





WHATIS PROJECT FINANGE?

The 20th century was marked by a reliance on the public sector for developing infrastructure
projects. Historically, governments initiated infrastructure projects to develop or build
essential facilities so that citizens and businesses could conduct various operations and
experience economic growth. In the last two decades, however, there has been a shift in the
model of development from the public sector to greater private sector participation. These
public-private partnerships (PPP) have been instrumental in upgrading existing facilities and
creating new infrastructure in various industries and in all parts of the world. The most
common method of financing PPPs is project finance.

Most authors agree on defining project finance as financing that is basically a function of the
project’s ability to repay the debt contracted, where the lender considers future cash flow
revenues as being the primary source of loan reimbursement. It does not depend on the
soundness and creditworthiness of the sponsors (parties investing equity in the project). Besides,
approval does not even depend on the value of assets sponsors are willing to make available to
financers as collateral.

Today, various sectors employ project finance, including power, transportation, oil and gas,
telecommunications, renewables, mining, industry, water and sewage. The following graph
confirms that the project finance market continues to be dominated by the power, oil & gas,
renewables and transportation projects. These sectors are highly capital intensive, form essential
pieces of national infrastructure, have long asset lives and typically have predictable revenue
streams, making them ideal assets for project financing :
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PARTIES' MOTIVATIONS FOR PROJECT FINANCING

Project financing is predicated on the equitable allocation of risks between a project's
stakeholders through various contractual relationships between the parties. A well-structured
project provides a number of compelling reasons for stakeholders to undertake project financing
as a method of infrastructure investment:

Sponsors

In a project financing, because the Project Company is an SPV, the liabilities and obligations
associated with the project are one step removed from the Sponsors. This provides a number of
structural advantages to the Sponsors, including:

» Limited Recourse. A default under a corporate loan may enable the lender ‘recourse’ to (i.e.
seek remedy against) the assets of the company. In a project financing, a Lender’'s only
recourse is to the assets of the Project Company. This is an important consideration given
the magnitude of the financing for many infrastructure investments may be far greater than
the corporate balance sheets of the Sponsors. Notwithstanding the above, it would be
inaccurate to assume that project financing is always non-recourse to the shareholders, as
commonly other forms of support in the form of contingent equity and partial or full
completion guarantees may be provided directly by the Sponsors to the Project Company.

» High leverage. A project financing is typically a highly leveraged transaction — it is rare to see
a Project Company financed with less than a 60/40 debt/equity ratio and in certain sectors
such as social infrastructure, it is not uncommon for projects to be 90% debt financed. The
key advantages to Sponsors of this high leverage, include:

olLower initial equity injection requirements, thereby making the project investment a less
risky proposition;

0 Enhanced shareholder equity returns; and

o Debt finance interest may be deductible from profit before tax (PBT), thereby further
reducing the {post tax) weighted average cost of capital of the Project Company.

+ Balance sheet treatment. In a traditional corporate lending structure, the capacity of a
corporation to raise debt financing is constrained by the strength of its balance sheet,
commonly assessed by prospective lenders through various financial performance ratios
such as Net Debt/EBITDA. Project financing allows the shareholders to book debt off
balance sheet, although the extent to which this is achievable will generally be determined
on the basis of the extent to which the Sponsor is determined to control the asset, with
reference to the specific shareholding structure of a project and the contractual terms of any
concession agreement.
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