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PROJECT FINANCING STRUCTURES
FOR THE RUSSIAN NATURAL RESOURCES SECTOR

The research studies how lack of investment in natural resources sector can be overcome
through application of project financing structures, which are still not used in Russia. The main
characteristics of project finance are considered and its opportunities in comparison to traditional
corporate finance are emphasized, the most common obstacles that prevent implementation of
financing schemes are focused on as well necessary steps to improve this situation are outlined in
the paper.

[Toka3aHO, Kak HEJOCTATOK HMHBECTHIUN B MHHEPAJILHO-CHIPHEBOM CEKTOPE MOXKET OBITH
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MOJTY4UJIO pactpocTpanenus B Poccun. PaccmaTpuBaroTcsi OCHOBHBIE XapaKTEPUCTUKU MPOESKTHO-
ro (PMHAHCHUPOBAHUS, MOTUCPKUBAIOTCS €r0 BO3MOYKHOCTH IO CPABHECHHIO C TPAIUIIHOHHBIM KOM-
MEpUYECKMM (PMHAHCHPOBAHUEM, OMHMCHIBAIOTCS OCHOBHBIC IPEISATCTBUSA, MEIIAOIINE BHEAPCHHIO
JMAHHBIX CXeM (pMHAHCUPOBAHMS, a TAKXKE MPENIAraloTCs Mard A1 YIyqIIeHUs CI0KHUBIIEHCS CU-

TyaIu.

Introduction

The natural resources sector' is tradition-
ally the main pillar of the Russian economy.
For instance, the oil and gas production ac-
counts for roughly 20 % of GDP and generates
half of all foreign exchange revenues. This de-
pendency is also mirrored in the federal budget
of Russia, to which tax and royalty revenues
from this sector contribute more than 30 %.

In contrast to this enormous importance
stands a long time of neglect of necessary in-
vestments to replace outdated machinery and to
develop new resources. This shortfall has many
of its roots in the former centrally-planned
economy. However, even the roughly 15 years
of market economy have not changed the situa-
tion substantially. There are estimations, that
alone in the oil and gas sector a sum of more
than 200 billion US-Dollars is needed for in-
vestments to enhance productivity, increase
pipeline capacity and develop new fields. Oth-
erwise current production levels cannot be re-
tained and the still growing demand of the

! The natural resources sector comprises upstream and
downstream oil and gas production, petrochemicals, mining,
smelting and refining of precious and non-precious base
metals, coal and other minerals, processing, and the transpor-
tation of natural resources. See EBRD (2001a), p. 5.

2 See EBRD (2001b), p. 79.

world market can not be satisfied.’> Especially
the potential for resource development is con-
siderable: Russia possesses roughly 30 % of the
world reserves of natural gas and 5 % of oil. In
addition, there are still significant resources,
that remain unexplored in the northern and
eastern Siberian territories.”

The mentioned facts raise the question
how this lack of investment can be overcome.
In western countries, large investment projects
are increasingly realised with the application of
project financing structures. This kind of fi-
nancing has also found its way to many transi-
tion countries of the former soviet block, where
it is mainly applied in public-private partner-
ships for the modernization of existing and
provision of new public infrastructure. This
refers especially to those countries that have
become new members of the European Union.
However, in Russia — the largest transition
country — project financing remains an excep-
tion.

This article looks for the reasons behind
this low level of application in Russia. It starts
in part 2 with a consideration of the main char-
acteristics of project finance. Part 3 than em-

* See ibid, p. 81.
* See ibid, p. 76 and EBRD (2001a), p. 5.
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phasizes its opportunities in comparison to tra-
ditional corporate finance. After that follows in
part 4 a view on the current state of project fi-
nancing in the Russian natural resources sector.
The most important obstacles that prevent a
stronger application of this financing scheme
are in the focus of part 5. The article concludes
with remarks concerning necessary steps to im-
prove the conditions for a more intensified use
of the tool ‘project finance’ in the future.

