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1. Introduction

1.1 Background

The phenomenon of funding large-scale public works with capital from

private sources goes back to the medieval times. In the 12th century the

British Crown negotiated a loan for the development of the Devon silver

mines with an Italian merchant bank. During the 18th century, private toll

roads were built in the US and in 1863 the world’s first underground was

inaugurated in London, financed with private money. One of the major

infrastructure realisations during its time, the construction of the Suez

Canal, was conducted as a private funded project. A French diplomat was

given the right to build and run the canal for 99 years through a private

company. In order to arrange finance, shares were sold to investors

throughout Europe and the Ottoman Empire. After the end of the

concession1 period the canal became property of the Egyptian government.

(Buljevich & Park, 1999) It was only toward the end of the 19th century that

public financing of large infrastructure projects began to dominate private

finance, and this trend continued throughout most of the 20th century.

Since the early 1980s, however, private sector financing of large

infrastructure projects has experienced a strong revival. This is due to the

change in business climate that has followed the wave of privatisation and

deregulation during the last fifteen years. (Brealey et al., 1998)

                                                
1A concession is the right to conduct a certain business
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Deregulation and privatisation have also affected the international financial

markets that have witnessed a phenomenal expansion in terms of both

volume and diversity during the past decades. The global project financing

market has dramatically grown during the last years, in 1994 it amounted to

$17 billion and today, bank, agency and bond financing used in project

finance transactions are well above $50 billion with an all-time high in

1997 when it reached almost $75 billion. (Buljevich & Park, 1999) In

Sweden, the Maastricht Treaty of 1992 affected the capital market. When

Sweden became a member of the European Union the country started

following the convergence criteria for the economic and monetary

integration of the EU. A means of restricting budget deficit and national

debt became to let the private sector finance large infrastructure projects.

(Shaugnessy, 1995)

In the past, buyers of large infrastructure projects seldom had difficulties to

obtain the necessary capital themselves since they were normally state-

owned and well-capitalised companies. Today, the typical customer has

changed into a private company. Private customers have more difficulties

than state-owned companies to arrange advantageous financing for large

projects. Additionally, the total risk for suppliers of infrastructure projects

has augmented, due to the absence of a governmental guarantee. When

customers do not have the possibility to obtain enough capital on their own,

it is indispensable that the selling company offers a financial solution

together with the product offer. The financial solution gives access to for

example banks that are ready to subscribe loans. The result is that the role
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of the selling company has also come to include financial arrangements.

(AFV, 2001-08-15)

When it comes to short credits in relatively small projects, the creditor, for

example the supplier or his bank, can chose to keep the amount in his own

books until it is due, especially if the interest rate is floating and

consequently easy to refinance. However, when credits are longer, the

interest of lifting over the credit to another part becomes more interesting.

Mainly due to the fact that the supplier burdens his own balance sheet for a

long period of time. (Grath, 1999) When it comes to very large projects, it

is common that several suppliers co-operate closely. These kinds of

projects are often either too large or too risky for one company to handle

alone. In a typical large infrastructure project there are often several parties

involved, such as suppliers, investors, lenders, and governmental

organisations. In order to handle the new demands from the market, the

large amounts of debt and capital as well as the risks involved in large

project development, new innovative financial arrangements have been

developed. (Nevitt & Fabozzi, 1999)

1.2 Problem discussion

According to Finnerty (1996), the finance literature on the subject of

project financing is still in its formative stage. It was not until the middle of

the 80s that researchers started to become interested in this field. Today

there are innumerable practitioners that work with project finance, but there

are still very few researchers. Conventional direct financing has been a
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research area for a long time. However, project financing should be

differentiated from conventional direct financing, or what may be termed

financing on a firm’s general credit. In conventional direct financing,

lenders look at the firm’s entire asset portfolio to create the cash flow to

service their loans. In project financing, it is the cash flow of the project

that is crucial. (Finnerty, 1996)

Companies have been forced to adapt to the changes in the business

environment discussed in the introduction. During the last decades, buyers

of infrastructure constructions, such as dams, roads and telecommunication,

have changed from states or public authorities to private companies. Private

buyers do not always have the financial strength to arrange the financing

for a project. (AFV 2001-08-15) Developing countries often have

characteristics that further complicate the financial arrangements. The

financial sector might be malfunctioning with extremely high interest rates,

or the credit rating of the buyer might be very low. Yet, the need for new

infrastructure still remains the same or even increases in parts of the world.

(Hoffman, 1998) Suppliers have responded to the new demands posed by

the changing environment by helping their customers to obtain loans or by

creating other forms of financial arrangements. Providing a financial

arrangement for the customer has become a means to compete on the

market. It is more common that suppliers act as intermediaries for

arranging financial solutions then that they furnish the financing with own

capital. Companies, with some exception in the telecom sector, are

restrictive with taking the financing in their own books. The supplier

consequently needs to find lenders who in turn are willing to invest money

and willing to assess part of the risk. (AFV, 2001-08-15) Indeed, project
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finance is sometimes called off balance sheet financing. This can be

accomplished by using the credit of a third party to support the transaction.

(Nevitt & Fabozzi, 1995)

A form of project finance is the Special Purpose Company (SPC), which

functions as a separate legal unit. There is normally a main investor or a

joint venture of several organisations, called sponsors, which invest the

majority of equity in the SPC. The SPC is especially established in order to

limit the involved organisations’ responsibility in relation to the project.

The project company’s only mission is to run the specific project, and

consequently the duration of an SPC equals the lifetime of the project. In

order to increase the constructors’ involvement they might be required to

participate with debt to the SPC. The underlying logic is that if the

constructors have money at stake, they will be more committed to the

project, and do a better job than if they were only contracted for the job.

(Buljevich & Park, 1999)

Project finance requires examining all likely possible sources of debt and

equity – not just the traditional ones – to determine which markets can

provide the needed funds on acceptable terms at the lowest possible cost.

(Finnerty, 1996) Currency, terms of payment and financial solutions cannot

always be designed according to readymade models, they generally have to

be adapted to the individual business deal and its requirements. There are

differences in business conditions in Europe compared to the United States,

Japan and developing countries, as well as differences in the characteristics

of the business transaction such as size, comprehension and competence,

that necessitate individual treatment. (Grath, 1999)
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The organising of the financial arrangement for large international projects

is a complex process. It can require more than one year in order to find

suitable arrangements and to have all agents to agree upon the decision.

Companies have to work constantly finding the optimal financial

arrangement for projects. Issuing bonds, taking loans, and leasing are ways

of financing projects. All this methods can be and are often combined with

each other, which means that there are an almost unlimited number of

options. (Ahmed, 1999) When a financial arrangement is necessary, there is

an important level of complexity, financial risks, and costs involved. This

discussion led us to the following questions:

•  Which different forms of project finance are appropriate for

companies conducting large-scale infrastructure projects?

•  What factors influence the choice of a certain financial arrangement

in project finance?

•  In what context is a certain source of funding appropriate?

1.3 Purpose and Scope

The purpose of this thesis is to describe and analyse how Swedish

companies arrange project finance for large-scale projects.

Customers usually do not have any problems to raise enough capital to pay

for small projects. Further, the supplier often has a standard solution for

how to organise the terms of payment. Due to the extra costs that occur
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when special financial arrangements are organised, projects have to attain a

certain size in order for project finance to become an alternative. In this

thesis we will therefore only investigate large projects that do not demand

standard solutions for the financial arrangements. The smallest projects

appropriate for project finance amount to approximately US$ 100 000. We

will investigate under which circumstances the companies choose a certain

kind of arrangement. Our focus will be sectors that have already been

privatised, such as the power and telecom sectors, since they offer the most

interesting financial arrangements today.
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1.4 Reader’s guide

The first chapter introduces the
reader to the world of project finance
and the particular problems that are
connected to this way of financing
large-scale infrastructure projects.

The second chapter contains the
methodology and data collection for
this thesis

In the third chapter, the theoretical
background for this thesis will be
presented. It will be applied on the
empirical studies presented in
chapter four

The fourth chapter presents the
empirical findings from ABB,
Skanska and Ericsson, collected by
personal interviews

The fifth chapter contains our
analysis. A general discussion
around project finance is held, and
three factors that have a particular
influence on project are presented.

The sixth and last chapter summons
our findings with a figure that
explains the relationship between the
previous mentioned factors and
available instruments. Finally we
present a concluding model that can
be of help to find the most suitable
arrangement.

Introduction

Research procedure

Projects finance –
A conceptual framework

Empirical findings

Analysis

Conclusion
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2 RESEARCH PROCEDURE

There are two opposite ways of looking at and understanding the world we

live in, due to differences in perspectives. Either one can believe that

reality is objective and therefore independent from the viewers’

perspective, or else one can believe that reality is a social construction. In

the latter case, reality depends on how the investigator comprehends it.

(Eriksson & Wiedersheim-Paul, 1997) We, as researchers, do not believe

that we are able to look at reality being absolutely objective. Consequently

we think that our earlier experiences and our comprehension of reality have

influenced this thesis.

2.1 Methodology

Research methodology deals with examining reality in a systematic way. It

is the science about how to collect, organise, work with, analyse and

interpret data in such a way that others can understand what has been

examined. The choice of methodology permeates the whole thesis.

(Halvorsen, 1992)
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2.1.1 Grounded Theory Research

“Theory is set of well-developed concepts related through statements of relationship,

which together constitute an integrated framework that can be used to explain or

predict phenomena.”

(Strauss & Corbin, 1996, p. 15)

Strauss & Corbin (1998) distinguish between research that is conducted in

order to test theories and research that aims at developing theories from

empirical data. The two authors name the latter concept grounded theory.

In grounded theory the researcher lets the theory emerge from his or her

empirical findings. The developed theory tends to bear a higher

resemblance to the reality of the studied area compared to theories that are

constructed through purely theoretical speculations. The authors also mean

that grounded theories are likely to offer insight, enhance understanding,

and provide a meaningful guide to action. (Strauss & Corbin, 1998) The

theoretical coverage of project finance is not plentiful. The field is

relatively unexplored and there are few existing theories. We therefore saw

as appropriate to collect interesting empirical data then aim at developing

new theories. By collecting data from companies deeply involved in project

finance our ambition was to contribute with new ideas to this interesting

and unexplored field.

Developing theory is a long and difficult process. Theorising is not only

conceiving or intuiting ideas but also formulating them into a logical and

systematic scheme. Theorising necessitates that the idea is fully explored

and that all different angles are investigated. Another important aspect is to
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consider the consequences of the developed theory. All together, this

implies that the exigencies for theory development are extremely

demanding and that as a researcher a thorough work has to be conducted.

We as researchers fully agree with these demands and do believe that the

demands are necessary in order to maintain a high quality of work. The

result of our study was a formulation of the ideas into a model that is based

on how practitioners work with project finance.

