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Why project finance makes sense for investor?

In recent years, Project Finance has become increasingly favored as a funding option for a variety of project
investments. This method entails crafting a financial blueprint that secures loan repayment using the cash flow
generated by the project. Unlike conventional financing avenues, Project Finance centers upon establishing a
financing structure that ensures the repayment of the loan based on the cash flow generated by the project’s and
primarily considers the assets of the project as collateral for the loans, rather than the company itself.

Project finance is a method of financing large-scale infrastructure and industrial projects where the lenders rely
on the project's cash flow and assets as security for the loan. This form of financing has gained popularity due to
its ability to mitigate risks for investors.

The essence of Project Finance lies in catering to the credit requirements stemming from new ventures,
expansion projects, mergers, and acquisitions, rather than focusing on a company's overall credit needs. It revolves
around the cash flow generated by these specific projects, ensuring a tailored approach to financing that aligns
with the project's unique financial dynamics.

Project finance entails the funding of extensive infrastructure, industrial ventures, and public services through
a financial structure that limits recourse or is non-recourse. The debt and equity used to finance the project are paid
back from the cash flow generated by the project. Project financing is a loan structure that relies primarily on the
project's cash flow for repayment, with the project's assets, rights, and interests held as secondary collateral. Project
finance is especially attractive to the private sector because companies can fund major projects off-balance sheet
(OBS).

When an investor conceives a large-scale project like constructing a power plant, airport, or highway - which
fall under the category of infrastructure projects - the financial burden is often too great for a single company to
undertake alone. This is where project finance steps in to provide a solution.

Various key players are involved in project finance, including the sponsor(s) who make the decision to invest
in and develop the project, the government which issues permits and licenses, lenders such as banks or financial
institutions that provide debt financing, and the contractor responsible for designing and constructing the project.

Project Finance stands out for several key features. Firstly, it involves obtaining long-term debt to finance
specific projects. Secondly, the project's assets and cash flow are segregated by establishing it as a Special Purpose
Vehicle (SPV). Thirdly, the project must generate enough cash flow to meet debt obligations, repayments, and
dividends, all while covering operating costs and capital expenses. Additionally, the debt financing obtained is
backed by the assets of the project company (SPV). Lastly, Project Finance operates within a defined timeframe, as
the project has a finite lifespan.

A Special Purpose Vehicle (SPV) is a legal entity, typically a limited liability company, established to achieve
specific, limited, or temporary objectives.
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The steps involved in Project Finance are as follows:

1. An investor, also known as the project sponsor, establishes an SPV with the sole purpose of designing,
constructing, and managing a particular project.

2. The project sponsors develop the project by conducting technical and economic studies, obtaining necessary
permits, and acquiring the land for the project.

3. They finalize essential contracts such as Offtake Agreements and construction contracts. Once all studies,
permits, and contracts are in place, the project enters the financing stage.

4. During the financing stage, project sponsors negotiate with lenders to secure debt financing for the project.

5. Once an agreement is reached between project sponsors and lenders, they inject equity and debt financing
into the SPV to cover the construction costs of the project. This phase is commonly referred to as "FINANCIAL
CLOSE" in project finance.

Project finance is a highly leveraged transaction. As we pointed out, the assets and cash flows of the projects
are isolated, and therefore, the lenders rely on projects cash flows only. In case something goes wrong, and the
project cash flows decrease resulting in the SPV not being able to service the debt, the lenders cannot go after the
project sponsors’ other assets. Hence, project finance is called NON-RECOURSE FINANCING. Lenders have no
recourse to project sponsors’ other assets.

Investing in large-scale projects can be risky due to their high capital requirements and long gestation periods.
Project finance allows investors to participate in these projects without taking on excessive risk, as the project's
assets and cash flow serve as collateral for the loan. This structure provides a level of protection for investors and
ensures that the project's success is closely tied to their returns.

Why Project Finance Makes Sense for Investors?

1. Risk Mitigation: One of the key reasons why project finance makes sense for investors is the risk mitigation
it offers. By structuring the financing around the project's cash flow and assets, investors are shielded from the
project sponsor's credit risk. If the project fails, the lenders can seize the project's assets and cash flow to recover
their investment, reducing the impact on investors. The Risk allocation and project finance are highly structured,
meaning that risk is allocated to the party which is most capable of managing it. Thus, the overall risk of the project
decreases.

2. Long-Term Returns: Project finance projects typically have long gestation periods and revenue streams that
last for many years. This provides investors with a steady and predictable income over the project's life, leading to
long-term returns. Additionally, the project's assets can appreciate over time, further enhancing investors' returns.

3. Diversification: Investing in project finance allows investors to diversify their portfolios by adding assets
with low correlation to traditional investments such as stocks and bonds. This can help reduce overall portfolio
risk and enhance returns through exposure to different sectors and geographies.

4. Project finance enhances investor equity return because of the high leverage, infrastructure industry is
typically a regulated industry, and project returns are usually low and are not sufficient to attract equity financing.
So high leverage is necessary to enhance the equity investment returns. Due to the high leverage, the required
equity commitment is significantly lower than the project cost which reduces the risk for the investor.

5. Because the project is carried out by the SPV, the investor only risks losing the equity investment made into
that SPV. High leverage also generates significant tax savings as interest expense is a tax-deductible item.
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Renewable energy projects represent an important example of successful project financing. Investors are
attracted to wind and solar energy projects due to the stability of government incentives and the allure of long-
term energy sales contracts. These projects offer investors the opportunity to provide a steady income stream while
contributing to the transition to a low-carbon economy.

Another example is the financing of large infrastructure projects such as toll roads and airports. Project finance
has been instrumental in funding these projects, allowing investors to participate in essential infrastructure
development while managing risks through the project's revenue-generating potential.

Conclusion:

In conclusion, project finance makes sense for investors due to its ability to mitigate risks, provide long-term
returns, and offer diversification benefits. By structuring investments around the project's cash flow and assets,
investors can participate in large-scale projects with confidence, knowing that their interests are aligned with the
project's success. As the demand for infrastructure and energy projects continues to grow, project finance will
remain a valuable tool for investors seeking stable returns in a complex investment landscape.

The Bottom Line:

Companies need capital to begin and grow their operations. One of the ways that certain companies can do so
is through project financing. This form of funding allows businesses that may not have a strong financial history
to raise capital for larger, long-term projects. Sponsors, which invest in these projects, are paid using cash flows
from the project. This is unlike corporate finance, which is less risky and concentrates on maximizing shareholder
value.
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