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and conditions and the adequacy of the counterparties acting as risk carriers. It is in 
the interests of both the insureds and the lenders to ensure that, if a claim is to be 
made there will be no uncertainty regarding whether the insurers will deny liability 
for a portion or all the loss citing the existence of another insurance that may be 
brought into contribution for its rateable proportion. Th e ‘other’ insurance may be 
poorly constructed and entered into with a less creditworthy insurance counter-
party. At best, the project company would be faced with delays in receiving loss 
proceeds due to the need to progress the claim and agree liability and quantum with 
another set of insurers and at worst, it could fi nd that a portion of the loss lies with 
an entity lacking the fi nancial strength to pay. Th erefore, this clause is intended to 
maintain the integrity of the intention between the insured and the insurer to have 
the designated insurance cover in place.

To establish whether contribution will apply, it is necessary to establish whether or 
not the following factors exist between the policies. First, do they cover the same 
subject matter? A policy covering the buildings and a policy covering both the 
buildings and their contents would contribute in the event of damage to the build-
ings but not the contents. Secondly, do they cover the same peril causing the loss? 
Th is must be the same under both policies meaning that a policy covering property 
on a fi re and perils basis would not contribute with a policy covering theft only, 
whereas a policy covering ‘all risks’ will contribute with a fi re policy. Th irdly, are 
they both policies of indemnity? Contribution only applies to contracts of indem-
nity and not to contracts that provide benefi ts. Fourthly, do they both cover the 
same insurable interest? Diff erent persons can have an interest in the same property, 
for example, a senior lender and a project company, a landlord and a tenant, a mort-
gagor and a mortgagee. If each takes out insurance to protect their own interest 
there will not be contribution. However, if both insure their own interest but one 
includes the interest of the other party then there will be contribution with respect 
to the overlapping cover. Finally, do they both provide liability for the claim? Both 
policies must establish that the claim is covered by its terms and conditions and 
therefore is liable to pay the loss. If one policy has more strict terms that mean the 
relevant insurer is not liable, then it will not contribute to the loss.

Subrogation 
Sometimes the insured event is the responsibility of another party. Th is could have 
two undesirable consequences: fi rst, the insured could claim under their policy, 
then pursue the guilty party and so recover more than they had lost, which would 
breach the principle of indemnity.35 Secondly, the insured who suff ered the loss and 
is indemnifi ed by insurers may suff er a further loss because the cost of maintaining 

35 MacGillivray, 22-2. An insurer may not avoid liability on the grounds that the insured has a right 
of action against a third party just as a third party may not avoid liability to the insured based on the 
existence of insurance covering the loss suff ered. 

6.72

6.73



Insurance Risk itself and Lenders’ Clauses

159

its insurance coverage (for instance, at the renewal of the policy) will have increased 
to refl ect the loss experienced by the insured. To prevent these situations from 
occurring, the courts have developed the principle of subrogation. Th is allows 
insurers to recover their outlay for claims settled under a contract of indemnity 
from the third party in the name of the insured and this also ensures that the 
premiums of the insured will not rise. 

Under English law, there are four ways in which the rights of subrogation may arise. 
Th e fi rst is in tort, and most commonly subrogation arises after an insured loss is 
caused by a negligent third party who remains liable for the loss caused. Because the 
damages are also insured, the insurers can recover what they pay out from the neg-
ligent party. Subrogation may also arise by way of contract, meaning that if a 
contractual term makes another party responsible for the damage which has been 
sustained, then the insurers can recover the amount they pay out in the event of a 
claim. Th irdly, under statues like the Riot (Damages) Act 1886 the police are respon-
sible for keeping the peace as well as for damage caused by rioters if they fail to do 
so. Fourthly, where a constructive total loss has been paid by an insurer the insurer 
becomes the owner of the undamaged property and can raise funds by selling it. 
Insurers can only recover their liability under the insurance contract. Th erefore, 
if the claim has been settled with reductions because of, for example, an excess 
applying, the insured can still recover this uninsured amount from the party 
responsible.

When subrogated to the rights of the insured, the insurer has both a right of action 
in money against the third party that caused the loss, as well as an equitable propri-
etary interest in any money received by the insured from that third party as 
compensation. An insurer who has paid under the insurance therefore benefi ts 
from all rights possessed by the insured relative to the loss insured against.36 In the 
event the insured receives compensation both from the insurer and from the third 
party who caused the insured loss, and the total amount of compensation exceeds 
the quantum of the insured loss, the insured must account to the insurer for any 
excess amount.37 

Mitigation of the risks presented by general insurance law principles—lender 
endorsements

Lenders as insured parties and severability of interest
By being a named insured, the lenders obtain a degree of control over the relevant 
insurance policy. It provides protection to the lenders in their own right against any 

36 Chitty, 41-091, citing Castellain v Preston (1883) 11 QBD 380; Lord Napier and Ettrick v Hunter 
[1993] 2 WLR 42; Marine Insurance Act 1906, s 79.

37 Chitty 41-094.
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liabilities that may arise from their activities related to the project as well as allowing 
them to bring claims in respect of their own insurable interest.

By insuring their interest it means that there is a ‘severability’ of insurable interest 
that facilitates protection in the event another insured voids the policy. For exam-
ple, if the project company voided a policy in a situation where the lenders were not 
also a named insured, cover would be withdrawn as there was only one insured 
involved and no other insurable interest that could be indemnifi ed. Th ere would 
therefore be no protection of the project company’s ability to maintain its debt 
service obligations in situations where insurance acts as the sole source of revenue 
protection, for example, following a natural force majeure event.

With insured party status, the lenders may exercise their rights over the policy, par-
ticularly in a ‘step in’ situation whereby they would need not only to take possession 
of the policy in order to control its benefi ts, control premiums, return of premiums, 
and negotiation of claims, but also to protect themselves against any liabilities or 
risks that arise following the taking over of the project assets, as well as prevent the 
cancellation of the insurances by the insurers following the demise of the project 
company. Customarily, the lenders are named as additional insureds on all material 
insurance policies of the project company except with respect to the employer’s 
liability and motor vehicle liability insurances.

Vitiation and invalidation
‘Non invalidation’ and ‘non vitiation’ are generally used as synonymous terms. 
An invalidating or vitiating act occurs where an insured fails to make a proper 
disclosure of material information to the insurers or otherwise misleads them by 
way of a misrepresentation, whether innocent or deliberate. Th is would entitle the 
insurers to declare the policy void or give them grounds to vitiate a given contract 
of insurance. Similarly, if an insured breaches a term, condition, or warranty con-
tained in a contract of insurance, the insurer is entitled to invalidate cover with 
respect to the loss. 