2.1.2 Qualitative research

Conducting scientific research in an organisation is a complicated process

that demands the researcher to be able to distinguish between different

types of information. (Bang, 1994) There are several factors that influence

the researcher when the material is analysed. The investigator must have

sufficient knowledge of the studied object in order to be able to interpret

what is going on, but by integrating too much there is a risk of loosing the

objectivity towards the cultural phenomenon. There are two main

techniques of performing a research, the quantitative and the qualitative

technique. The quantitative method mainly answers the question ‘how

much’ while the qualitative method primarily answers the question ‘how

and why’. (Lundahl & Skärvad, 1999)

Typical qualitative research does not include statistical procedures or other

ways of quantification. Instead, qualitative research would rather refer to

research about a person’s life, emotions, and feelings as well as

organisational functioning. The largest part of qualitative research should

be interpretative even though there might occur for example background
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information expressed in quantitative terms. There are many valid reasons

for conducting qualitative research. One is preference of the researcher;

another is the nature of the research problem. Qualitative research can be

used to explore areas about which little is known. (Strauss & Corbin 1998)

Our reason for choosing to conduct a qualitative study is first and foremost

the nature of our research problem. We wanted to thoroughly explore why

practitioners choose certain arrangements and to find the underlying

reasons for the choices. This kind of knowledge would have been difficult

to obtain from a quantitative research.

2.1.3 Case studies

There are numerous ways of collecting and analysing empirical

information, each following its own logic with its own advantages and

disadvantages. If the intention with a study is to answer explanatory

questions like “how” and “why”, a case study is one of the preferred

research strategies. (Yin, 1994)

”A case study is an empirical inquiry that investigates a contemporary phenomenon

within its real-life context, especially when the boundaries between phenomenon and

context are not clearly evident.”

(Yin, 1994, p. 13)

A case study was the most adapted form of research for our thesis

considering the fact that what we intended to find out did involve more

then a yes, a no or another short answer to a questions. We wanted to

obtain much information from the respondents from which we later would
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try to distinguish a pattern in their behaviour. Case studies can include both

qualitative and quantitative research. Case study research can include both

single- and multiple-case studies and analytic generalisation can be used

whether the case study involves one or several cases. (Yin, 1994) We

agreed that a multiple case design would be the most suitable for this study,

since the intention of our study is not a critical test of an existing theory,

nor a rare or unique event that according to Yin (1994) are valid arguments

for employing a single-case study.

According to Keating (1995), there are three relatively natural categories

for classifying case study research (see figure 1-1).

Figure 2-1: Categories of case study research
Source: Keating 1995

This study could be classified somewhere between a theory discovery and a

theory refinement type. The research process has not to a large extent been

guided by existing theories, but the intention has been to describe project

finance arrangements and to observe if there are any patterns in the choice

of financial solutions. We went out on the field with an open mind and tried

to find possible cases that would be suitable for our study.

Theory discovery cases Theory Refinement cases Theory refutation cases 

Theory discovery cases are the 
most open-ended and least 
guided by existing theory

Seek to establish the credibility 
of a specific theory, or to 

develop the theory into a testable 
form.

Theory refutation cases 
function as crucial tests of or 
counterpoints to established 

theories
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2.2 Data collection

In order to gain knowledge of our area of investigation we searched for

relevant literature and articles from magazines. After a thorough literature

overview, we confirmed that there is no large body of knowledge in the

field of project finance. We concluded that our research field could be

called a typical field of practice. One of the reasons for the late start of

research (middle of the 80s) can be identified in the sensitive nature of the

information required when carrying out research on project finance. Many

companies seem to regard their financial strategies as confidential and they

are reluctant to share it with external researchers. The obvious consequence

being that it is difficult to gain deep knowledge on how practitioners use

project finance.

Selection of cases is an important aspect of building theory from case

studies. (Eisenhardt, 1989) The case-companies, ABB, Ericsson, and

Skanska were chosen because we knew, through our supervisor at the

university and the articles we had studied, that these companies work with

large projects suitable for project finance. These companies are also well

known and successful on an international level and seemed to take project

finance seriously, with a department managing project finance and thus

experience in project finance arrangements. For example, ABB was one of

the first Swedish companies to be exposed to the need of project finance.

The projects in the three case-companies are however somewhat different:

Ericsson has relative short projects, Skanska has very long projects and

ABB has both short and long projects. We were thus able to investigate

projects with different requirements.
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In total, seven interviews were conducted for this thesis. Before conducting

an interview, we sent e-mails to the respondent in which the discussion

issues were described. All interviews were recorded, and since we did not

have to concentrate on taking notes we were able to interact more with and

ask follow-up questions to the respondents during the interviews. The

entire discussion was typed directly after the interviews. If something was

unclear we were able to get back to the respondent within a couple of days

by phone or e-mail. The material used from the interviews was sent to the

respondents and they had the opportunity to correct misinterpretations. We

have chosen not to quote the respondent’s name in the empirical part after

each opinion. This is due to the fact that it was easier to acquire

information while giving the respondents a certain measure of anonymity.

This choice could provoke a conflict as the reader has larger difficulties to

identify each opinion. However, we believe that the advantages of an

increased amount of information counterbalance the disadvantages.

We first held one interview with an export finance director from Alstom

having long experience within project finance. The interview was openly

framed in order to get a better understanding of the subject. Following this

interview, we developed an interview guide with more precise questions

that we used when conducting the remaining interviews (see appendix 1).

We then held four interviews in the companies’ headquarters in Stockholm

and two complementary telephone interviews. Each personal interview

lasted for 1-2 hours, and the telephone interviews lasted for 30-40 minutes.

The reason for conducting telephone interviews was that it was easier to get

in contact with the respondents on the telephone than to meet them. The
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choice of respondents was based on the persons’ work and experience in

the field of project finance. Thus, we held interviews with one export

finance director, three senior presidents and three analysts with large

experience in the field (see appendix 2). Following the interviews we

selected three factors that have a large influence on which financial

arrangements the companies choose. These factors were then used in our

analysis.

2.2.1 Evaluation of data collection

Literature

As already established, literature within the field of project finance is not

abundant. There are a number of journals and magazines about project

management, which include project finance. These sources tend to be

mainly for the professionals and they are only to a smaller extent focused

on research. Most literature origin from the USA and we believe that the

American domination can give a biased view of the field. Much of the

information in the books is very similar and we could sometimes find the

same sentences in several books. One should however keep in mind that

most research is made in the US, which in part explains the domination.

Another source of data could have been the companies’ internal documents

for project financing. Unfortunately we were not able to gain access to

them, due to confidentiality reasons.

Interviews

We interviewed persons who are directly concerned with project finance on

a daily basis. An alternative to interviews would be questionnaires that
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would reach a larger population than interviews. However, questionnaires

tend to miss follow-up questions that were very important in our study.

The researcher has to be aware of that the respondent can be uncertain of

what to answer or be afraid of telling his or her point of view. Especially

when their opinions are forming the basis in a thesis. (Eriksson &

Wiedersheim-Paul, 1997) In order to avoid this obstacle the respondents

were offered anonymity, which they all rejected. The fact that project

finance is an area that is surrounded by confidentiality could have

implications on the empirical material in this thesis. However, even if the

respondents did not share the companies’ confidential information with us,

we believe that we got hold of people in the right positions in the case

companies and that the they helped us getting a good view over the use of

project finance in Sweden today.
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3 Project finance - a conceptual

framework

3.1 Projects

The word “project” can be used in several ways in our daily language and

we will therefore make things easier for the reader by specifying what is

meant by “projects” in this thesis.

Projects have become an integrated part of the daily work in organisations

today. A project can exist on different hierarchical levels, and can also

include several different departments and functions within the organisation.

The word project is used in a large sense with four common characteristics

according to Macheridis (2001). There should be:

♦  An assignment that determines the objectives of the project.

♦  A fixed start- and end-date for the project.

♦  A predetermined plan for resource consumption, such as a budget.

♦  A temporary but stable structure within the project, concerning rules and

regulations.



- Project finance – a conceptual framework -

19

Berggren & Lindkvist (2001) present four different main types of projects:

♦  Research projects are dominated by the objective of generating a certain

kind of knowledge or solution. A characteristic is the important degree

of uncertainty whether the objective is reachable or not.

♦  Development projects have the objective to supply a special product or

system. This stage is reached when a research project has generated a

successful idea that is further developed.

♦  Construction projects aim at constructing and erecting industrial

constructions or infrastructure, such as green field factories, roads,

bridges, power plants etc. Characteristics are the long duration of the

project and the large number of actors involved in different stages of the

project.

♦  Installation projects could be the construction and installation of IT-

solutions. These projects have a complex interaction between the

technical aspects, users’ needs and users’ demands.

3.2 Project finance

3.2.1 Definitions

There are many different views on what project finance includes. Some

authors, such as Brealey et al. (1998), have a very narrow definition of

project finance that only includes SPCs that have been granted a concession

from a state. Other authors, such as Nevitt & Fabozzi (1995) use a wider

definition that includes among other things leasing. We will therefore
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clarify the concept of project finance and also state our working definition

in this thesis.

According to Brealey & Myers (2000), project finance usually refers to a

loan that is tied closely to the fortune of a particular project and that

minimises the exposure of the sponsors. Project finance means that debt is

supported by the project, not by the project’s sponsoring companies.

Nevitt & Fabozzi (1995) define project finance as a means of financing a

particular economic unit in which a lender is satisfied to look to the cash

flows and earnings of that economic unit as the source of funds from which

a loan will be repaid.

Project finance traditionally described certain kinds of instruments or

transactions with unique characteristics, which enabled promoters of a

project finance transaction to shift debt burden, operating risk and

accounting liabilities to third parties, while at the same time retaining some

of the benefits of the project. These days, the meaning of project finance

has transformed into a definition of a way of financing off-balance sheet.

(Buljevich & Park, 1999)

Our working definition of project finance is when a financing is tied

closely to a particular project. The project gets a loan on its own virtues and

that is expected to be repaid with its own cash flows.
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3.2.2 Characteristics of project finance

In traditional corporate finance, lenders rely on the overall creditworthiness

of the company to provide them with security when financing a new

project. Consequently lenders have full recourse (or claim) to the

company’s assets. (See figure 3-1) Project finance implies that the lenders

of a project have recourse only to the project's cash flows and assets. (See

figure 3-1) When a company gives a loan, the amount is accounted for in

its balance sheet as well as in the balance sheet of the company that

receives the loan. If a company only functions as intermediary between a

lender and a borrower, the loan will not be accounted for in its balance

sheet. However, if the company guarantees part of the risk of the loan, the

guarantees are exclusively annotated in the financial statements of the

company and do not affect the consolidated financial statements. In the

annual report, a company’s liabilities for its projects are accounted for as

contingent liabilities2. As such, they do not burden the balance sheet and

consequently the credits do not need to be covered by corresponding assets.

