. Southwestern Electric Cooperative agreed to purchase al of its
power from Soyland. The power pricewas tied to the costsof 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 sdller by invokingimpossibility or related
doctrines.”s

Of course, contractual provisionscan be added to the contract to excuse
performanceupon the occurrenceof negotiatedevents, such as priceincreases.®
This, however, may introduce a degree of uncertainty that might be unac-
ceptablein a project finance transaction. If so, the contract should be clearly
drafted so that price adjustments are not dlowed for changesin market con-
ditions, including fluctuations in availability and price.

$19.08 SECURITY AND COMMITMENT OF PROJECT SPONSOR

[1]  Security for Performance. Becauseof theimportance of therev-
enue stream to the project company, and of the facility performanceto the
power purchaser, the credit position of both the project company and the power
purchaser isimportant. If either cannot pay the amounts required in the con-
tract, the termsso carefully structured and negotiated are worthless. Examples
of credit support aternativesare guaranteesfrom a creditworthy entity, such
asaprojectsponsor or central government, lettersof creditfrom financial insti-
tutions, performance bonds, and cash escrow accounts.

From the project company's perspective, itsfocuswill be on the credit-
worthinessof the power purchaser. To the extent payment risk exists, the proj-
ect company will insist upon any of severa credit enhancement alternatives.
Theseinclude central government sovereign guarantees; government subordi-

3 OBBE2d at 782.

)4 United Statesv. Southwestern Electric Cooperative, Inc., 869 E.2d 310 (7thCir.
1989).

5 Id at 315,

¢ SeeEagtern Air Lines Inc. v. McDonnell DouglasCorp., 53 £2d 975 (SthCir.
1976){force mgeure doctrineis inapplicablewhere afuture 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 receivablesfrom creditworthy cus-
tomers of the power purchaser. These alternatives are discussed i n chapter 20.

[2]  Project-Based Security.  Project-based security involvesthe grant
of alien by the project company to the power purchaser on all or a portion of
the project assets. This approach has the advantage of not burdening the
project company with credit enhancement costs, such asletter of credit fees.

However, project-based security complicates the financing. These liens
give project lenders concerns about lien maintenance, prioritieson collateral
in foreclosure proceedings, and the like. Consequently, the power purchaser
must bewillingtosubordinate its project-based lien and collateral rightsto the
liensand rights of the project lenders.

[3] Minimum Equity Undertaking.  Asdiscussed in chapter 1, proj-
ect finance lenders generally require alevel of project sponsor equity invested
in aproject 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 ensurethat the project sponsorswill continueto support
the project, even during financial difficulties. Thisis 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] CashandLettersof Credit. S