Under English law, where the insurance has more than one insured party and also 
includes a severability of interest clause, insurers will accept liability for losses where 
one insured party has been at fault for breaching policy terms and conditions. Th e 
protection obtained by the ‘non invalidation’ wording is that insurers will not 
declare the policy void with respect to the other insured parties who have not made 
a false disclosure or breached any term or condition of the contract of insurance. 
Th erefore, the position of the other insured parties is always protected, provided 
they themselves do not fail to make a material disclosure to insurers or otherwise 
mislead the insurers or breach a condition or warranty of the insurance. 

Th e purpose of the ‘non-vitiation clause’ or ‘non invalidation clause’ in a project 
fi nancing is to prevent the insurer from using such a vitiating event as a means of 
declaring the contract of insurance to be void and thus circumventing its obligation 
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to make payment to the lenders as loss payees. To ensure the optimum level of pro-
tection, the project company needs to be protected in the insurance policies by: 

(1)  a provision that expressly sets out that each insured party operates as a separate 
and distinct entity and cover applies in the same manner and to the same extent 
as if individual policies had been issued to each insured party in respect of its 
own interest; 

(2)  a provision that clearly states the liability of the insurers to any one insured is 
not conditional on the due observance or fulfi lment by any other insured party 
of the terms and conditions of the policy or duties imposed; and 

(3)  an express ‘non invalidation’ insurance protection in the insurance policies that 
states a vitiating act committed by one insured party shall not prejudice the 
right to indemnity of any other insured party.

A further issue with respect to such clauses in project fi nanced transactions centres, 
not on the invalidating act itself, but rather on the insurers’ right to subrogate to the 
rights and remedies available to the party they indemnify, against any party that was 
responsible for an invalidating act that contributed to the loss for which the insur-
ance indemnity was made. Th ere are two aspects to this:

(1) First, if a lender is found to have committed an invalidating act that in some 
measure contributed to the amount of indemnity payable under the insurance 
programme to another project party, the insurers seeking to recover from them 
to the extent of the lender’s culpability should not expose them to a right of 
action. Not surprisingly, insurers can be very resistant to waiving rights against 
a party that is culpable of a vitiating act. In practice, it is highly unlikely that a 
lender will ever be in a position to invalidate the insurance and therefore the 
risk to the lenders in not obtaining this ‘protection’ is not considered signifi -
cant. It is fairly standard (although not universal) for insurers to retain rights 
against the party that vitiates. However, insurers will also often agree to waive 
rights of subrogation in favour of the lenders in this regard. 

(2) Secondly, the insurers should not as a rule have the ability to assume the rights 
of the lenders under the fi nance documents against the project company. 
Insurers, when requested, commonly agree to this. Th erefore, if the insurers pay 
a claim to the lenders in circumstances where the project company may have 
committed a vitiating act, the insurers would not then be able to seek recovery 
of their outlay to the lenders by pursuing the project company using the lend-
ers’ rights under the fi nancing documents.

Assignment of insurances
In project fi nance transactions, the key element that is used to create security for the 
lenders in the insurance programme is a legal assignment of the insurance. Th e 
project company will issue a notice of assignment in respect of the marine transit, 
construction, physical damage, delay in start-up, operational physical damage, and 
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business interruption, and other material policies of insurance and reinsurance and 
acknowledgements of such assignments are customarily obtained. 

It is crucial to the lenders’ ability to rely on and take security over the insurance 
programme that the project company assigns to the security agent or trustee all its 
rights, title, benefi ts, interests, and claims, whether existing now or in the future, 
under and in respect of the material insurances (the insurer will do likewise in 
respect of the reinsurances) and all insurance proceeds in respect of material insur-
ances and reinsurances. Th e assignment will not include any material insurance in 
respect of liabilities to third parties to the extent that the assignment of that right, 
title, benefi t, interest, or claim is unlawful or impossible as a matter of law, or would 
constitute a breach of the terms of any contract or agreement regulating or creating 
such right, title, benefi t, interest, or claim. Additionally, the assignment will have to 
be structured to ensure that it will not render the insurance or reinsurance contract 
void or voidable or unenforceable by the project company or any other insured or 
reinsured party as a result of the deed of assignment. Finally, assignment is not typi-
cally required with respect to the non-material insurance such as employers’ liability 
or motor vehicle liability insurance. In the event that the lenders exercise step-in 
rights these insurances would need to be eff ected in respect of the substitute com-
pany’s directors, employees, and motor vehicles. 

One of the key diff erences between New York and English law-governed fi nancings 
relates to the manner in which security is taken over the project insurances. Unlike 
in England, assignments of insurances or reinsurances are rarely used in fi nancings 
governed by New York law. Rather, security is granted by way of a pledge and secu-
rity agreement that serves to attach the policy of insurance and, under the New York 
Uniform Commercial Code, art. 9-203, also provides for the perfection of the 
security interest. Th is will often be complemented by a separate acknowledgement 
or endorsements whereby the insurer agrees that proceeds are to be paid into project 
accounts over which the lenders have security. 

Loss payee provisions
Under the fi nance documents, the project company is typically required to open 
and maintain an insurance and compensation account for receipt of insurance pro-
ceeds (other than delay in start-up, business interruption, and/or third party liability 
proceeds) and other compensation amounts. Th e insurance policies will contain 
loss payee provisions that treat the project company as the sole loss payee but will 
direct that proceeds be credited to diff erent accounts depending on their nature. 
Material damage insurance proceeds (all proceeds of insurance received by or pay-
able to the project company under the ‘material damage’ policies of marine transit, 
CEAR, and PD insurance) and third party liability proceeds (not paid directly 
to third parties) will be credited to a compensation account along with any 
other compensation amounts that are not expressly directed elsewhere. Proceeds 
from loss of revenue insurance (including proceeds received in respect of a delay in 
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start up) will be credited to the project company’s off shore operating or revenue 
account. Any proceeds payable directly to a third party in settlement of third party 
liabilities will be paid directly to the third party claimant unless the payment is to 
indemnify a payment already made by the project company, in which case those 
funds will be paid into the insurance account. Th e lenders are granted security over 
the project company’s accounts and any disbursements to be made from those 
accounts are regulated by the provisions of the fi nance documents. Typically, the 
notices of acknowledgement of the reinsurance assignment contain loss payee pro-
visions that direct the reinsurers to pay insurance proceeds directly to the project 
company’s accounts. 

Waiver of rights of subrogation
In the context of a project fi nancing, policies of insurance will frequently cover 
multiple parties. Th ese parties, in the event a loss occurs, could have valid claims 
against one another and the insurer might be entitled to subrogate itself to these 
rights. For instance, if the project company and a subcontractor are both insured 
parties under the same policy, any loss caused by one to the other could result in the 
insurer subrogating itself to the rights of the injured party against the party that 
caused the loss. To avoid the numerous problems that this would pose, the insured 
would typically insist on the inclusion of a waiver of rights of subrogation in which 
the insurer waives any right of subrogation it has against certain defi ned parties. 
While the parties against which this right is waived might be explicitly named, in 
other circumstances a group may be defi ned generally to include, for example, all 
subcontractors or the secured lenders. 