Therefore, the advantage with project financing when acting as an

intermediary is that the debt financing of the projects is not reflected in the

financial statements of the supplier. (Buljevich & Park, 1999) Effectively,

the project is financed "off the balance sheet". (Jechoutek & Lamech, 1995)

However, the benefits of the off-balance-sheet treatment can prove illusory

when it comes to investors and rating agencies that are able to translate the

                                                
2 A contingent liability is a liability, which may arise sometime in the future, may never
arise and is dependent upon some factor other than the passage of the time. The notes to
financial statements should include a description of contingent liabilities.
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information into an assessment of the sponsor’s credit risk exposure related

to the project finance. (Hoffman, 1998)

Figure 3-1: Risk distribution in different forms of finance
Source: Nevitt & Fabozzi, 1995, adapted version

Project finance off-balance sheet is termed non-recourse and it is placed at

one extreme of the financial continuum, where lenders rely solely on the

creditworthiness of the project. In practice, project finance is often backed

by sponsor or government guarantees provided to give lenders extra

comfort. This is limited recourse project finance, involving at least a small

degree of corporate support or other kinds of guarantees. Effectively, these

two different approaches deal with the level of risk that the project

sponsors assume. In other words, they describe where the sponsors’

responsibilities end in case of non-payment. (Jechoutek & Lamech, 1995)

Classic non-recourse project finance does not impose any obligation to

guarantee the repayment of the project debt upon the project sponsor if the

cash flows are insufficient to cover principal and interest payment. This

protects the sponsors’ general assets from most difficulties in any particular

project. In addition, the project finance structure allows a project sponsor to

protect its other assets from political risks of any individual project.
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Finally, project finance permits the sponsors to share project risks and

consequently get funds for projects that could not have been funded by

direct finance. (Hoffman, 1998)

In traditional corporate finance, if the business is publicly held information

on its performance and viability is usually available through stock markets,

rating agencies, and other institutions. This combination of security,

liquidity, and information availability allows debt to be issued at low cost.

Further, because the company’s overall risk is diversified over its portfolio

of assets, the cost of equity is also low. The debt raised on a non or limited

recourse basis protects the sponsors from certain project and country risk.

As a result, compensation for lenders and equity investors is proportionate

with the risk they are willing to accept in the project structure. (Jechoutek

& Lamech, 1995)

The main disadvantage of project finance as compared to direct financing is

the high arranging cost. In project finance, the financial agreement is often

of uttermost complexity, involving many participants with diverse interests.

There is a risk for tensions arising regarding risk allocation between lenders

and project sponsors. Finally, in some cases project-finance risks cannot be

effectively allocated or the resulting credit risk enhanced. This results in

higher rates and fees charged by lenders for the transaction than are

charged in traditional corporate finance. (Hoffman, 1998)
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3.2.3 Risk identification

Risk management techniques for project finance transactions imply that all

risks that affect a particular project must be identified and assessed by

project participants. (Buljevich & Park, 1999) Of the risks, commercial,

political and technical issues will be treated in this thesis, as they constitute

the largest part of risk in project finance. Commercial risk mainly implies

that the transaction partner might be declared bankrupt or cannot fulfil the

contract. Political risk means that a transaction cannot be accomplished due

to actions coming from the transaction partner’s home country or other

country authorities. Technical risk concerns the product’s qualities, such as

life span, performance or quality. (Grath, 1999)

Risk is especially important in developing countries and when the buyer is

a private company. (Nevitt & Fabozzi, 1995) When investors and sponsors

invest in a project, they want to be confident that all the project’s risks have

been appropriately covered and that the project is economically viable. This

means that the project’s technical feasibility and creditworthiness must be

secured. As a rule, lenders will not agree to provide funds to a project

unless they are convinced that it will be a viable going enterprise. In the

light of the business and financial risks associated with a project, lenders

will require security arrangements designed to transfer these risks to

financially capable parties and to protect prospective lenders. (Finnerty,

1996)

In most cases, credit support is necessary to protect the lenders from the

different risks. Credit support can take the form of direct guarantees by the
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sponsor or the project participants or guarantees by third parties not directly

participating in the project. (Hoffman, 1998) In most OECD countries there

are ECAs (Export Credit Agencies) that insure risks and provide loans. The

ECAs in Sweden are EKN and SEK. EKN can insure at least part of the

loan for projects in certain countries according to international agreements.

However, it is very unusual that they guarantee 100% of a loan

(www.ekn.se). The risk of the remaining part of the loan has to be

guaranteed by another party, usually a bank or the supplier. SEK can give

loans, but the agency demands either a very low project risk or a guarantee

for the project from other banks or large institutions. (Grath, 1999)

3.2.4 Special Purpose Company

It is important to emphasise that project finance is actually based upon a

very simple structure. “There is one person lending money to another

person, and this money has to be reimbursed in some way” (ABB,

27/11/2001). Thus, the basis in a project finance arrangement is money that

has to be repaid to the lender. Then there can be different constructions

depending on the borrower’s preferences, the involved companies’

financial situation, the state of the market, etc. Project finance can imply a

loan agreement between the supplier and buyer, as long as debt is raised at

a project level. A great deal of complexity can also be involved due to the

number of participants, the large sums of money and the long periods of

time involved. All these factors have to be co-ordinated by contractual

agreements that make everything come together at the same time. (Nevitt &

Fabozzi, 1995)
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Figure 3-2 illustrates a possibility of arranging the financing of a large

project when an SPC is established for the purpose of undertaking the

project. There are numerous parties involved: besides the lenders and the

SPC, these parties include one or more project sponsors, contractors,

suppliers, buyers, and a host government. The entire financial deal is based

upon the supply agreements and the sales agreement that exist between the

SPC and the agents involved. These agreements stand for the revenues of a

project, hence forming the core of the financial arrangements.

Characteristics of SPCs are that they distribute the cash flows from the

project directly to project lenders and to project equity investors. The

SPC’s existence is limited to the project itself. (Finnerty, 1996)

Figure 3-2: Example of an SPC
Source: Buljevich & Park, 1999

The stakeholders of the SPC are called sponsors. (see figure 3-2) The

sponsors generally consist of one or more corporations with certain specific

interests in the development of the project based upon their respective areas

of specialisation or business strategy. They commit equity to the SPC and

are consequently the owners. The amount and timing of the equity

contribution vary from project to project. Project finance structures of an

SPC usually accept debt-to-equity ratios approximately between 70/30 and

80/20. In theory, the more equity contributed by the sponsors to a project,
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the more the sponsors are bound to it and the less the likelihood of an early

abandonment, and the greater the chances that the project will be a success.

Thus, equity investments by sponsors in an SPC can be seen a guarantee

for the lenders. The lenders3 enter into financial agreements with the SPC

that secures all the debt financing required for undertaking the project on a

non-recourse or limited-recourse basis (see chapter 3.2.2). This means that

the main sources of repayment of the debt financing are the project

revenues, the SPC’s assets and other various credit enhancements granted

by interested parts in the project including the sponsors. (Buljevich & Park,

1999)

Any relatively large-scale infrastructure project requires the involvement of

the government in the legislative and planning process at a minimum,

irrespective of the ultimate source and structure of the financing. The host-

government grants the concession or the license for the construction,

maintenance and operation of the project to the SPC. (Lemos et al., 2000)

The SPC enters with one or more suppliers into one or more long-term

supply agreements for the provision of the critical supplies necessary for

the start-up and operation of the project, for example raw materials, gas and

coal. Supply agreements provide certainty in respect of the availability and

the price of the key supplies needed to produce and deliver the project

outputs in accordance with the terms and conditions of the agreement. The

lenders carefully assess the supply agreement, as it constitutes a critical

contract for the whole operation. The buyer can be a government agency or

private company (off-taker). In most capital-intensive projects the parties

                                                
3 Possible lenders will be further discussed in chapter 3.3.2
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enter into a take-off agreement or sales agreement. It is a long-term sale

and purchases contract in respect of the project outputs. The off-taker

agrees to buy a certain quantity and quality of project output from the

project company, for a certain period of time and at certain pre-established

prices. Consequently, the sales agreement provides certainty that a project

will generate sufficient cash flow to cover debt service and operating costs,

and provide a reasonable return on investment. The supply agreement and

the sales agreement constitute the basis for the whole project finance

arrangement. (Buljevich & Park, 1999)

The design, engineering, construction, erection, procurement, installation

and commissioning of the project facilities are usually contracted by the

project company with one or more constructors following the terms of an

engineering, procurement and construction turnkey contract. This contract

generally implies the obligation of the constructor to build and deliver the

project facilities on a turnkey basis. This means that the company should

complete the project facilities at a certain pre-determined fixed price, by a

certain date, in accordance with certain specifications and good industry

practices, and with certain performance warranties. The sponsors of the

SPC often demand that the construction companies contribute with a debt

portion to finance the project. This can be a prerequisite in order to

participate in the project. (Buljevich & Park, 1999)

Build, Operate and Transfer (BOT)

BOT projects are a special kind of SPC where the project sponsors not only

build, but also operate the construction for a predetermined period of time.

It is a means for the state to let the private sector finance large
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infrastructure projects off the state budget and still maintain the control

over the projects. A typical construction could be a state giving a

concession to build and operate a highway for a certain period of time to a

private consortium. The private consortium then arranges the finance and in

return keeps the toll as revenue. When the concession finishes, the object is

transferred back to the state. The large advantage is that the state budget

does not carry the burden of the finance even if the state can still keep the

control by the contracts regulating the concession. (Buljevich & Park,

1999) An interesting form of concession together with project finance

started in the U.K. in 1992 with the adoption of the Private Finance

Initiative (PFI). It was a means of encouraging private financing of public

projects and it has permitted project finance to extend into areas where

concessions were traditionally not being used, such as schools,

accommodations, custodial services, hospitals etc. (De Lemos et al. 2000)

In 1997, the initiative was re-evaluated and renamed Public Private

Partnership (PPP). (Departementsserien, 2000:65)

3.3 Sources of funds

To achieve a successful financing arrangement, a financing structure must

be designed – and that structure must be embodied in a set of contracts –

which will enable each of the parties to gain from the arrangement. At

different times, different capital markets may provide funds on the most

attractive terms. (Finnerty, 1996) There is a wide range of funding sources

for debt and equity in both public and private markets available to a

project. (See figure 3-3) As the project finance investor base has expanded
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and become increasingly sophisticated, variations of the traditional sources

have emerged. It is anticipated that a growing number of project finance

will involve innovative structures with capital from an increasingly

sophisticated investor source. By using innovative structures and

combining different financial sources, sponsors can achieve the optimal

financing with respect to overall pricing and terms. (McKeon, 1999)

Figure 3-3: Different sources of funding
Source; McKeon 1999, adapted version

3.3.1 Equity

Equity financing allows the organisation to obtain funds without incurring

debt. In other words, without having to repay a specific amount of money

at any particular time. A project cannot pay dividends before operations

start, and lenders normally restrict the payment of dividends during the
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early years of operation, until the debt has been substantially repaid.