Project Finance — Main Characteristics

Project financing has its roots in the natu-
ral resources sector. First forms were developed
in the oil fields of Texas in the 1930s. Later it
was used for the financing of power generation
plants in the US and for the financing of public
infrastructure in the UK as an element of pub-
lic-private partnerships (‘PPPs’). It was also
applied to pay for the setting up of mobile tele-
phone networks in the end of the 1990s.’

According to Nevitt/Fabozi the term ‘pro-
ject financing’ can be defined as follows:

“A financing of a particular economic unit
in which a lender is satisfied to look initially
to the cash flows and earnings of that economic
unit as the source of funds from which
a loan will be repaid and to the assets of the
economic unit as collateral for the loan.”®

In detail, project financing structures are
characterised by the following elements:’

(1) ‘New Project’” — mainly financing of a
new project, although refinancing of maturing
loans within existing project finance schemes is
also possible.

(2) ‘Ring-Fenced Project’ — financing of a
legally and economically confined project via a
special purpose vehicle (SPV). The only busi-
ness of this legal entity is the project (project
company).

(3) ‘Substantial Investment Needs’ — en-
terprises to be realised via project finance
schemes require investments that range from
double-digit million sums to several billions of
US-Dollars. The main part — 70 to 80 % — has
to be financed by lenders. These are in the most
of the cases banks. However, in the last time

> See Yescombe (2002), p. 6.
8 Nevitt / Fabozzi (2000), p. 1.
7 See Yescombe (2002), p. 7f.
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there is also an increasing use of bonds.® The
remaining part — 20 to 30 % — is financed by
the project sponsors.’

(4) ‘Syndicated Lending’ — Due to the of-
ten tremendous financial investment needs a
single bank is in most of the cases unable to
provide the whole financing.'” Specialised
banks (lead arranger) organise the financing by
distributing the credit (syndicating) over a
number of banks (participants).

(5) ‘Non- or Limited Recourse Finance’ —
there are no or only limited guarantees from the
sponsors for the project finance debt.

(6) ‘Cash Flow — Reliance’ — the lenders
have to rely on the future cash flow for interest
and debt repayments. The only real security for
their invested capital consists of the project
company’s contracts, licenses or ownership of
natural resources, since the physical assets of
the project company are often of little worth
and do not yield a 100 % compensation in the
case of a borrowers default.

(7) ‘Finite Life’ — Each project has a cer-
tain ‘life expectancy’ determined by such fac-
tors like the duration of licenses or the avail-
ability of natural resources. Therefore, the pro-
ject finance debt must be fully repaid by the
end of a project’s life.

The following figure shows a simplified
project financing structure in the natural re-
sources sectors: The project company stands in
the core and has contractual relationships with
constructors, sponsors, lenders and offtakers. A
concession or license granted to the project
company by the government or a public author-
ity forms the legal foundation for the intended
exploitation of natural resources. Naturally, the
constructors are mainly involved in the con-
struction phase of the project, but could remain
partners by signing maintenance contracts for
installed equipment. "’

8 A further development in this regard is the securitiza-
tion of project finance loans.

® This amount of money can be considered as a signal,
that the project sponsors are interested in the success of the
enterprise.

' This is normally caused by insufficient financial re-
sources and the necessity to prevent a too high risk exposure.

" The role of constructors can further increase, if they
offer sales financing for their delivered equipment. It is even
possible, that they become responsible for the whole con-
struction and running of e.g. surface mines in so called
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The Opportunities of Project Finance

Traditionally, new investment projects are
financed with a corporate loan. In this case, the
company uses its cash and existing or newly
raised credit lines to pay for the project. For the
company (sponsor), project finance structures
with a large amount of external financing offer
the opportunity to prevent a long capital
lockup, to relieve the balance sheet and to in-
crease the return on the equity, that is dedicated
to the project (‘leverage effect’).'” This also
enables the sponsoring company to faster ex-
pand its business by realising more investment
projects at the same time.