Ability to amend insurances and market availability
Since risk is variable, the initial insurance may cease adequately to cover the project 
and the lenders. For this reason, the fi nance documents may allow the lenders’ 
agent or trustee, acting reasonably or on the instructions of the majority lenders 
and in consultation with the lenders’ insurance advice, to require that the project 
company seek an amendment to an existing policy within a given time period.

Like many markets, the insurance market is subject to cyclical movements and 
changes in risk appetite. As a result, an insurance programme agreed between the 
project company and the lenders at fi nancial closing which refl ects the availability 
and terms of insurance available at that time may not be deliverable by the project 
company throughout the term of the loans. Certain types of cover may become 
unavailable (as was the case with terrorism insurance in the immediate aftermath of 
the events of September 2001). More commonly though, some specifi ed insur-
ances may cease to be available on ‘commercially reasonable terms’, such that a 
prudent company would not consider it appropriate (based on a reasonable risk-
reward balance) to place such insurance. Alternatively, certain deductible levels or 
endorsements required by the lenders may cease to be available or insurers may 
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decline to provide such endorsements containing the required wording. In such 
instances, it is not unusual for the fi nance documents to contain a mechanism to 
allow for a suspension or amendment of the relevant insurance obligations until 
such time as the project company is able to resume such obligations.

Broker’s letter of undertaking

Purpose
Th e role of an insurance broker is to act as an intermediary between the insured and 
the insurer or, in the context of reinsurance, between the insurer and the reinsurer. 
It thus becomes necessary that material information passes from the broker to both 
parties to ensure that a valid contract of insurance is formed. In the case of primary 
insurances, the broker acts as the agent of the project company and so the lenders 
typically wish to ensure they can control the scope of the grant of authority that the 
broker receives from the project company and commit the broker to act appropri-
ately. Th is is done by way of a broker’s letter of undertaking (often referred to as 
a BLOU) which is included in the schedule of insurances set forth in the fi nance 
documents. It is signed by the broker and addressed, as appropriate, to the onshore 
or off shore security agent or trustee. 

Customary provisions
Th e provisions included in a BLOU vary signifi cantly depending on the nature 
of the project as well as the state of the insurance market. Generally, it will require 
that the broker provide material information to the project company and the lend-
ers and contain provisions ensuring that payments be made to specifi ed project 
accounts. Th e broker will also confi rm that the insurances entered into are in full 
force and eff ect and are substantially in form required by the relevant fi nance docu-
ments and the schedule of insurances. As is crucial to ensure the validity of 
the insurances, the BLOU will also confi rm that the broker made adequate 
disclosure to insurers and reinsurers and that no such disclosure was inaccurate, 
incomplete, or misleading. 

Th e BLOU will often include specifi c undertakings to give notice to the lenders 
that any insurance to be entered into, renewed, or renegotiated will comply with 
the requirements of the relevant fi nance documents. Th e broker will also undertake 
to give similar notice in the event premiums due are not paid and that all premiums 
received from the project company will be appropriately paid to, as relevant, the 
insurers or reinsurers. Information regarding any act, omission, or event that any 
insurer or reinsurer advises may have a material impact on the cover provided by 
the project’s insurances will need to be notifi ed to the lenders. Any change to the 
insurances that the lenders require be put in place will also need to be notifi ed. In 
particular, this includes notice of any assignment or purported assignment or the 
creation of any security interest over any of the insurances. Since the insurance 
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market is not static, changes to the terms of insurance or reinsurance may be neces-
sary and the broker will be obliged to give notice of any alteration of material terms 
of insurance or reinsurance, including changes to any premiums that are payable, 
as well as the expiry of coverage. Of course, notice must also be given if the broker 
ceases to act in that capacity.

Broker’s letter of undertaking in the context of reinsurance
As mentioned previously, because certain jurisdictions require that insurance be 
purchased in the domestic insurance market, and because of the scope and nature 
of the risk being insured in an international project fi nance context, a certain per-
centage of the insurance is required by the lenders to be reinsured. Th e crucial 
diff erence in respect of the broker, in the context of reinsurance, is that it is acting 
as an intermediary between the primary insurer and reinsurer. As such, it has no 
obligation to the insured parties or the lenders in much the same way the primary 
insurance broker would not normally have an obligation towards the lenders. 
Otherwise the BLOU serves much the same function as under the primary insur-
ances, and must be executed by any broker acting as agent of the insurers.
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Introduction

Project fi nancings can be document-heavy transactions due to the elaborate risk 
allocation and mitigation measures they engender. A particularly complex fi nanc-
ing will generate copious amounts of documentation addressing the project’s 
construction and operation, the fi nancing that supports it, and the security that in 
turn underpins the fi nancing. Th e fi nancing arrangements between the project 
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company and the lenders will typically be memorialized in a suite of documents 
that refl ect the idiosyncrasies of the particular transaction. Needless to say, great 
care must be taken faithfully to refl ect the parties’ actual commercial bargain; the 
consequences for not doing so are considerable.1

Th is chapter will analyse the key loan documentation typically encountered in a 
project fi nancing and a selection of the key documentation issues therein that most 
often arise in practice.

Credit Agreements

Th e credit agreement is the principal legal document that formally records the 
express terms2 agreed by the borrower and lender to govern their contractual rela-
tionship. At its core, the lender will lend or agree to lend a sum of money to the 
borrower in return for the borrower’s promise to repay that sum either on demand 
or at the agreed time, usually with interest.3 Th is foundation will be supplemented 
by protective and administrative provisions, such as representations and warranties, 
covenants, events of default, agency mechanics, and dispute resolution clauses, 
among others. Market practice and the desire on the part of arrangers and originat-
ing lenders to syndicate or sell down all or part of the loan will often dictate the 
form, if not the substance, of the credit agreement. Potential syndicatees and trans-
ferees will baulk at participating in agreements that contain material provisions 
seen to be unusual or ‘off  market’. Th ere is therefore merit in reserving adventurous 
or novel ideas for the genuinely bespoke and complex transaction. For this reason, 
a number of English law governed project fi nance credit agreements are based on 
the London Loan Market Association’s (LMA’s) leveraged form credit agreement, 
duly adapted to suit the relevant circumstances of the particular transaction, and 
are readily recognisable in the lending market. 