Lenders demand that all available free cash flow should be applied first to

repay project debt. Consequently, if the project requires a long construction

period, equity investors will have to accept delayed dividends. However,

equity investors would not invest in a project if the expected benefits did

not correspond to the project risks. (Finnerty, 1996)

Equity may be public or private and in the form of preferred stock as well

as common stock. (McKeon, 1999)  The equity investors in a project

typically are those groups who will benefit directly from the operations of

the project: the purchasers of the project’s output, the owners of any natural

resource reserves the project will utilise, and the suppliers of essential

products and services to the project. It is generally impossible to offer

common shares to public investors at the beginning of a project. When the

project entity has showed some profitability and the commencement of

cash dividends are not very far ahead in the future, common equity may be

sold to the public and to other passive investors. (Finnerty, 1996)

The equity in project finance forms the basis for lenders or investors

providing the project with debt. Lenders look at the equity investment as

providing a margin of safety. There are three main reasons for lenders

requiring equity investments in projects that they finance. First, the more

burden the debt puts on the cash flow of the project, second the greater the

lenders risk, and finally lenders want investors to have enough at stake to

motivate them to see the project through to a successful conclusion. (Nevitt

& Fabozzi, 1995)
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3.3.2 Debt

A large infrastructure project can be subdivided into different phases. The

design, engineering, construction, erection, procurement, installation and

commissioning of the project facilities are summarised in the construction

phase. Operation, maintenance and management of the project are called

the operating phase. Different providers of debt might be appropriate for

the different phases. (Finnerty, 1996) The most important sources of debt

for project finance will be discussed below. For each source of debt there

are a number of instruments that can be used, for example a buyer’s credit

with a commercial bank loan.

Commercial banks

Commercial banks have played an active role in project finance since the

1930’s. Bank loans are currently the largest source of traditional project

finance when it comes to loans with maturity below 10 years. Project

sponsors usually seek commitment from commercial banks for both

construction financing and permanent financing. Term loans are a common

type of commercial bank loans. A term loan is a business loan with a

maturity of more than one year, repayable according to a specified

schedule. (Nevitt & Fabozzi, 1995)

Syndicates of international commercial banks often make large bank loans

where a number of banks undertake to provide a loan to a customer under

identical terms and conditions. (Nevitt & Fabozzi, 1995) The advantage of

syndicating a loan is that large amounts of debt can be raised. The

disadvantage is that they typically provide floating-rate debt (a margin over
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some specified benchmark such as prime rate or one of the LIBOR rates) at

a higher cost than the fixed-rate alternative provided by bonds. (McKeon,

1999)

One important instrument that is arranged via banks is the buyer’s credit.

When it comes to relatively small business transactions with short duration,

a supplier’s credit is common. However, when the buyer has difficulties

obtaining enough capital, for example when large amounts are involved, or

when the buyer is situated in a developing country, a supplier’s credit is

generally not an option for the seller. The reason is that supplier’s credits

involve substantial risks of non-payment. Instead, the common solution is a

buyer’s credit. (Grath, 1999) When using a buyer’s credit, the buyer

receives a separate financing solution connected to the sales arranged in

such a way that the buyer can pay the seller in ready money. The seller’s

bank or export credit agency provides guarantees to the buyer’s

commercial bank, which then advances funds to the buyer. (Nevitt &

Fabozzi, 1995)

Fixed-rate debt market

In recent years the importance of the fixed-rate debt market has increased.

It can offer cheaper and longer alternatives then commercial banks. The

bond market could constitute a larger source of funds for project finance

than it does today. What limits its capacity is the difficulty to rate bonds for

international project financing. Rating of projects is a new, emerging area.

(Hoffman, 1998) The rating indicates the likelihood that a bond issuer will

be able to meet scheduled interest repayments. It is based on an analysis of

the issuer’s financial condition and profit potential. Lately, a financial
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enhancement rating, appropriate for project bonds, that specifically

addresses the ability of the bond issuer to make payments is starting to be

used. (Smith & Chew, 2001) Public pension funds have certain restrictions

concerning the credit quality of bonds and if the project has not been rated

they usually cannot invest. However, public pension could represent an

important potential source of long-term funds for project finance in the

future if rating of project bonds becomes more common. Private pension

funds can also serve as an important source of funds to a major project if

the rate of return offered is attractive to them. In the US, life insurance

companies that buy bonds have historically been an important source of

long-term fixed-rate loans for major projects. Life insurance companies

have been able to make judgements on their own concerning the credit risk

and other risks present in complex undertakings, such as project finance.

(Finnerty, 1996)

Examples of foreign bonds are the Yankee bonds, Bulldog bonds, Samurai

bonds, Geisha bonds, Alpine bonds and Matador bonds. The nicknames are

used to describe the various foreign markets; such as the US foreign market

is called the Yankee market, or the UK the Bulldog market. (Nevitt &

Fabozzi, 1995) The sector of the Euromarket in which bonds are traded is

called the Eurobond market and the bonds traded are called Eurobonds.

In order to gain access to the important public debt market in the US one

must comply with the federal and state securities laws. This exigency raises

problems for most project finance. In 1990 SEC4 adopted rule 144A that

had a major impact on the US security market. This rule liberalised the

                                                
4 US Securities and Exchange Commission
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restrictions that existed on the trade of unregistered debt and equity

securities. The result of this liberalisation was that large and qualified

financial institutions can trade unregistered debt and equity securities

suitable for financing of large projects with each other without regard to the

private placement restrictions that otherwise apply to unregistered

securities. (Buljevich & Park, 1999)

The global project financial market consists of medium-term and long-term

securities that foreign investors are willing to purchase. The flow of funds

to market is volatile since few investors commit funds to it on a regular

basis. There are two important groups of investors in the international

capital market, the first consists of institutional investors, such as banks,

insurance companies, pension funds, investment trusts and government

agencies, and the second is composed of individuals buying for their own

account through banks. In general, a lender must be large and well known

to be able to attract this kind of capital. (Finnerty, 1996)

Government and multilateral agencies

Developing countries often have characteristics that complicate the

financial arrangements compared to developed countries, such as no well-

functioning financial sector, interest rates that are extremely high, or the

credit rating of the buyer is too low. (Hoffman, 1998) There is a possibility

to receive some form of support from the government or from multilateral

financial institutions to finance the project. Governments can assist with

export credits and loan guarantees. When it comes to multilateral

institutions, International Finance Corporation (IFC), part of the World

Bank Group, is one of the most important operators. It can assist in



- Project finance – a conceptual framework -

36

arranging a financial solution for projects. (Finnerty, 1996) Other important

multilateral institutions are the International Monetary Fund (IMF), the

Inter-American Development Bank (IAD) and the Nordic Investment Bank

(NIB). In Sweden there are several organisations that can support projects,

among those are SIDA, Export Kredit Nämnden (EKN) and AB Svensk

Export Kredit (SEK). They have large importance for medium- and long-

term financing of exports and international projects. (Grath, 1999)

Local sources of capital

Borrowing funds or raising equity in the local capital market is often a

good way to reduce political risk. Any event that harms the profitability of

the project will affect local lenders and investors and therefore might

discourage the local government to take actions that are negative for the

project. (Finnerty, 1996) However, local banks in all countries are typically

less able than large international banks to provide financing for projects

because they have less capital and less ability to assess project risks

(Hoffman, 1998). In developed countries the local capital markets can be a

good potential source of funding. The capital markets in emerging

countries are less desirable, since funds availability is limited and

maturities are short. (Finnerty, 1996)

Leasing

Leasing has become an important financing alternative both for developing

and developed countries. In OECD countries approximately one third of

private investment is financed through leases. Regardless of the various

lease structures, the common characteristics of a lease include payment
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obligations on the part of the lessee to the lessor in consideration for the

lease of a certain asset. (Finnerty, 1996)

There are two types of leases, operating leases and financial leases. In an

operating lease, the lessor not only keeps the title of the leased asset but

also carries out routine upkeep tasks, such as maintenance and repairs of

the leased property. In the financial lease, the lessee, who always pays

property tax and insurance premium to protect the leased property,

performs upkeep tasks. Financial lease can be regarded as an alternative to

debt financing. The advantage is that the lessee’s own financial ratios are

not damaged. The relationship between the lessee and the lessor is similar

to the relationship between a lender and an investor-borrower in the sense

that the role of the lessor is completely secondary to that of the lessee.

Similar to debt financing, the lessee is under a firm contractual obligation

to execute regular lease payments. The only difference between financial

lease payment and debt payment is that the payment is known as a lease

payment rather that as a debt service payment. (Buljevich & Park, 1999)
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4 Empirical findings

In this chapter we will present the empirical findings from the three case

companies ABB, Skanska and Ericsson. If nothing else is mentioned, the

information comes from the personal interviews we conducted in each case

company. As mentioned in the introduction, this thesis concentrates on

large construction projects on an international scale. Examples of such

projects could be Ericsson selling a GSM-net to an operator in Turkey,

Skanska participating in the construction of a dam in Indonesia, and ABB

selling two power transformation stations to Brazil.

4.1 ABB

The Swedish-Swiss group ABB is one of the largest industrial, energy and

automation companies in the world. ABB has four core-businesses and

ABB Financial Services (ABB) is one of them. This business supports the

industrial operations of ABB and third party customers with financial

solutions, sales support, risk management services and insurance. ABB

Financial Services have operations in every major market around the world,

Europe being the largest with 84% of the sales revenue. ABB holds 35% of

the equity in SEK, the Swedish State holds the remaining 65%. The ABB-

share is traded at the stock exchanges in Sweden, Germany, the U.K. and

the USA. (ABB Annual Report, 2000) ABB’s customers could be the state

of India as well as a small utility in Venezuela and the size of its projects
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also varies considerably. The average financial need for an ABB project is

10 to 12 years.

4.1.1 Development of project finance

The privatisation during the 80s and 90s started within the power sector,

consequently ABB was one of the first companies being affected. Before

the privatisation, the creditworthiness of the buyer’s country was the most

important factor to investigate for ABB. After the privatisation, the project

business plan and at the cash flow of the project to secure the payments

became more important. A commercial risk was added to the political risk.

ABB has been forced to acquire new competencies, such as increasing their

analytical skills, to be able to stay up front in the development. The parties

on the financial market have tried to adapt to the new situation by creating

new financial instruments. However, they have not been able to adapt as

fast as ABB wish they had, there is still a gap between what is offered and

what is needed for project finance. There are for example only a few banks

in the world that can offer loans with duration of more than 15 years. ECAs

have started to guarantee commercial risks in project finance loans as well,

but not to the same extent as they guarantee political risk.
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4.1.2 Project finance in ABB

Project finance can mean anything to practitioners. However, the

interviewee defines a real project finance arrangement as:

“ When the project is paid back by its own cash-flow”.

The reason for using a project finance structure is usually that the

government does not want to burden itself with heavy investments in

infrastructure, such as roads, bridges, dams, hospitals and even prisons.

Therefore the government grants a concession to a private company that

builds and manages the project. Usually an SPC is set up into which one or

several sponsors inject equity. This SPC raises the required debt and

undertakes the construction of the project and also manages the operation

during the lifetime of the concession. However, there are several

disadvantages to this; first and foremost it is very complex and expensive

to set up a project company. There are a lot of preparations and pre-studies

that have to be conducted, for example a country’s legal and fiscal

regulations have to be examined. In “real” project finance the parties

should share the risks, with no other guarantees than what they invest in the

project. However, our respondent had seen few project finance transactions

not being supported by guarantees from a third party. A governmental body

can for example guarantee to buy the off-take, such as power from a power

generation project.

The financial arrangements for a project are of uttermost importance.

Actually, that is why ABB financial services exist: they are specialists on
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financial packages. Due to ABB FS’s experience and a widespread contact

network, they can arrange favourable financing arrangements with for

example commercial banks, which benefit the buyer. However, it is very

important to remember that the project fundamentals have to be sound for a

project finance solution to work.

