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Project Financing: Characteristics and Requirements

Kyohei SHIBATA

Abstract

Project financing, a financial tool recently developed in the Euromarket, has a peculiar
and complex risk evaluation process, The aim of this paper is to specify each item under
consideration, using the modus operandi of Citicorp as an example, in terms of two fundamental
questions. First, why is it necessary for such detailed evaluation to take place, and second,
what does the evaluation require of the co-lender, sponsor, borrower, or potential supplier of
an economic unit ? Through the analysis, the following points are clarified:

(1) Project financing, as a method for raising capital funds, is much more costly than is
ordinary loan, However, for the sponsor it is viable since lenders assume more risk and since
the sponsor can raise capital in need without having a negative impact on its balance sheet.

(2) Management banks tend to be the dominant Eurobanks, This is because, first, they
possess the sophisticated in-house know-how of risk evaluation that co-lenders rely on. Secondly,
as project financing usually takes the form of syndicated loans, management banks are required
to be well-informed about the potential co-lenders’ lending policy and capacity, as well as to
be able to guide decision making in contingency cases. Sponsors also tend to prefer to have a
major bank in management, Therefore, this oligopolistic situation is unlikely to change, in
spite of occasional demands to lower the spread.

(3) Bidders must be prepared to satisfy some peculiar expectations for project financing.
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First, the technology to be employed must not be revolutionary or untested in the marketplace,
yet needs to be cost competitive through the repayment period. Secondly, and of equal impor-
tance, the delivery record is of particular importance. Thirdly, a repair and maintenance
scheme should be carefully devised.

(4) The industrial arena where project financing can be applied is bound to be limited.
It is not suitable for diversification into unrelated industries, although it is applicable to the
expansion strategy of experienced businesses, In addition, site characteristics may be a limiting
factor, due primarily to country risk problems; it is unlikely that project financing will
mushroom within politically unstable areas,

(6) Co-lenders are not safeguarded in this essentially buyers’ market. They must recognize
that the loan is not made to the management banks. In loan covenants, every bank is held
to be responsible for its own decision to extend the loan. Therefore, co-lenders need to develop
their own methods of risk evaluation, or, at least, be ready to disengage quickly when problems
occur,

Project financing is based on an exquisite counterbalancing act which can be illustrated in
terms of the relationship between lenders and sponsors, on the one hand, and a handful of
management banks and numerous co-lenders, on the other. The former relationship constitutes
the spread, the second, risk evaluation and steering capacity. Seemingly, equilibrium is main-
tained for the present. This observation is of particular interest in light of a recent conference
of bankers on project financing, held in Hong Kong in June, 1984, The discussion there centered
on future enterprise investment in the PRC, and the prospect of increasing competition from
Japanese hands or new offshore banking facilities in Singapore or Hong Kong who may challenge

the dominant Eurobanks.
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