For the lenders, the project company’s
separate running guarantees a high level of
transparency of the business processes and fi-
nancial flows. They can be assured, that the
project company is isolated from possible eco-
nomic problems of the sponsor and will remain
a going concern even when the sponsor is bank-
rupt. The separation also allows an easy selling
of the project company to other parties.

From this point of view, project financing
can be an adequate structure especially for tran-
sition countries like Russia where the organisa-

Build-Own-Transfer (BOT) or Build-Own-Operate (BOO)
schemes. Although, this would not fit in the project finance
structure shown here. See Linden (2002), p. 232.

12 See Yescombe (2002), p. 14£.

tion of enterprises is often still opaque and ac-
counting does not comply with international
standards. However, as described above, pro-
ject financing structures are a network of con-
tracts. Their enforceability has to be guaranteed
by the legal systems, which are not yet as effi-
cient as in developed countries of the western
hemisphere.® Although experience from de-
veloping countries shows, that a lack of legal
security can be outweighed by contractors with
economic and political influence.'*

The State of Project Finance in the Rus-
sian Natural Resources Sector

To this day, there has been only a very
small number of project finance arrangements
in Russia. However, all of them were realized
in the natural resources sector.'> The following
table yields a survey of the most important pro-
jects in the mining sector. Here, only the first
mentioned project — the Julietta Mine — in the
Magadan region is effectively running. The
credit contract for the Middle-Timan Bauxit
Mining and Processing project is signed, but
the disbursement of the loans is delayed due to
the recent entry of RUSAL (Russian Alumin-
ium) in the project.'®

13 See EBRD (2005b), p. 69f..

' See Claudy (2002), chapter II, part A, and chapter IV.
'3 See The Banker (2004), p. 114.

16 See EBRD (2006a).
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Metal Project Financing
Year Name / SPV / Purpose Sponsors Location | Total Project Cost | Lenders
2000 Bema Gold’s Julietta mine — Bema Gold Corpo- | Magadan |40 Mio. USD — HypoVereinsbank,
ration Region Standard Bank and
OMGC (Omsukchansk Mining | (Canada) (79 %) IFC (35 Mio. USD)
Geological Company) — Locals (21 %)
Construction of the gold mine
Planned | Middle-Timan Bauxit Mining & | — SUAL Group (The | Komi 150 Mio. USD —EBRD
Processing Project — Phase 1 Siberian-Urals Alu- Republic (European Bank
minium Company) for Reconstruction
OAO Bauxite Timana / ZAO | (50 %) and Development)
Komi Aluminium — RUSAL (Russian (45 Mio. USD)
- - Aluminium) (50 %) — IFC (International
B Expanglon of the mine, Finance Corporation)
— Appraisal studies for an (45 Mio. USD)
alumina refinery and an _ International bank
aluminium smelter complex syndicate
(60 Mio. USD)
Planned | Asacha Gold Mine — TSG (Trans-Siberian | Kamchatk | 90 Mio. USD — EBRD
Gold) a Region — Standard Bank
ZAO Trevozhnoye Zarevo
Construction of the gold mine

Source: Bema Gold Corporation (2000), EBRD (2004), EBRD (2005¢), EBRD (2006a), Trans-Siberian Gold (2006).

A third project — the Asacha Gold Mine —
is also ‘in the pipeline’, but the signing of the
credit contract is postponed because of the lack
of certain technical conditions and still missing
documents in regard to the production license.'”

The amounts of investment in the mining
sector are lower than in the area of oil and gas
(see table below). The first realised project fi-
nancing scheme in this regard had an amount of
nearly 800 million USD and is situated at the
coast of Sakhalin Island. It mainly consisted of
the construction of an offshore oil platform.