1 Th is is particularly important under English law, where pre-contractual negotiations will, as 
a general rule, be superseded by the written agreement of the parties. But not, it appears, under 
continental civil law regimes. Art. 4.3 of the UNIDROIT Principles of International Commercial 
Contracts, UNIDROIT, 2004 and Art. 5.102(a) of the Principles of European Contract Law (1999) 
allow recourse to prior negotiations in ascertaining the ‘common intention of the parties’, as does 
the United Nations Convention on Contracts for the International Sale of Goods (1980). See also 
C. Valcke, ‘On Comparing French and English Contract Law: Insights from Social Contract Th eory’, 
16 January 2009 at <http://ssrn.com/abstract=1328923>, mentioned favourably by Lord Hoff mann 
in Chartbrook Ltd v Persimmon Homes Ltd [2009] UKHL 38, which case also reviews the English case 
law authorities on the point.

2 In addition to other terms that may be implied by the applicable general law.
3 Certain jurisdictions, such as Saudi Arabia, do not enforce the payment of interest on the basis 

that it is contrary to Sharia’a law. In those cases, other fee or profi t-sharing structures may be employed. 
Th ese are more fully explored in Chapter 10.
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In a multi-sourced fi nancing where a number of lenders are advancing diff erent 
tranches of debt, it has become customary for the provisions that are common to 
the various debt tranches to be set out in a ‘common terms agreement’. Th is allows 
the commercial and operational features unique to each debt tranche to be set out 
in a more streamlined agreement, which incorporates the common terms by reference. 
Th is approach saves time and cost in avoiding multiple bilateral negotiations over 
substantially similar provisions, ensures lender parity, at least to the extent of the 
common terms, and, perhaps most importantly, reduces the risk of terms being 
construed inconsistently across tranches, particularly where they are governed by 
diff erent laws.

Th e project fi nancing credit agreement is broadly similar to the agreement seen in 
other fi nancings, with a few (but critical) diff erences, some of which are explored 
below. Detailed checklists of the typical conditions precedent, representations and 
warranties, covenants, and events of default customarily set out in project fi nancing 
credit agreements are outlined in Appendix 1.

Purpose clause

Most credit agreements will set out the purpose for which loans advanced under the 
agreement are to be applied. Lenders will want to ensure that the borrower does not 
divert the borrowings away from the project and to demonstrate compliance with 
their lending eligibility criteria. In most cases, actual misuse will trigger an event of 
default. Furthermore, the purpose clause evidences the intention of the parties in 
advancing the money, which helps protect the lender on the borrower’s insolvency 
if the money has either not yet been applied or has been misapplied. Under English 
law, a loan to a borrower for a specifi c purpose, where the borrower is not free to 
apply the money for any other purpose, gives rise to fi duciary obligations on the 
part of the borrower which a court of equity will enforce.4 When the money is 
advanced, the lender acquires an enforceable right in equity, rather than in con-
tract, to prevent its application for any other purpose.5 Th is prevents the borrower 
from obtaining any benefi cial interest in the money while the designated purpose 
is still capable of being carried out. If for any reason the purpose cannot be carried 
out, for instance, on abandonment of the project, a resulting trust would prevent 
the money from falling within the general fund of the borrower’s assets so as to pass 
to its trustee-in-bankruptcy in the event of its insolvency; the money would not 
become part of the assets of the borrower.6

4 Per Lord Millet in Twinsectra Ltd v Yardley [2002] 1 AC 384.
5 Most credit agreements will state that the lenders are not obliged to monitor the application of 

the funds, thus making clear that the equitable right is not burdened with a policing obligation.
6 See Quistclose Investments Ltd v Rolls Razor Ltd [1970] AC 567; Twinsectra Ltd v Yardley [2002] 

1 AC 384.
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Conditions precedent

Upon signing the credit agreement, the lenders become committed7 to lend the 
agreed sums of money to the borrower, subject to the conditions specifi ed in the 
agreement itself. Th ere will usually be two sets of conditions precedent: those which 
are common to all debt tranches and are therefore set out in the common terms 
agreement; and those which are specifi c to a particular debt tranche and are there-
fore set out in the individual loan agreement applicable to that tranche. Each set of 
conditions precedent will usually be divided into two parts: one being those condi-
tions precedent that apply only to the initial drawdown of loans and the other 
applying to both the initial and subsequent drawdowns.

Conditions precedent to the initial drawdown are designed to ensure that: 

(1)  the borrower is duly authorized to borrow the loans and grant the relevant 
security; 

(2)  the project has satisfi ed the lenders’ due diligence requirements and 
verifi cation by their advisers; 

(3)  the project complies with applicable laws and governmental permits; 
(4)  all material project and fi nance documents have been entered into and are 

binding and enforceable against the parties thereto; and 
(5)  the security arrangements are adequate and eff ective.

Conditions precedent to each subsequent drawdown are designed to ensure that 
there is no material deterioration in the risk profi le of the project or the borrower 
and that the lenders do not lend into a distressed project on terms designed for 
benign conditions. Th us, these conditions precedent will help the lenders to: 

(1)  ensure that agreed construction milestones are being met as scheduled and on 
budget; 

(2) identify emerging problems such as environmental or technical complications; 
and 

(3)  confi rm that no other material adverse events have arisen since the last 
drawdown. 

Loan drawdowns are often directly tied to progress under the construction con-
tract, and many credit agreements may require a technical adviser’s certifi cation 
that certain ‘milestones’ have been achieved or that a prescribed degree of construc-
tion has been completed.

7 However, under English law, an order for specifi c performance would not be available to compel 
the lender to honour its obligation to lend under a loan contract nor will the borrower be able to main-
tain a debt claim for the unadvanced moneys; the borrower would only be entitled to damages for its 
actual loss caused by the lender’s non-performance, which may, depending upon the circumstances, 
be minimal. See South African Territories v Wallington [1898] AC 309.
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Usually, the initial conditions precedent will have to be met to the satisfaction of, 
or waived by, each lender while subsequent conditions precedent (other than those 
in respect of which a particular lender may insist on a veto right 8) will commonly 
only be fulfi lled to the satisfaction of a prescribed majority of the lenders. Th is 
means that a single lender could prevent an entire syndicate from making the initial 
(and perhaps even subsequent) advances of the fi nancing. Some borrowers attempt 
to secure the lenders’ prior agreement on the form and content of as many of the 
documentary conditions precedent as possible prior to signing the credit agree-
ment, but this is often resisted as lenders do not want to commit the required 
resources until they have fi rm assurances that they will defi nitely participate in the 
fi nancing and have completed their due diligence. Neither the lenders’ agent nor 
counsel will be willing to certify unequivocally that the conditions precedent 
comply with the terms of the credit agreement. However, it is not uncommon for a 
letter to be furnished by one of them to the lenders stating that documents have 
been provided by the borrower which appear to comply with the required condi-
tions precedent.