Since in its course of doing business ABB has to take many technical risks,

ABB aims at minimising the financial exposure. It is possible for ABB to

offer supplier’s credits, which are kept on the balance sheet. However, it is

not a good solution concerning large and long projects. The burden on

ABB’s balance sheet would become tremendous if all their projects would

be on-balance sheet. ABB therefore finance most of its projects off-balance

sheet by acting as intermediary and by accounting the guarantees as a

contingent liability. Financial institutions are more suitable to deal with

larger amounts and long term financing than ABB’s balance sheet.

4.1.3 Equity

It is quite common that the project sponsors request equity from several

investors, including ABB. There is a business area within ABB called

Equity Ventures that analyses projects and makes the decisions on when

and how to invest equity. Each time an investment decision is taken, it is

preceded by deep analysis of the project.
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4.1.4 Debt

ABB does help to organise loans to projects that they are involved in. It is

relatively common to have term loans (export credit guaranteed and

commercial loans) that cover both the construction and repayment period.

During the construction phase of a project, commercial loans are the most

suitable owing to their flexibility. In order to distribute various risks

associated with the project, a syndicate of banks is often resorted to. A

large project might be syndicated with up to 15 different banks. As long as

the project is economically viable there is no problem to syndicate it.

Projects that are small in size could do well with a supplier’s credit

solution. For large and medium sized projects, an ECA financing or a bond

issue could be a solution. Bonds are suitable for major projects with a size

exceeding roughly US$100 millions. This is true due to the relative

complexity connected to the bond issue. Sometimes a bond issue is made

according to the Act 144A. For a bond issue to be successful, the project

should be situated in a country having a good credit rating. It can be

difficult to find bond investors in the first phase of a project, when there is

no certain return. However, it can be seen that bond issues are used during

the construction period. In some projects the term loans during the

construction period are being converted into a bond issue, used to repay the

short loan, when the project is up and running. The loans are thus shifted

from commercial banks to the bondholders.

For projects with a shorter duration, commercial bank loans and supplier’s

credits could be suitable. ECAs, developing banks or bonds are the best
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options for loans with longer duration. In developed countries commercial

bank loans or leasing can be an option also for long-term lending. Leasing

to developing countries can be risky.

Developed countries tend to have rather uniform laws and regulations,

which is not always true when working with developing countries. When

choosing a bank to work with, the bank’s experience in a specific market is

very important. The bank has to have knowledge of buyers, local

conditions etc. Banks having local presence monitor the situation

constantly and thus add value to ABB business. In developing countries,

commercial banks tend to be cautious. Such an example could be Latin

America where ABB has a number of projects. When a country suddenly

encounters problems, the whole region is affected. Currently Argentina has

problems and all of a sudden banks have become quite cautious financing

projects also in for example Brazil. The same phenomenon was

experienced in connection to the Asian crisis a few years ago.

For projects in countries far down in the OECD country categorisation5, the

only possibility to find financing could be to turn to the World Bank or

other multilateral institutions for support in the form of loans and grants.

The most common ways to finance projects in different parts of the world

can be seen in figure 4-1.

                                                
5 A country classification of economical and political hazards.
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Figure 4-1: Common ways to finance projects in different regions
Source: ABB Financial Services

ABB is one of the largest buyers of pre-shipment insurance from EKN in

Sweden. A pre-shipment insurance covers ABB from political and

commercial risks that might occur during the time of construction. ECAs

such as EKN may be the only institutions that offer long-term guarantees in

difficult developing markets. The institutes that are non-commercial, such

as the ECAs, have a smaller risk aversion than commercial banks. ECAs

tend to be more stable than private lenders. However, commercial banks

have an important knowledge in evaluating commercial risks. In the

projects where ABB supplies from manufacturing bases in various

countries (multisourcing), agreements between several ECAs such as for
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4.2 Skanska

Skanska is a Swedish group that develops, constructs and maintains the

physical environment for living, working and travelling. Skanska is one of

the leading companies within the area of services related to construction

and project development. The company is traded on the stock exchange in

Sweden. (Skanska Annual Report, 2000) Skanska’s projects usually have a

constructing time of 2,5 – 4 years. The need for long-term financing is

rarely below 10 years for these projects, due to their large size.

4.2.1 Development of project finance

Fifteen years ago, Skanska’s customers were principally states and public

authorities. Since then, an incremental change towards private buyers has

taken place in the customer base. Skanska has adapted to these changes in

the environment by employing people that can manage the different

financial forms that its customers’ request. They have also created Skanska

BOT. The respondent appreciates that today about 30% of Skanska’s

projects are BOT-projects or other forms of SPCs.
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4.2.2 Project finance in Skanska

Skanska’s definition of project finance is:

“The project debt has to be repaid by the project cash-flow, and it should be a so-called

stand alone-financing, which is off the corporate balance-sheet.”

In project finance it is very important that the project cash flow is sufficient

to cover all investments, since the company is actually investing into

something that does not exist. Today, there are two extremes when Skanska

participates in an SPC. One is when Skanska is asked to take a very active

role in the entire financing process and the other is when the project

sponsors do not want other parties involved in the financial part. This is a

sliding scale and Skanska has to be prepared to adapt to different situations.

One of the advantages with SPCs is the off-balance sheet status and cash

flow repayment. Another advantage is that, since several parties invest in

and arrange loans for the project, the risks are dispersed among and

allocated to the parties that can handle them in the best way. The

disadvantages are that it is an expensive method and that it is complex and

consume a lot of time to arrange. People from banks, investment firms and

law firms are involved and many different kinds of loans have to be

arranged.

When the state is the buyer of a large infrastructure project, or the buyer is

a private company that has guarantees from a commercial bank or an

institution such as ECAs, Skanska prefers using a regular export credit. An

export credit is by far the easiest way of financing a project. However, in
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many situations a regular export credit is not an option because the buyer

does not have any guarantees.

All large projects have to be supervised very closely. Furthermore, the

project sponsor is very important when deciding whether to participate or

not in a project. If the project does not have strong and competent sponsors,

Skanska is not interested, no matter how appealing the project might be.

Finding the right balance between equity and debt is also very important,

both concerning project risks, sponsors and profitability.

4.2.3 Equity

Lenders usually want to see a parallel flow of equity and debt during the

development phase of the project before financial closure6. Equity investors

in a project are parties that have interest in some stage of the project, such

as the off-taker. The project sponsors are involved in the project for several

years before the take-off, and in so doing the sponsors have committed a lot

of money and resources to the project already before financial closure. The

World Bank group can invest equity if the project is to the benefit of the

country or region. Commercial banks or venture capitalists never invest

equity in projects.

Skanska invest equity in BOT-projects, but rarely invests equity in an SPC

for which the company acts as a contractor. 10-15 years ago it was quite

common that contractors invested equity in SPCs. Today the roles of the

                                                
6 Financial closure is the date when all the contracts have to be ready and signed by the
participants.
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different parties in an SPC are quite defined with one investor department

and one executing department and thus contractors do not inject equity very

often.

4.2.4 Debt

Skanska is often asked to arrange debt for projects in which the company

acts as a contractor. Its debt contribution normally depends on what it can

arrange with ECAs, either in Sweden or in a country where Skanska can

get guarantees from the local ECA. Skanska always tries to arrange the

loan with an outside lender, off the corporate balance sheet. The reason for

this is that the company does not want to assume any risks, and

consequently it only wants the role of an intermediary arranging financial

solutions. The market and the project risks are examined for the purpose of

finding potential lenders, either new lenders or lenders that Skanska already

has an established relation with. Every project is unique in terms of which

lenders Skanska approach. After finding appropriate lenders, Skanska

prepares a loan arrangement that is presented to the sponsor.

The interviewees estimated, due to the complexity and the large costs

involved, that it is not advantageous to create an SPC if the total value of

the project is below US$75 millions. Besides that, the size of a project is

not a very important denominator of how to structure the loan in Skanska.

However, the number of financiers varies with the size of a project.

There are many different institutions and organisations that arrange debt, as

well as many investment banks, for example the Nordic Investment Bank
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(NIB). The higher the risk, the higher the cost of capital, and other

investors are attracted to the project. The project’s risk is due to the region

where the project is located and is also due to the financial situation or

guarantees from the buyer. Skanska has noticed that there are institutions

and commercial banks that are less risk-averse than others are, but there are

always exceptions to the rules. Sometimes one of the more risk-averse

banks invests in a very risky project.

Commercial banks take much interest in the project and they like to “dig

into it” and analyse the risk. They usually have opinions on how much

equity the SPC has to have before they are prepared to disburse. However,

it is difficult to get long-term loans from commercial banks, especially if

the project is high-risk. Most of Skanska’s projects, as already mentioned,

need financing for more than ten years and hence they also have to look for

other potential investors than commercial banks to help with long-term

debt. An alternative is large American pension funds that deposit part of

their capital for investment in large infrastructure projects. However,

pension funds usually have restrictions regarding investments in projects

that contain a high risk. Normally pension funds are restricted to companies

that operate and thereby can generate profit. During the construction phase,

an SPC does not operate and consequently cannot generate profit. SPCs

sometimes issue a project-related bond secured in such ways that

institutional investors, for example pension funds can buy it.

Other long-term debt options, if the project is situated in developing

countries, can be the World Bank Group with IFC that has a “private

window”, Sida and similar organisations. Many of the development banks
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focus on one region. Additionally, there are institutions and also private

investors that have formed funds, which concentrate on one specific region,

such as the American Insurance Group that has an “Africa fund”.

In a long project, with a construction and an “up and running” phase, short-

term and long-term loans have to be combined in a bridge financing. When

it is time for financial closure, the shift from short-term debt to long-term

debt is well defined in contracts. An example is a tunnel project on Iceland

that Skanska took part in. The project company used a construction credit

(granted by commercial banks) during the construction phase and when the

project was up and running the short-term financing was shifted to long-

term financing from large American and local Icelandic pension funds.

4.3 Ericsson

Ericsson is the world's leading supplier in telecommunications and provides

total solutions, from systems and applications to mobile phones and other

communications tools. Since 1876, Ericsson has been active worldwide and

today operates in more than 140 countries. The company is traded on the

stock markets in Sweden, the USA, the U.K., Germany, France and

Switzerland.

The size of a network solutions’ project can vary from US$ 100 000 to

several US$ 100 million dollars. When it comes to financing of the really

large projects, Ericsson is never the only risk-taker. Most projects are at

least worth US$ 10 millions. The duration of Ericsson’s projects varies.
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The payback time also varies, mostly depending on the cash flow of the

project. The respondents have never observed a project that needed a

financing that exceeded 10 years; usually it is a matter of 1 to 7 years

before the loan is paid back. When a project is financed on a one-year

basis, it is normally because another arrangement will be applied

afterwards, such as a banking arrangement.

4.3.1 Development of project finance

Ericsson’s buyers used to be large public telecom companies during the

eighties. In order to cover its risks, ECAs were used to guarantee large

parts of the sales amount. Commercial risk was almost non-existent due to

the customers’ status as public companies. The persons at Ericsson that

were working with these questions then had a predominantly administrative

role. In the beginning of the nineties a large change occurred at the telecom

market as many new private operators entered it. A commercial risk was

then added to the political risk.