This so called Sakhalin II — Phase 1 pro-
ject forms the base for Phase 2, which is cur-
rently the largest development and exploitation
project with an estimated financial need of up
to 10 billion USD. This project would also be
the largest foreign direct investment in Russia
since 1990. Currently, the project is under bank
review, whereas open questions concerning the
environmental impact are the most critical
points that hinder a loan decision. This is espe-
cially due to the intended construction of un-
dersea and offshore pipelines. On the one hand,
the undersea constructions and the running of

'7 See Trans-Siberian Gold (2006).
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the oil platforms would effect the life habit of
Gray Wales. On the other hand, the offshore
pipeline would cross hundreds of wild salmon-
bearing streams.'® The table contains also the
so called SeverTEK project, which is like the
first phase of Sakahlin II already running. It
was the first project finance scheme in the oil
and gas sector that was realised after the fi-
nancial crises of 1998. It comprises mainly oil
production and pipeline construction in the
Nenets Autonomous Area. The implementa-
tion of the project took only short time and
prompted the hope for a large number of suc-
cessors. However, till today, no further project
finance loans were disbursed. The reason for
the fast progress of the SeverTEK project was
obviously related to the character of the in-
volved participants. Two of them, namely the
EBRD as one of the main lenders and Lukoil
as the Russian partner possessed obviously
enough political weight to accelerate bureau-
cratic processes. The following part will show
that the latter are currently one of the largest
‘hurdles’ for an increasing project finance ac-
tivity in Russia.

18 See WWF (2004), p. 1.
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Oil & Gas Project Financing
Year Name / SPV / Purpose | Sponsors Location Total Project Cost | Lenders
1997 Sakhalin II — Phase 1 — Royal Dutch/Shell | Sakhalin Island | 780 Mio. USD —EBRD
(55 %) (116 Mio. USD)
SEIC (Sakhalin Energy | —Mitsui and Co Ltd. — OPIC (Overseas
Investment Company (25 %) Investment
Ltd.) — Mitsubishi Corporation)
Corporation (116 Mio. USD)
Construction of one (20 %) — JBIC (Japanese Bank
offshore production for International
and drilling platform Cooperation)
(116 Mio. USD)
2002 SeverTEK — Fortum (50 %) Nenets 355 Mio. USD — EBRD
— Lukoil (50 %) Autonomous (100 Mio. USD)
JSC SeverTEK Area — International bank
syndicate (7 banks)
Construction of: arranged by the
— wells HypoVereinsbank
— a central processing (100 Mio. USD)
facility
— a connection to the
regional pipeline
Planned | Sakhalin II — Phase 2 — Royal Dutch/Shell | Sakhalin Island | 10 Billion USD —EBRD
(55 %) —JBIC
SEIC (Sakhalm Energy — Mitsui and Co Ltd. —ECGD ,
Investment Company (25 %) o (the UK GO\{ernment S
Ltd.) - Mltsub}shl Export Credit Guaran-
Corporation tee Department)
Construction of’ (20 %) - EXIM
— two offshore production (US Export-Import
and drilling platforms Bank)
— pipelines — Others
— oil and gas export
terminals
— Liquefied Natural Gas
(LNG) plant

Source: EBRD (1997), EBRD (2002), EBRD (2005a), EBRD (2006b).

Obstacles to Project Finance in the Rus-
sian Natural Resources Sector

The most important obstacle to a larger
use of project finance structures is the currently
low demand for external financing in this sec-
tor. The few investments that are made by na-
tional producers are financed with high reve-
nues from a drum-tight world market for re-
sources and energy. Therefore, these companies
do not look for financing structures with a long-
term orientation. However, there are also a lot
of problems that would make it difficult to or-
ganise project finance structures in practical
terms — especially for foreign investors:

(1) Unclear political agenda in regard to
natural resources and FDI

The years between 1990 and 2000 have
been a period of political and economic insta-
bility with changing governments and a serious
financial crisis in 1998. With the first tenure of
president Vladimir Putin, that started in 2000,
began an economic recovery and a process of
political stabilisation. However, it is still not
clear towards which kind of economic organi-
sation Russia is developing and what role espe-
cially the natural resource sector and foreign
direct investments (FDI) will play in this evolu-
tion. Because of these political risks, each lar-
ger project finance has to involve participants
with political influence in Russia. This can be
international development banks or important
national enterprises with a close relation to the
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Russian government. Especially the EBRD has
in regard to Russia a substantial political
weight. This is due to the fact that Russia itself
is a member of this bank and that some of the
other members are important trade partners of
Russia like e.g. Germany. "

(2) High transaction costs due to long lead
times and high complexity of the deals

High transaction costs are a typical prob-
lem of the organisation of project finance struc-
tures. This refers not only to Russia. However,
numerous bureaucratic problems and the lack
of experience increase them substantially.”” The
following points illustrate this more in detail.