Where ECAs are either guaranteeing or directly providing ‘tied’ lending to a project, 
there will be additional conditions precedent requiring the borrower to deliver doc-
umentation evidencing the eligibility of the costs being funded. Such documentation 
would typically include the relevant goods or services supply contracts to which the 
funding is tied; documents certifying the eligibility of the goods or services, together 
with supporting documentation, such as bills of lading and certifi cates of origin; 
and, where funding is being made available on a reimbursement basis, certifi cation 
that the relevant invoices in respect of the eligible goods or services have been paid. 

Drawdown of loans

If the conditions precedent have been met, the project company will be entitled to 
request loans to be advanced to it by delivering written requests in accordance with 
the procedures set out in the credit agreement. Th e loans may be drawn in their 
entirety at once or in installments during the availability period. Lenders always 
require a minimum period of notice to raise the funds in the interbank market. Th is 
notice period is negotiated, but will largely be driven by the customary practice of 
the relevant interbank market. However, such notice period should be suffi  cient to 
allow a reasonable time for the lenders’ agent to fulfi ll its obligations and enable the 
lenders to take the necessary steps to fund before any proposed date of drawdown. 
Development fi nance institutions (DFIs), micro fi nance institutions (MFIs), and 
export credit agencies (ECAs), usually require longer notice periods, particularly 
where the loan is to be disbursed in a currency other than dollars, euro, or sterling.

8 For instance, in relation to compliance with its environmental standards or, in the case of an ECA, 
its offi  cial credits eligibility criteria.
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A drawdown notice will usually be stated to be irrevocable and the borrower is typi-
cally liable to pay the lender’s breakage costs if it does not proceed with a borrowing 
after delivering a drawdown notice. However, whereas the borrower may not with-
draw from the drawdown without penalty, lenders will typically be entitled to stop 
an advance at any point prior to wiring the funds, if they became aware of a ‘draw-
stop’ event, typically a default or other occurrence such as supervening illegality or 
market disruption, entitling the lender to withhold funding. 

In a multi-sourced fi nancing, the borrower will usually request that funding be 
made through a single lenders’ agent for logistical convenience, a practice which, 
albeit normally accepted, exposes the lenders to a risk of the agent’s insolvency for 
the duration that the disbursed loans are in the agent’s possession.

Repayments

Project fi nance loans typically have long tenors to refl ect the credit profi le of the 
relevant project, with the loan amortizing over time. Th e repayment profi le of a 
project fi nance loan will usually refl ect the revenue generating characteristics of the 
relevant sector; thus, where revenues are cyclical and volatile, the credit agreement 
could allow the borrower to defer principal repayments during the lean cycles and 
then ‘catch-up’ with the repayment schedule when the project’s revenues permit. 
Sculpted repayment profi les are increasingly common, but will only be agreed 
where the business case is clearly made. Also, where the project generates excess cash 
in certain periods, the lenders may require that all or part of the surplus is applied 
to make prepayments, thereby reducing the average life of the loan.

Repayments will usually be made to the lenders’ agent for distribution to the lend-
ers, usually on a pro rata basis. As a function of the law of agency, the borrower’s 
obligation to pay is, as a general rule, discharged upon paying the agent even if the 
agent then fails to pay the lenders.

Prepayments and cancellation

Most credit agreements will expressly permit the borrower to repay all or part of the 
loan early. It is widely thought that no such right can exist in the absence of an 
express prepayment clause. Prepayment can be either mandatory, upon the occur-
rence of certain prescribed events (for example, illegality, change of control, or 
damage to the plant), or at the borrower’s volition. 

Voluntary prepayment will usually be conditional on the borrower giving the lend-
ers a minimum amount of notice and prepayment being made at the end of an 
interest period. If the borrower requests the right to prepay other than at the end 
of an interest period, it will usually be granted on the basis that the break costs 
indemnity is applicable and that any costs of unwinding interest rate hedges are for 
its account. 
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Some lenders occasionally request a prepayment fee or premium on the basis that 
they have incurred costs and agreed margins on the expectation of a return over a 
longer period. Borrowers maintain that the fl exibility to make prepayments is cen-
tral to the effi  cient management of a project’s fi nance plan and will, if relevant, 
point to prepayment as being a key justifi cation for preferring bank loans over a less 
fl exible capital markets debt issuance. However, borrowers also recognize that cer-
tain DFIs, MFIs, and ECAs are required by their internal policies to demand a 
prepayment premium upon a voluntary prepayment.

Prepayments can either be applied rateably to reduce all scheduled repayments or 
chronologically to reduce the earliest scheduled repayments. Lenders prefer pre-
payments to be made rateably in inverse chronological order (i.e. the latest scheduled 
payments being prepaid fi rst) to shorten the average life of the loan and avoid eff ec-
tively giving the borrower a repayment holiday.

Prepayments or cancellations of commitments proposed to be made during the 
availability period will usually be an indication of  ‘over-borrowing’. However, 
lenders will customarily insist on a certifi cation that there will be suffi  cient commit-
ted funding after the prepayment or cancellation to complete the project without 
the borrower having to incur additional debt. 

Th ere are a number of events, most of them outside of the direct control of the 
borrower, which will, upon their occurrence, trigger an obligation enjoining the 
borrower to mandatorily prepay the outstanding loans. Th ese typically include:

(1) Illegality, although the borrower will usually have the option of requesting the 
aff ected lender to sell its participation to another unaff ected lender, switch the 
location of its lending offi  ce to the extent possible, or allow a grace period 
within which to make the prepayment, being the maximum period permitted 
by applicable law.

(2) Change of control, usually to guard against unsavoury or inexperienced spon-
sors taking over the project; this obligation will sometimes fall away after a 
prescribed minimum retention period, but will usually only be contemplated if 
the sponsor has no material obligations to the project.

(3) Deterioration of the borrower’s credit rating below a prescribed level, particu-
larly in relation to rated project bonds, where certain lenders are prevented by 
internal policy from lending other than to an investment grade credit.

(4) Recoveries, such as insurance and compensation realizations for damage or loss 
to the project above a specifi ed threshold, or liquidated damages paid under the 
construction contracts.

(5) Failure to meet prescribed fi nancial ratios, including those which form part of 
a completion test.

(6) Th e realization of excess cash, in which case the lenders may wish to share all or 
part of it to shorten the loan life.
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Interest

Most credit agreements not structured as Islamic fi nancings9 will charge interest on 
the loans advanced to the borrower, either on a fl oating or a fi xed rate basis. Floating 
rate lending is based on the notion that lenders fund their loan participations 
through short-term deposits in the interbank market for each interest period at 
an interbank rate usually provided through a screen service such as Telerate 
or Reuters. If a screen rate is not available, an arithmetic mean of rates quoted 
to the lenders’ agent by pre-named reference banks will be used instead. Th e rate 
will therefore refl ect the lender’s cost of funds, and a margin, the latter being the 
lender’s return for accepting the borrower’s credit risk. Th is will be in addition to 
other fees charged on the loan.