In order to adapt to the new demands from the market Ericsson

concentrated more on analytical work. The new projects’ objectives and

cash flows had to be analysed. In 1998 the fixed telephone market was

deregulated in many countries and there was a large need for private

financing of investments. In this new business climate ECAs are still an

important player in the risk guarantee market even though the importance

of banks has augmented.
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4.3.2 Project finance in Ericsson

The respondents stated that the definition of project finance varies

according to the circumstances.

“What separates project finance from traditional financing is that in project finance,

the project’s own cash flow generates the possibilities for repayment.”

At Ericsson, project finance and customer finance are regarded as more or

less equivalent, and it is not a prerequisite that the financing should be off-

balance sheet to be called project finance. The buying company’s solvency

is always important, but it is the project characteristics that are decisive for

the ability of repayment. Ericsson analyses a potential project and then

decides if it is worth investing in and also how a possible credit should be

designed.

Ericsson finances projects off-balance when there is a possibility at the

same time to reduce the risk. Reduction of the risk means that a bank or

another institution assumes part of the risk. In theory, Ericsson could chose

to finance all of its projects off-balance sheet, but in some cases banks or

ECAs are not willing to accept the risks. In those cases, Ericsson itself

would have to guarantee the loans provided by a commercial bank. Then it

is often more advantageous for Ericsson to furnish a loan to the buyer ands

thus leave the loan on the corporate balance sheet. Consequently, the

choice to finance a project off-balance sheet depends on if an ECA or a

commercial bank is willing to take on part of the risk. When Ericsson

finances a network to a customer, it is common for Ericsson both to put the

project on the balance sheet and to put it off-balance.
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It has become more common for Ericsson to help customers with financial

arrangements during the last decade. Ericsson helps many of its customers

to find suitable financial sources. Depending on the customer and the

project, this could involve anything from only helping with the

establishment of contacts between the buyer and a bank to financing a

project themselves to almost 100%. The importance of the financial

solution varies greatly depending on the customer. Some customers have

the possibility to get advantageous loans themselves and therefore do not

pay much attention to that part. In other cases where the customers do not

have the possibility to arrange any advantageous loans themselves, the

financial solution is a determining factor whether they are going to choose

Ericsson or another supplier.

Ericsson is primarily a company that wants to sell its products, and the

company only sees the financial part as a business support. Many of the

established customers form SPCs where they act as sponsors and invest

equity. In order to stay competitive and world leading, Ericsson, as a

contractor, often has to contribute with loans. This is something that has

been brought on by the market, and Ericsson tries to adapt to the situation

in order to stay in the front edge. The negative consequence is that the

company has to accept an increased financial risk due to the loans they

furnish. The positive consequence is that the company has improved the

relation with many customers due to closer collaboration. It has in turn

allowed Ericsson to improve their services and core competencies and also

to become more sensitive to the customer’s needs.
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Ericsson has participated in different kinds of BOT projects, often when the

customer does not have the technical competencies himself. Certain

operators regard themselves mainly as customer-oriented, and not

technically driven and Ericsson takes on the role of constructor and

operator of the network.

4.3.3 Equity

Ericsson does not invest equity in operators. The reason for this is primarily

that the company does not want to compete with its customers. If Ericsson

has invested equity in one operator and is supplier to other operators on the

same market, there can be a conflict of interest that is not desirable.

Consequently loans are the usual way of helping Ericsson’s customers.

4.3.4 Debt

Commercial international banks with traditional loans are definitely the

most common lenders. Of the myriad of banks that arrange project finance,

Ericsson works with many and has a close relation with a number of banks.

When there is a big project, many banks often bid. In smaller projects, the

only arrangement that might be required is a lease. Also in larger project

leasing is a possibility, but as a complement to commercial bank loans.

Many projects that need financial help are located in developing countries,

and for those projects Ericsson can sometimes get support from developing

banks. However, to get that support the projects have to be classified as



- Empirical findings -

55

“essential”, which is often not the case when it comes to mobile phone

networks. Therefore, only a small part of the company’s projects can get

financial support this way. When it comes to insurance against commercial

and political risks, EKN only insures loans with limited duration.

Institutional investors such as pension funds and insurance companies do

not come into question for Ericsson. However, in Ericsson there are other

financial possibilities, among those is the choice of buyer’s credit and

leasing. Sometimes, banks have a cautious attitude of “wait and see” and in

those cases Ericsson might have to arrange a bridge-financing for one year,

and after that period the banks accept that the finance is assigned to them.

There is also the case when Ericsson provides a bridge financing, for

example when a buyer only needs a short-term financing until the financial

markets are accessible. Basically, Ericsson has three main reasons for

taking on a loan to a customer on their own balance sheet. This occurs

when EKN is reluctant to insure and banks are reluctant to invest in a

project that Ericsson believes in. First of all, Ericsson makes money from

the business of selling their products. Secondly, Ericsson has a deep insight

in the business that provides the company with valuable information, which

the banks do not have. The company also has an expertise and knowledge

about the telecom sector as a telecom manufacturer that banks naturally

could not have. Finally, since Ericsson is the supplier, the company does

not have to add any supplier risk when providing a loan, which the banks

must include in their calculations. However, all their loans have to be

bankable7, which means that it must be possible to transfer the loan to a

bank at a later stage of the project.

                                                
7 Contract conditions that are acceptable to a bank.
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The risk of the project is one of the most important denominators for the

structure of the loan. First of all it is the risk that determines whether to

make a bid for a project or not. If Ericsson has a project that EKN does not

guarantee, the company has to turn to commercial banks that have either a

local bureau in the country or accords with local banks. It is important to

stress that the risk is shared between EKN, Ericsson and the banks. It is

also possible to work with down payments, meaning that Ericsson gets part

of the payment at delivery and provides a credit on the rest.

The region influences to a large extent the project risk. The region is in turn

influencing the project’s financial structure, the credit’s extent and the

participation of the risk between the different actors. The country is also

important in the sense of laws and regulations. An example could be that in

certain countries it is not possible to separate the commercial and financial

agreements, which is an absolute condition for Ericsson in order to go into

an agreement. The only possibility for Ericsson in those cases would be

leasing due to the fact that the contracts would otherwise not be bankable.

In other countries there might be restrictions that only permit a bank-to-

bank buyer’s credit.

Ericsson identifies three different stages in the life of a project. Figure 4-2

is an example of what sources of financing that can be used in the different

phases of a project. All this has been decided upon before the financial

closure of the project.
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Figure 4-2 Capital in different phases
Source: Ericsson
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coverage/funding has been added to the arrangements. Ericsson is present

during the start-up and initial operations, when it is not appropriate to issue

bonds. Once the operations are established, the suppliers’ loans are shifted

toward public debt, often in the form of bonds.
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5 Analysis

The projects in this thesis could all be categorised as construction or

installation projects according to Berggren & Lindkvist’s categorisation

(see 3.1). However, projects and project finance arrangements look rather

different depending on the company. Skanska’s projects are large, and have

a long-term financial need that rarely is below 10 years. Ericsson could be

characterised by relatively short projects. ABB operates both shorter and

longer projects.

5.1 Development of project finance

The article in AFV, mentioned the changed market situation that followed

the wave of privatisation s during the 80s and 90s (see 1.1) ABB, Skanska

and Ericsson had all perceived this change and they have responded to it in

different ways. The three of them help customers with financial

arrangements. Skanska considers project finance as a form of sales support.

Ericsson strongly emphasised project finance as sales support, and the

company stated that it would not be applied if it were not necessary due to

the strong competition. ABB has gone one step further and seems to have

adopted customer finance to its core business and has also developed a

large expertise for internal as well as external customers. The case-

companies have responded to the changed market situation by increasing

their analytic strength. ABB is a good example as their financial
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department has acquired such a reputation that it works to a large extent

like a consultant bureau with external customers.

ABB stressed the lack of market-instruments that are up-to-date. The

company put forward that the financial market has had difficulties to follow

the fast development in project finance and bring new adapted instruments

to the market. The company’s projects are very divers and it is specialised

in financial arrangements. Thus one can imagine that the need for financial

arrangements for the different projects must be varying. ABB could

therefore be especially aware of a lack of suitable instruments. Skanska and

Ericsson seem to use project finance more for the reason of increasing sales

and are probably not actively looking for new instruments in the same way

as ABB. If the market does not offer suitable instruments it can have two

consequences for companies searching for funding. First, the lack of

appropriate instruments implies that companies will have to satisfy with

financial solutions that are not optimal. Second, there could be investment

groups that are ignored because there is no channel through which they can

access capital markets. In order to ameliorate the project finance market,

authorities and the market players should be progressive.

However, the market instruments are slowly adapting, an example of that is

rule 144A. According to Buljevich & Park, the funds available for project

finance on the market have increased. Smith & Chew stated that it has

become more common to rate large projects, which will facilitate bond

issues. (see 3.3.2) We believe that the increased number of project-financed

projects will bring new and more adapted instruments to the market. The

evolution is probably pushed by the privatisation of different sectors and

the increased demand for infrastructure around the world. One of the latest
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drives that has dramatically amplified the need for investments in

communication infrastructure was provided by the deregulation of the

telecom sector in the developed countries. One could expect that the

developing countries will constitute an important future source of demand

for telecom services, most probably financed by project finance since the

capital markets in those countries usually are not always well developed.

The Private Finance Initiative (PFI) in the UK has, as stated by de Lemos et

al., opened new areas for project finance, such as schools, prisons and

hospitals (see 3.2.4). PFI has evoked large interest due to its innovative

characteristics and if it turns out well, one could expect several other

countries to follow in the footsteps. It can be a means for the increasingly

slimmed public sector to maintain its service-level by using private sources

of funds. The ultimate consequence is difficult to foretell and depends on

various factors, many of them probably political choices.

5.2 Definitions of project finance

When comparing ABB’s, Skanska’s and Ericsson’s definitions of project

finance, it is obvious that they all stress the importance of the project cash

flow. The project’s existence is based upon that its own cash flow is

enough to pay off all investments and costs that occur during the project

period.

ABB: “ Project finance is when the project is paid back by its own cash-flow”.

Skanska: “ Project finance is when the project debt has to be repaid by the project

cash-flow, and it should be a so-called stand alone-financing.”
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Ericsson: “What separates project finance from traditional finance is that in project

finance the project’s own cash-flow generates the possibilities for repayment.”

Skanska’s definition complies with that of Brealey et al., which is that

project finance is mainly for special purpose company (SPC) constructions

(see 3.2.1). Ericsson and ABB seem to have more flexible definitions and

regard all cases when the loan is tied very closely to a specific project as

project finance. This difference could be explained by the fact that

Skanska’s large projects are mainly in the form of SPCs while ABB and

Ericsson also run many smaller projects.

According to Jechoutek & Lamech, project finance implies that the lenders

of a project have recourse (or claim) only to the project's cash flows and

assets. Effectively, the project is financed off-balance sheet of the project

sponsors. (see 3.2.2) The case-companies consider other agents and

institutions to be more apt to take project debt on their balance sheets and

basically act as intermediaries. However, the companies’ liabilities for their

projects are accounted for as contingent liabilities in their financial

statements.