(3) Too many necessary permits to set up
SPVs

As described above, the core of each pro-
ject financing scheme is the special purpose
vehicle or easier: the project company. There is
still a too long bureaucratic procedure to regis-
ter such a legal entity. This refers especially to
‘catch-22’ situations, where it is e.g. impossible
to get a permission without having a second
one, but to get the second one, the first is
needed. A further problem relates to the fact
that the SPV has to have a license to expropri-
ate natural resources like oil, gas and metal.
This license can be transferred from the spon-
sor company. In the case of Russia there has to
be a tender to move the license to the SPV
which includes the risk to loose the production
permission to third parties.?'

(4) Lack of legal security for investors and
lenders in the case of project failure

Not each project finance scheme reaches
its financial goals. This can be due to an incor-
rect financial forecast, mismanagement or un-
foreseen events. In all cases it is necessary to
find a solution, that satisfies primarily the inter-
ests of the lenders. The current legal situation
in Russia impedes a quick distribution of assets
in the case of project failures, since every trans-
fer of ownership has do be done with an auc-
tion. Currently, investors evade this problem by
an offshore registering of the project company
like e.g. in the case of Sakhalin II.%

' For the special position of the EBRD see Claudy
(2002), p. 133.

%' See The Banker (2004), p. 114.

I See ibid, p. 109.

? See ibid.
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(5) Lack of project finance experience in
the Russian banking market

The Russian banks are still in a process of
transformation to become real financial inter-
mediaries. There are some banks with sufficient
capital resources, but they still have not enough
project finance related experience.

(6) International commercial banks have
the experience, but show little commitment

There is a large and developed interna-
tional market for project finance. More than
100 banks act as lead arranger. Roughly 20 of
them organise worldwide project finance syn-
dicates.”> However their interest for the Russian
market remains low. The reason for this lies
obviously in the still unclear direction of the
Russian market development especially in the
field of the natural resources industry. Another
problem is the prohibition for foreign banks to
open up branches in the Russian Federation,
which could be the ‘bridge heads’ for an in-
creasing commitment.

Conclusion

An increased application of project finance
structures could help to overcome the lack of
investment in the Russian natural resources sec-
tor. As shown, there remain a lot of bureau-
cratic problems to set up the necessary legal
entities. But even more problematic are the
open questions concerning the future path of
the Russian economic policy, especially to-
wards foreign investment. This leads to the fol-
lowing steps to be undertaken in order to in-
crease investment in the natural resources sec-
tor: (1) Presentation of a political road map for
the economic development in Russia — This
guideline should include a clear decision for
free competition and equal opportunities for
foreign investments in the natural resources
sector; (2) Simplifying of bureaucratic proce-
dures — One element of this could be the or-
ganisation of ‘one-stop-shops’ for the registra-
tion of project companies; (3) Permission for
foreign banks to open up branches.

The last point is of special importance,
since the Russian banking sector is only poorly
equipped with capital and, above all, already
strongly involved in the business with the natu-

3 See Yescombe (2002), p. 24f.
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ral resources sector. An increased investment of
its scarce capital in this sector would further
deteriorate the access to finance for other sec-
tors of the Russian economy. Especially small
and medium-sized enterprises would have in-
creasing problems to find loans to pay for their
expansion, what would hinder an overcoming
of the monotone economic structure of Russia.
This structural change is at least necessary in
the long run, since even the largest proven or
undiscovered reserves will be exhausted one
day. But also in the short run a diversification is
needed to relax the relationship between the
development of world market prices for natural
resources and the revenues of the Russian fed-
eral budget.
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