During the construction period, a project will not be revenue generating. As such, 
interest will either be paid from debt drawdowns (for which reason fi nancing costs 
will be included in the defi nition of project costs) or will be capitalized and added 
to the principal amount.

A failure to pay interest when due will trigger a payment default but also cause a 
higher, default rate to apply, usually in the range of 100 to 300 basis points. 

Market disruption

Most credit agreements recognize that LIBOR or the relevant interbank off er rate 
may not accurately refl ect a lender’s funding cost and consequently will contain a 
so-called ‘market disruption clause’ to protect lenders accordingly. A minimum 
threshold of lenders will usually be required to trigger this clause,10 to rule out dis-
ruption that is unique to a few lenders, rather than being truly refl ective of the state 
of the market. If the market disruption clause is triggered, each lender would be 
paid interest at a rate calculated by reference to that lender’s cost of funding its par-
ticipation in the loan from whatever source it may reasonably select.11 

Despite its ubiquity in credit agreements, the market disruption clause will only be 
invoked very rarely as demonstrated in the recent ‘credit crunch’ when LIBOR was 
severely criticized but abandoned in only a relatively small number of cases. Reasons 
for this reticence are manifold: lenders are reluctant to be seen to have higher than 
average funding costs as it is a refl ection on how the market perceives their credit 
risk. Also, some banks are unwilling to disclose their cost of funds for competitive 
and reputational reasons and will absorb the mismatch rather than disclose their 

 9 In respect of which see Chapter 10.
10 In the London market, the required threshold is typically a simple majority or 35 per cent, while 

the US market tends to retain the same percentage that would apply to normal amendments and waiv-
ers under the credit agreement, typically 66.67 per cent. 

11 In the US market, the interest rate would begin to be calculated by reference to the ‘base rate’, 
a domestic US pricing option that historically has often exceeded US dollar LIBOR.
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internal calculations. Th us, the continuing importance of this clause is in practice 
limited to those relatively rare circumstances where loans are being advanced in less 
convertible currencies.

Yield protection

Credit agreements will invariably set out a cluster of provisions intended to safe-
guard the yield that the lenders expect to receive from lending to the borrower. 

Th e borrower will be required to preserve the lenders’ profi t margin from tax 
impositions and the mandatory costs arising from changes in law or compli-
ance with the requirements of a central bank or other monetary authority, 
generally regardless of whether or not the occurrence existed on signing the credit 
agreement.

In most cases, if the borrower becomes obliged to make a yield protection payment, 
it may elect to prepay the aff ected lender’s loans instead, an exception to the equal 
treatment paradigm that underpins most credit agreements. Lenders are also usu-
ally under an obligation to take reasonable mitigation measures, including 
transferring their loans to an affi  liate or other lending offi  ce. Also, assignments and 
transfers by lenders must not increase the borrower’s obligations to protect the 
lenders’ yield.

Tax gross up

Lenders very rarely agree to take withholding tax risk, and as such, the inclusion 
of a tax gross-up clause is usually a non-negotiable prerequisite. Th e gross-up 
clause will shield lenders from the eff ects of withholding taxes on interest payments 
by requiring the borrower to make payments in full as if there had been no deduc-
tion; it usually takes no account of the ability on the lender’s part, to obtain 
tax credits for the deduction in due course, as this would in itself impose a time 
and administrative cost and expose the lender’s tax aff airs to potential scrutiny 
by the borrower. Where the fi nancing structure features an A/B loan structure,12 
the tax gross up may be extended to deductions on payments to the B loan 
participants. 

Borrowers will also be required to indemnify the lenders against any tax (other 
than normal profi t tax) imposed on or in relation to sums received under the 
credit agreement. Th e indemnity will not, however, extend to taxes on net income 
imposed by the lender’s jurisdiction of incorporation or residence or the location 
of its lending offi  ce.

12 See para. 8.35 et seq.
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In cross-border transactions, the laws of the borrower’s jurisdiction of incorpora-
tion, and those of other jurisdictions through which payments are made, are 
relevant, and local counsel should, as a matter of good practice, be consulted. 

Increased costs

Th e increased costs clause is designed to protect lenders against changes in law or 
offi  cial regulation that increase their underlying costs, such as those deriving from 
central bank reserve, capital adequacy, and liquidity requirements and will custom-
arily feature in domestic or eurocurrency loans. Th e increased costs clause usually 
excludes existing requirements or costs caused by a lender’s willful non-compliance 
with relevant regulations.

Representations and warranties

A lot of time is spent negotiating representations and warranties, which in project 
fi nancings, are extensive and are repeated often. Th e set of representations and war-
ranties will typically be based on market standard forms such as the LMA leveraged 
form, with additional representations added to refl ect the policy requirements of 
certain lenders, such as ECAs and DFIs, as well as the specifi c characteristics of the 
borrower and the project. Appendix 1 sets out a list of representations and warran-
ties typically encountered in project fi nance transactions.

Borrowers will seek to restrict the scope of representations and warranties, particu-
larly by using materiality or knowledge qualifi cations in respect of commercial 
warranties. Each representation and warranty will be deemed to be made on the 
date of signing the credit agreement. Selected representations and warranties will be 
deemed to be repeated at important stages, including on fi nancial close, the fi rst 
and each subsequent drawdown (if diff erent) and in some fi nancings, at the begin-
ning of each interest period.

Covenants

Th e project fi nance covenant package is one of the broadest in the fi nancing world, 
extending beyond the borrower to include the sponsors and other counterparties to 
material project contracts whilst they owe obligations to the project (most often 
during the construction period, but also, for example, in the case of product off -
take, during the operating period). Due to the limited or non-recourse nature of the 
credit, the project lender’s basic instinct is to assert a far-reaching control over the 
project and its revenue-generating capacity, recognizing that the debt advanced by 
it will be recoverable from that source alone. In negotiating the covenant package, 
the lenders will therefore, as a starting point, discount the strength of the sponsor 
as there may be little to prevent the latter from walking away from the project. 
Naturally, the sponsors will seek as light a covenant package as they can credibly 
make a case for, largely arguing that an overly strict covenants package interferes 
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with their ability to run the project profi tably. A balancing act is therefore inevita-
ble, and the lenders will draw on the advice of their various advisers in fi nding the 
appropriate equilibrium.