When banks do not want to provide loans to a project that Ericsson

definitely believes in, the company itself furnishes loans and thus keeps the

project on the balance sheet. Ericsson keeps roughly half its projects on the

balance sheet, which indicates that it has a different approach to risk

assumption than the other companies. It could be that Ericsson has a larger

risk tolerance than ABB and Skanska that only accept projects where

someone else is willing to take the risk. When a company keeps too many
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risky projects on its balance sheet, the financial stability can be threatened

due to the accumulation of risk. Nevertheless, in a sector where

competition is fierce as the telecom sector, one could think that there is a

danger that companies guarantee projects only to get the contract. Possibly

Ericsson keeps projects on its corporate balance sheet because of

competition, in order to survive it has to take projects that neither ECAs

nor banks are willing to guarantee in their own books.

ABB was one of the first companies in Sweden affected by the

deregulation of the market and consequently it has been utilising project

finance for a longer period of time than Skanska and Ericsson. The telecom

market was one of the last markets to be deregulated and Ericsson is hence

the company that has been exposed the shortest period of time to project

finance. A consequence of Ericsson’s shorter exposure to the new market

situation is that the company may not have developed as good routines for

managing project finance as ABB and Skanska have done.

A third explanation to why Ericsson keeps projects in its own books is that

the company’s relatively small and short projects do not constitute a large

burden. The company also advanced the possibility that a project can be

kept in the books for a short period of time and once the project has proved

its value the loans can be taken over by a commercial bank, either alone or

together with several other projects in a package. ABB and especially

Skanska participate in longer projects that require more capital and thus

would heavily burden their balance sheet. It is also possible that their

projects are more difficult to shift to the market at a later stage since the

markets prefer shorter projects where it is easier to analyse the project risk

and the project value.
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Equity

All companies have to act in accordance to the market’s demands, as well

as competitors’ and clients’ behaviour. According to Nevitt & Fabozzi,

lenders require equity investments in projects that they finance (see 3.3.1).

ABB and Skanska occasionally contribute with different forms of equity to

SPCs. Ericsson does not have the massive projects as ABB and Skanska

have, which could explain why the company does not invest equity. ABB

and Skanska work with long projects characterised by a high degree of

complexity that demand a large degree of commitment from all the

involved parties. Ericsson has shorter projects and has a clearly stated

policy that the company does not invest in operators since it does not want

to compete with its customers. The attitude of ABB and Skanska toward

equity financing could also be explained by a relatively long experience

within the field of project finance. With the time they have developed a

feeling for which projects to invest equity in and which projects to avoid.

We would say that ABB and Skanska, when they inject equity in an SPC

seem to be very careful. Skanska emphasised the importance of not

entering into a deal that it does not fully believe in and that these large

deals have to be supervised very closely. Buljevich & Park mention that

BOT projects are a special kind of SPC where the project sponsors not only

build, but also operate the construction for a predetermined period of time

(see 3.2.4). All three case-companies participate in BOT projects in other

forms than just as suppliers. Skanska has a specific business area for BOT-

projects, which indicates the importance of this type of financing in the

company. It can be due to the nature of their projects, but also that they

believe in BOT-finance. ABB have BOT-projects as well, but not to the

same extent as Skanska. Ericsson have a somewhat different approach to
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BOT projects, it builds and operates networks for customers, but never

owns the network.

It is possible that a company confuses its role as supplier and buyer when

investing equity in an operator. There can actually arise an ambiguous

situation if the equipment supplier acts both as supplier to a project and as

buyer in terms of sponsor of the project. However, there might be a trend

on the market that, as Skanska puts it, the roles of the parties in SPCs have

become better defined. If you are a supplier you are a supplier and if you

are an investor you are an investor. Basically, this discussion would then

refer to the issue if companies should keep to their core competencies and

let more specialised institutions handle financial arrangement or if they

should do it by them selves. What one could say regarding the case

companies is that they probably consider themselves competent of dealing

with problems that project financing poses. Ericsson stresses that it has a

larger technical competence for evaluating projects than most banks. That

is why the company can keep some projects in its books that banks have

rejected in order to refinance them in a later stage. Finally, it is possible

that the pressure from customers is so large that the companies do not have

any choice but to help with financial arrangements. It implies that ABB,

Ericsson and Skanska should continue and develop their competencies in

project finance in order to provide their customers with good financial

advice. If not, they could loose their customers.
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5.3 Influential factors

The companies can turn to many different institutions and organisations in

order to raise debt for a particular project. According to Nevitt & Fabozzi,

bank loans are currently the largest source of traditional project finance

(See 3.3.2). Commercial bank loans might be the most popular form due to

several factors. First, the flexibility of the bank loans offers a large

advantage. Second, they have played an active role in project finance since

the 1930’s and have therefore had the time to establish competencies and

abilities to analyse project profitability and risk. Finally, many companies

have developed good relationships with the banks during this time.

Finnerty has stated that borrowing funds or raising equity in the local

capital market is often a good way to reduce political risk (see 3.3.2). The

fact that the local sources of capital are not very popular among our case

companies can be due to the good relations they have developed with

international commercial banks. It might be easier for the companies to

engage banks that they already know. Leasing, on the other hand, is a

popular form in ABB and above all in Ericsson.

The fixed rate market is also popular for project debt. It can offer cheaper

and longer alternatives then commercial banks according to Hoffman (see

3.3.2). Pension funds invest in project bonds once the project attains a

certain level of stability in terms of revenues and can offer secure cash

flows to pay the interest. The last years it has become more common to rate

projects and with this evolution, pension funds will probably become more

willing to invest in projects and the fixed rate financial market for project

finance will become even more important. Grath stated that the Inter
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American Development Bank and Sida are two multilateral institutions

concentrated on projects in developing countries. They function as

guarantees behind a project and their names can probably attract investors

that otherwise would not participate.

We have identified three factors that seem to influence the case companies

the most when it comes to deciding which sources of funds to use. We have

not found any connection between these factors and equity investments and

therefore only consider sources of debt in this section. Equity investments

seem to be made if there is a demand from other parties or if the company

believes that the project will be very profitable.

The three influential factors are the project size, duration and in which

region the project is situated. The case companies also mentioned risk as an

important determinant of how to structure the arrangement. However, they

also mentioned that risk mainly depends on the region and the financial

situation or guarantees from the buyer. Companies respond to risk

connected to the buyer not by choosing other sources of funding but mainly

by guarantees from other agents. The discussion will therefore begin with

how companies respond to the risk connected to buyers. Then we will

explain how they arrange the funding depending on size, duration and

region.

According to all case companies, the project risk is a very important factor.

First and foremost the risk is what decides if the company will venture into

a project at all. The project risk is, as earlier said, determined by the

duration of the project, the project size, and the region where the project is

located. It is also influenced by the likelihood that the buyer will fulfil his
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payments. If investors find a project attractive it is easy to find financiers

that are prepared to assume part of the risk. On the other hand, if the project

is less attractive it is naturally much more difficult to find financiers and

the selling company might have to cover part of the risk itself.

Previously, when the buyer was a state, there was no or very little

commercial risk involved and companies were rather sure to get paid since

only a political crisis in the country would prevent payment. Today, when

the buyer is a private company a commercial risk has been added. Suppliers

want to avoid suffering losses due to the increased risk and try to transfer

the risk to someone else. Ericsson sometimes resumes the risk if the

company really believe in the project. The amount that can be guaranteed

by an ECA plays an important role when Skanska decides how much debt

the company will contribute with. The company does not want to accept

any risks on its own. ABB does not want to assume any risks either, but

there are exceptions if neither an ECA nor a bank wants to accept the risk.

ECAs play an important role in risk transfer since they are less sensitive to

risk and can also accept risk levels that commercial banks or the fixed rate

market would not accept. Private lenders on the capital market are much

more volatile and can more easily be scared by an unexpected event than

ECAs. Our opinion is that ECAs will remain valuable partners as well as

important providers of guarantees. However, if the trade within the

developed world increases, for example within the EU, at the cost of trade

with developing countries the importance of ECAs would decrease

correspondingly. This would be due to the fact that there are alternatives to

ECAs when trading with other OECD-countries. On the other hand, if

projects in developing countries will become more common, the
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importance of ECAs will increase due to the larger risks connected to

developing countries.

ECAs are restricted to which countries they can guarantee a loan and can

only cover up to a certain level. If an ECA does not guarantee the full

amount of a loan, the remaining risk has to be assumed by other investors.

The determining factor is always the project’s characteristics. When an

SPC is set up, its risk is distributed among the involved companies in order

to make companies assume the risk that they are the most appropriate to

cover. It could be seen as the entry-price into a project that a company has

to accept a certain level of risk. Like Skanska, that stated that the amount of

loans the company helps arranging depends on how much ECAs are willing

to insure, it can be argued that most parties in an SPC insure their part of

the risk.

5.3.1 Size

Buyers’ credits and leasing are frequent forms of financing that are more

suitable for Ericsson’s small projects than financing from institutional

investors, such as pension funds or insurance companies. Leases can also

be used for larger projects, but in combination with other financing.

Commercial bank loans are an option for both small and large projects.

Syndicates of international commercial banks make large bank loans, often

used by ABB, Skanska and Ericsson. The advantage of syndicating a loan

is that large amounts of debt can be raised and that the project risk is

shared, a large project might involve up to 15 different banks.
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ABB mentioned that for large and medium sized projects, an ECA loan or a

bond issue could be a solution. A bond-issue is an alternative for projects

with a size exceeding roughly US$100 millions. (see figure 4-1) It is not

appropriate for smaller projects since it is very expensive to arrange.

Consequently only the two case companies with large projects, ABB and

Skanska, use this instrument in project finance. Ericsson seems to think that

bond financing is a much too complicated and large process it for its needs.

Figure 5-1: SPC and bond issue

When considering whether to set up an SPC or not, the size of the project is

of uttermost importance. If the project has a value of less than US$ 75

millions, it is not beneficial to create an SPC due to the complexity. (see

figure 5-1)

5.3.2 Duration

All case companies mentioned that the duration of the project affects the

structure of the loan. Ericsson said that the time factor is an important

aspect when choosing between a buyer’s and a supplier’s credit. A 2-year

or 3-year construction loan from commercial banks is typical for many

projects. Permanent financing demands loans that have longer maturity;

loans with duration of 15 years are often required for infrastructure

Small
project

Large
project

Limit for
SPC

$ 75 M

Limit for Bond
Issue

$ 100 M
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projects. For projects with a short duration, commercial banks seem to be

the most commonly used capital source. Both ABB and Skanska said that

commercial banks on the other hand are often not willing to offer long-term

loans, and when they do offer them, interest rates are not as advantageous

as the interest rates that long-term bonds or pension fund loans offer. If the

project is high-risk, it seems as if it can be almost impossible to get long-

term loans from commercial banks. However, when it comes to low-risk

projects in developed countries, commercial banks can be an option also

for long-term loans.