Th e negotiation surrounding the covenant package will, in many cases, be driven 
by precedent. Many an adviser is at a loss to explain the rationale for a particular 
provision beyond it having featured in a transaction that was successfully fi nanced. 
Barring such instances where precedents become an article of faith, there are sound 
reasons for a full complement of covenants in the typical project fi nancing: infor-
mation covenants will provide data to evaluate the ongoing soundness of the project; 
fi nancial covenants will serve as early warning signs of the project’s inability to ser-
vice its debt obligations; negative undertakings will ensure that the borrower does 
nothing to materially undermine its creditworthiness and the project’s risk profi le, 
while positive undertakings will require the borrower proactively to maintain or 
enhance its credit. At this basic level, project fi nancing is no diff erent to any other 
fi nancing. It is in the detail of the various covenants, however, that the project 
fi nancing loan makes a fi rm departure from the corporate or leveraged buy-out 
loan.

Th e reader is referred to Appendix 1 for a checklist of the typical covenants which 
are customarily found in a project fi nancing credit agreement.

Financial ratios

Project fi nancings, like most other leveraged fi nancings, invariably feature fi nancial 
ratios which will not only frequently test the lawyers’ patience but also, on an ongo-
ing basis, the debt capacity of the project and its ability to generate revenue in 
amounts that are suffi  cient to meet its operating costs and repay the debt on a cur-
rent basis. Th e types of ratios used will vary depending on the project and its 
sensitivities, but certain ratios have become almost standard in the typical limited 
recourse fi nancing. Th ese are: (1) the debt to equity ratio; (2) the backward-looking 
DSCR;13 (3) the forward-looking DSCR; and (4) the LLCR.14 In mining projects, 
a reserve tail ratio will also be relatively common.

Th e debt to equity ratio is a snap shot test to assess the dependence of a project on 
debt. Customarily, a cap will be imposed on the leverage of a project, usually rang-
ing from 50 per cent to 80 per cent, depending on a number of factors ranging from 
common sector benchmarks to the revenue profi le of the project company. Th e 
DSCR and LLCR seek to test the ability of the project company’s cashfl ows 
adequately to cover its debt service obligations. Th e backward-looking DSCR 
is calculated on the basis of the project company’s actual performance, usually 

13 Debt service cover ratio.
14 Loan life cover ratio. 
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over a prior twelve-month period; the forward-looking DSCR and LLCR are 
based on projected revenues and costs during the relevant testing period (in the 
case of a forward-looking DSCR, often relating to the succeeding twelve-month 
period and in relation to the LLCR, from the testing date through to fi nal maturity 
of the debt). 

In projecting the forward-looking DSCR and LLCR, the project company will 
typically use an updated banking case applying, in all cases, the then current techni-
cal and cost assumptions. In certain circumstances, the credit agreement will call 
for the use of the then current economic (including pricing) assumptions whilst in 
others, the economic (including pricing) assumptions used in the original banking 
case at the time of fi nancial close will be applied.

Procedurally, the project company usually proposes the new technical assumptions, 
which may then be disputed by the lenders using customary contestation proce-
dures (often referring the matter to an appropriately qualifi ed expert).

Th e fi nancial coverage ratios will be tested in a number of circumstances. Th ese 
include: 

(1)  as a condition precedent to fi nancial close and perhaps even to drawdowns; 
(2)  passing the relevant completion test; 
(3)  permitting shareholder distributions; 
(4)  incurring additional debt; and 
(5)  as a default trigger.

Th e tables below set out examples of how diff erent ratios could be used in diff erent 
circumstances and the relationship with the assumptions used in the base case 
Financial Model.

Table 7.1 

(a) Backward-looking DSCR

Purpose Ratio level

Distributions to shareholders 1.[•]:1 (12 months prior to the testing date).

(b) Forward-looking DSCR

Purpose Nature of assumptions Ratio level

Distributions to 
shareholders

Updated. 1.[•]:1 (12 months following the 
testing date).
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Purpose Nature of assumptions Ratio level

Incurrence of 
replacement debt

Original (but amended to take 
into account the proposed 
replacement debt).

Is at least equal to the forward-
looking DSCR for each testing date 
through to fi nal maturity in the 
banking case delivered at fi nancial 
close.

Conditions precedent 
(if applicable)

Original. For each testing date through to fi nal 
maturity of not less than a specifi ed 
minimum.

Completion (testing) Original (but amended to take 
into account the actual technical 
parameters demonstrated during 
the completion test, if less than 
the minimum requirements 
assumed at fi nancial close).

Is at least equal to the forward-
looking DSCR for each testing date 
through to fi nal maturity in the 
banking case delivered at fi nancial 
close.

(c) LLCR

Purpose Nature of assumptions Ratio level

Incurrence of 
replacement debt

Original (but amended to take 
into account the proposed 
replacement debt).

Is at least equal to the LLCR in the 
banking case delivered at fi nancial 
close.

Conditions precedent 
(if applicable)

Original. For the period from the testing date 
through to fi nal maturity of not less 
than a specifi ed minimum.

Completion (testing) Original (but amended to take 
into account the actual technical 
parameters demonstrated during 
the completion test, if less than 
the minimum requirements 
assumed at fi nancial close).

Is at least equal to the LLCR in the 
banking case delivered at fi nancial 
close.

It is important that the ratios used in the credit agreement accurately refl ect the 
ratios set out in the offi  cial version of the fi nancial model and are reviewed, as 
appropriate, by the documentation bank or technical adviser. Th e defi nitions 
should follow the appropriate accounting convention used by the borrower, and if 
necessary, with changes being made to the IFRS-based15 defi nitions used in, for 
example, the LMA standard form fi nancial covenant defi nitions.

15 IFRS are the international accounting standards within the meaning of IAS Regulation 
1606/2002 to the extent applicable to the relevant fi nancial statements. 
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Events of default

Only a credit agreement in which the debt is repayable on demand of the lender is 
complete without events of default. If they were absent from loan agreements, lend-
ers would have to look to general contract law for remedies, which is not ideal. On 
the other hand, the inclusion in the credit agreement of events of default gives lend-
ers the ability to bring the lending relationship to a premature end, should a change 
in circumstances make this appropriate, with clear pre-agreed remedies, without 
the need to head for the law courts. Th eir occurrence will also normally automati-
cally suspend the ability of the borrower to request further advances under the 
credit agreement whilst simultaneously preventing distributions to the sponsors or, 
where they exist, more junior creditors. Lenders will also usually become entitled to 
receive enhanced information and site visit access rights. Th e lenders will also cus-
tomarily acquire a freer hand to transfer their loan holdings to third parties without 
reference to the borrower, an action that could bring more aggressive or non-
relationship lenders into the project. But the biggest threat posed to the borrower by 
the event of default is the ability that lenders then acquire to accelerate outstanding 
loans; acceleration will typically cross-default all of the borrower’s debt and almost 
certainly lead to insolvency. It is therefore an option that lenders would exercise 
only if no further assistance can be found in working out of the distressed scenario. 