ABB stated that ECAs, developing banks or bonds are the best options for

loans with longer duration. In developed countries commercial bank loans

or leasing can be an option also for long-term lending. Skanska said that

developing banks or the international capital market with for example large

American pension funds are the best options for cheap loans with long

duration. However, in order to be able to issue bonds the projects generally

must be rated and have reached an operational stage where the project

generates steady revenues. The companies mentioned that during the

construction phase it is difficult to find bond investors since they are risk

averse and want a certain income. Pension funds invest money on long-

term basis in order to have a secured income. Private pension funds could

be interested in investing in project bonds from the start, and according to

ABB this is not impossible but very unusual. The importance of bond

issues and ECAs increase with the duration of the project loan as it

becomes increasingly difficult to find banks willing to give loans for very

long periods. In order to solve this problem, a so-called bridge financing is

used. This means that a short-term loan from a commercial bank is

combined with a long-term loan, often bonds. ABB stated that bonds are a
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good means of shifting a project’s short-term debt into a cheaper long-term

arrangement. Skanska also use bridge financing in order to arrange cheaper

loans once the construction phase is over.

5.3.3 Region

The region has a large influence on a project’s political and commercial

risk. The regional stability affects the possibility to find investors willing to

assume risk. Commercial banks are, as already mentioned, the most

important group of investors. They tend to propose better conditions for

projects in developed countries than in developing countries. Banks are

usually focused upon regions where they have expertise. The companies

stated that the bank’s local knowledge is a very important issue when

deciding which bank to resort to for a specific project. Developed countries

tend to have quite similar laws and regulations, but developing countries

can have very different principles. When laws and regulations differ from

country to country, lenders are required to have knowledge of the local

market. Laws and regulations may also limit the number of options when

setting up a financial arrangement. An example could be a country where it

is not possible to make a bankable agreement, or restrictions regarding

possible ways of arranging credit. In such a country, companies are limited

to certain alternatives such as leasing or buyer’s credit. The companies

seem more willing to lease in developed countries due to risks. If it turns

out that the customer cannot pay the lease, companies want to be able to

repossess the product in a good condition. Depending on the country, it can

be difficult to ensure the product’s quality.
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Bond issues can be difficult in developing countries, as ABB mentioned

that in order to arrange a bond issue the project has to be situated in a

country with good credit rating. If the country does not have a good credit

rating, the only possibility to find investors might be to turn to agencies

like Sida and the World Bank. Receiving some form of support from the

government or from a supranational agency to finance the project seems to

be common for ABB and Skanska. They work with, among other

institutions IFC, NIB and Sida. These institutions can support projects

financially or guarantee loans from other sources. These institutions seem

to play a decisive role for a project’s existence in developing countries as

they can be seen as a guarantee for the project. This guarantee is probably

not only financial but also moral. When a famous international institution

takes part in a project they attract other investors with their good name and

in such a way these institutions seem to guarantee that the projects in which

they participate are honest. It could also be that these institutions have a

long-term perspective in terms of their willingness to strengthen a region

that the other market actors do not have. In this way, even if a region is

touched by a crisis, they still invest and make sure that projects are

completed. Another important function is that these institutions rebuild a

region that has been touched by a crisis. Such an example could be Asia

after the financial crisis when the World Bank gave loans in order to

rebuild or restructure. As opposed to ABB and Skanska, Ericsson has not

benefited to the same extent from this kind of support from the World Bank

and similar institutions, as mobile networks have not been seen essential in

developing countries. However, we believe that this is likely to change due

to the increasing importance of communication for the development of a

country.
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Local capital markets in the developed countries can constitute good

potential sources of funding and at the same time be a means to reduce

political risk. This is based on the assumption that if the local lenders were

involved, local authorities would not take any decisions that risk harming

the project and its lenders. Yet, from what it seems our case companies

prefer to protect them from political risk by using ECAs instead of getting

local funding. One can assume that it is easier for our case-companies to

arrange guarantees with EKN than to involve local banks, due to the fact

that it would be more difficult to maintain a stable relationship with local

banks than with EKN. It would imply a lot of work for our case companies

to start up new relationships with local banks each time they arrive in a

new country or region. However, Skanska, Ericsson and ABB state that

they all work with large international banks which means that already have

a close relationship with a number of banks. In this case, they would not

have to search for new banks each time they start a new project. An

explanation could be that the less EKN guarantees the more important the

bank’s knowledge of the local market becomes. However, the local

knowledge is still the most single important factor when choosing a bank.

This reasoning explains the fact that banks and institutions are focused on

certain markets, such as the American Insurance Group. ABB stated that it

is difficult and expensive to get a loan to a project in an emerging market.
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6 Conclusion

6.1 General remarks

The purpose of this thesis was to describe and analyse how Swedish

companies arrange project finance for large-scale projects.

The privatisation of public sectors has increased the importance of project

finance since the buyer frequently does not have the capacity to finance

projects alone. Swedish companies have responded to the changed market

situation by increasing their analytical skills. Some companies have created

departments for special forms of project finance, and there are even those

who have acquired the competencies to act as external project finance

consultants.

In project finance, the project’s existence is based upon a cash flow large

enough to pay off all investments and costs that occur during the project

period. A form of project finance used by companies is to create a special

purpose company. An SPC is not always a suitable form due to its

complexity. Additionally, an ambiguous situation can arise if the supplier

acts both as supplier to a project and as buyer in terms of sponsor of the

project. The size of the project and the company’s preferences are hence

important for the chosen form.
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In order not to burden their balance sheets when arranging loans,

companies usually act as intermediaries between customer and lender.

However, it occurs that a company accepts to take a loan in its own books

in order to secure an affair. The competition on the market might face a

company with the choice of taking a project in its books or seeing the

project go to a competitor.

6.2 Concluding remarks about influential factors

What one could conclude is that three factors are of special importance

when choosing a certain financial arrangement. These three factors are the

region in which the project is located, duration of the project and its size

measured in monetary terms. Risk could be said to be a deciding factor for

whether a company accepts to invest in a project or not. Further, it is more

difficult to find investors when the risk is high if the project does not have

guarantees from for example an ECA. Another possibility to minimise risk

is to create an SPC, where the risk is distributed among the participants.

In figure 6-1 below, the reader can find a conclusion of suitable funding

sources in relation to the three important factors: size, duration and region.

We have not found any connection between equity investments and these

three factors, consequently we have excluded equity.
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* It is difficult to find banks that provide loans with duration exceeding 10 – 15 years.

** Leasing might be inappropriate for long projects in developing countries due to the high risk.

Figure 6-1: Relations between different sources of capital

Size

The greatest difference between small and large projects is the possibility

to issue bonds for a large project. Commercial banks loans can be

employed for both small and large projects. To obtain large amounts of

debt, it is possible to syndicate a loan. Local sources of capital are less

adapted to deal with large loans, since they often do not have the capacity.

Governmental and multilateral agencies as well as leasing can be used

regardless of the project size.

Duration

Commercial banks are the most important source for short-term loans, but

few of them provide long-term loans. The fixed-rate debt market, on the

other hand, can provide companies with long-term loans on good terms.

However, a bond issue is not suitable for short-term loans. Local sources of

capital do not furnish long-term loans due to their small size. Duration is

not of large importance for governmental and multilateral. Leasing can also

be used both for short and long projects.

Small X X X X
Large X X X X
Short X X X X
Long  X* X X X
Developed X X X X
Developing X X     X**

Leasing

Region

Local Sources 
of Capital

Size

Duration

Commercial 
banks

Fixed-rate 
debt market

Governmental and 
Multilateral 
Agencies



- Conclusion -

77

Region

There are more sources of funds available for projects in developed

countries than in developing countries. This is due to the high risk and

volatile environment in developing countries. Governmental and

multilateral agencies are an important source of funds in developing

countries. However, all projects do not qualify to get their support, they

have to be considered essential for the development of the country. If the

country has an acceptable credit rating commercial bank loans can be used,

but it can be difficult to obtain a commercial bank loan for projects in

developing countries. Leasing can also be used in both developed and

developing countries, even though it can be restricted by local conditions.

The fixed-rate debt market is available for projects in developed countries

but not for high-risk developing countries.

When considering figure 6-1, we noticed that there is a connection between

which sources of funding can be used depending on a project’s size and its

duration. It is explained by the circumstance that the larger the project

measured in monetary terms, the longer the duration measured in time.

Logically, short projects tend to involve smaller amounts of money than

long projects. We have therefore merged size and duration into a single

variable, called duration.

In figure 6-2 we have combined the factor duration and the factor region,

and illustrated the pattern that can be distinguished. Hence, from this figure

it is possible to distinguish what sources of funds that are available in

project finance considering the project’s specific characteristics.
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Figure 6-2: Suitable sources of funds

Financial engineers trying to find the most appropriate arrangement for a

long project in a developed country have four alternatives of sources of

funding to chose between and combine. They encounter more difficulties

with a long project in a developing country where the financial engineering

is more problematical due to few accessible sources.

The result of this study has showed that today there is a limited number of

sources for large-scale infrastructure projects. Maybe due to the scarce

research within the area, the advantages of project finance have not been

fully utilised. We can see that during the past decades project finance has

developed and brought both new forms and new instruments to the market.

We believe that in the future, new investor groups will bring funds that

projects can benefit from.

Duration

Local capital market

Short 

Local capital market

Commercial banks

Leasing

Developing 

Developed

Region

Commercial banks

Long

Governmental agencies Governmental agencies

Bonds

Commercial banks Commercial banks

Leasing Leasing
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Abbreviations

BOT Build Operate Transfer

ECA Export Credit Agency

EKN Exportkreditnämnden

IAD Inter-American Development Bank

IFC International Finance Corporation

IMF International Monetary Fond

NIB Nordic Investment Bank

OECD Organisation for Economic Co-operation and
Development

PFI Private Finance Initiative

SEC Security Exchange Commission

SEK AB Svensk Exportkredit

SPC Special Purpose Company

WB World Bank

ÖKB Österreichische Kontrollbank AG
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Appendix 1: Interview questions

How would you define the concept of project finance?

How has project finance developed during the last two decades?

What are the major issues that have marked the development?

How have these changes affected your company and how have you

responded to these changes?

What are the main reasons for your company to arrange and apply project

finance?

•  advantages

•  disadvantages

What forms of project finance does your company use?

Do you always arrange project finance off the corporate balance sheet?

What agents contribute with equity in project finance?

What different sources of funding would your company use?
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Are there any differences in which financiers you would use depending on

the project’s;

•  Duration

•  Risk

•  Region

•  Country

•  Number of suppliers involved

•  Request of the buyer

What other factors influence which sources of funds your company would

use?
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Appendix 2: Interviews

ABB Structured Finance AB: Jan Brickner, 27/11/01

Senior President

ABB Structured Finance AB: Albert Arnhof, 12/12/01

Senior President

Alstom Power: Lars Danckwardt, 21/11/01

Export Finance Director

Ericsson Corporate Customer Finance: Karin Leijonqvist, 27/11/01

Analyst

Ericsson Corporate Customer Finance: Erik Bertman, 11/12/01

Analyst

Skanska International Civil Engineering AB: Arne Sörstedt, 26/11/01

Senior President

Skanska International Civil Engineering AB Mats Gabrielsson, 26/11/01

Analyst