Th e events of default in a project fi nancing will mirror those in other fi nancings, 
including in respect of:

(1)  the failure to repay principal or to pay interest and fees when due; 
(2)  breach of fi nancial covenants; 
(3)  breach of general undertakings; 
(4)  misrepresentations by the project company and other obligors; 
(5)  impairment of the transaction security; and
(6)  the insolvency or bankruptcy of the borrower. 

Th e credit agreement will also contain events of default that address any material 
adverse eff ect on the project by reason of: 

(1)  misrepresentations and breaches of covenants by counterparty to a material 
project contract; 

(2)  material adverse changes in law or governmental authorizations; 
(3)  the bankruptcy or insolvency of counterparties to the project contracts; 
(4)  loss of regulatory licenses, permits, or exemptions; 
(5)  failure by the shareholders to fund any equity support arrangements or to 

comply with share retention covenants; 
(6)  expropriation by governmental authorities; and 
(7)  failure to complete the project or commence operations by a date certain. 

Clearly, the most controversial of these relate to defaults triggered by the conduct 
of persons or conditions beyond a borrower’s control. Th e reader is referred to 
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Appendix 1 for a checklist of events of default which are typically included in a 
project fi nancing credit agreement.

Remedies

Following an event of default, the credit documentation generally sets out the 
remedies aff orded to a lender, including the right to: 

(1)  cancel the commitment to advance funds; 
(2)  declare the loans to be due on demand or to accelerate the maturity of the loans; 

and 
(3)  exercise the rights of a secured creditor under the security agreements. 

Additional remedies may allow the lenders to assume the construction and opera-
tion of the project or to cure defaults by the project company under any of the 
project contracts. It is advisable, however, for the lenders to consult with counsel to 
ensure that these remedies do not result in liability to third parties. For example, 
liablility may attach to lenders and other persons exercising control over a thinly 
capitalized project company.

To exercise the remedies, the credit agreement will usually require the lenders’ agent 
to deliver a notice to that eff ect, sometimes only while the relevant event of default 
is continuing, i.e. has not been cured or waived. It is important that any such notice 
is given in accordance with the terms of the contract.16 Occasionally, the borrower 
will successfully negotiate the inclusion of a procedure to be followed in the giving 
of such notice, such as a notice period; in that event, that procedure must be 
observed, particularly where it is capable of being construed as a condition prece-
dent to taking enforcement action. Th e agent will usually, even where it is given the 
power to accelerate, request to be authorized to deliver the notice of acceleration by 
a majority of the lenders.

Accounts Agreements

Since a true project fi nancing is non-recourse to the sponsor’s balance sheet, with 
cashfl ows from the project’s assets and operations being the only source of debt 
service and repayment, the project accounts and the cashfl ow will be jealously 
guarded by the creditors via elaborate, and occasionally onerous, restrictions regu-
lating the fl ow of cash and its allocation. Th e lenders will insist on having access to 
virtually all available cashfl ow in the forward years of the project and will use the 

16 Re Berker Sportcraft Ltd’s Agreements, Hartnell v Berker Sportcraft Ltd (1947) 177 LT 420.
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loan fi nancing documents to impose covenants on the use to which the project’s 
revenues must be applied.

Th e creditors will exert control through a ‘waterfall’ of accounts, so called because 
funds initially go into the receipt or revenue account at the top and then cascade 
through the operating account, the debt service account (for the payment of cur-
rent principal and interest) and various reserve accounts (generally including a debt 
service reserve account (DSRA), into which a reserve for future debt service pay-
ments, often calculated on the basis of six months’ debt service, will be set aside). 
Th e cascade defi nes the priority of uses for the project’s cashfl ow, which will take on 
signifi cance when actual revenue falls below operating cost requirements. At the 
bottom of the waterfall is an account from which dividend distributions will be 
permitted to be paid to the shareholders of the project company. 

Th e project company is typically permitted to withdraw funds from the operating 
account solely to cover approved operating expenses, from the reserve accounts to 
fund specifi ed costs, and from the project company’s distributions account to fund 
distributions to its shareholders, so long as the conditions for withdrawal set out in 
the credit agreement have been satisfi ed. Th e lenders will generally have security 
over the accounts and the balances contained within them, and they will often seek 
the right to assert broader control over the use of the funds held in the accounts 
upon the occurrence of a default or other adverse conditions.

Th e waterfall and other accounts operating mechanics, as well as provisions govern-
ing the relationship between the account bank, the other fi nance parties, and the 
project company, will be detailed in the common terms agreement or in a stand-
alone accounts agreement. Th e latter is likely to be more appropriate where the 
account bank is not also lending to the project and prefers not to be party to 
the common terms agreement or where a diff erent governing law applies to the 
accounts, particularly in relation to the onshore accounts. Th e accounts agreement 
will also be useful in disapplying certain rights that the account bank enjoys, either 
under the normal banker-customer relationship, or pursuant to its normal bank 
mandates. Lord Cottenham LC’s statement in Foley v Hill describing the features of 
the banker/customer relationship makes plain why express account provisions are 
needed to counteract the eff ects of the normal banker-customer relationship:

Money, when paid into a bank, ceases altogether to be the money of the principal . . . 
it is then the money of the banker . . . ; he is known to deal with it as his own; he 
makes what profi t on it he can, which profi t he retains to himself, paying back only 
the principal, according to the custom of bankers in some places, or the principal 
and a small rate of interest, according to the custom of bankers in other places. 
Th e money placed in the custody of a banker is, to all intents and purposes, the 
money of the banker, to do with it as he pleases; he is guilty of no breach of trust in 
employing it; he is not answerable to the principal if he puts it i/nto jeopardy, if he 
engages in a hazardous speculation; he is not bound to keep it or deal with it as the 
property of his principal, but he is of course answerable for the amount because he 
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has contracted, having received that money, to repay the principal, when demanded, 
a sum equivalent to that paid into his hands. Th at has been the subject of discussion 
in various cases, and that has been established to be the relative situation of banker 
and customer.17

In a fi nancing involving international lenders and in cases where there are concerns 
about political risk in the host country or the enforceability of local security, the 
project accounts will, subject to applicable local regulatory requirements, typically 
be maintained in one of the principal fi nancial centres, usually London or 
New York. Debt and equity proceeds as well as project revenues will be paid into 
and maintained in the off shore accounts, with transfers made periodically (usually 
monthly) to a local account in an amount suffi  cient to meet budgeted expenditure 
until the next scheduled transfer.

Th e key provisions in the accounts agreement will address the following:

(1) Acknowledgment of security: Th e accounts agreement will generally be used as 
the means by which the project company gives notice of the security created 
over the project accounts (and any monies paid into such accounts from time 
to time). Th e account bank will also usually be required to undertake not to 
claim or exercise any rights of set-off , combination or consolidation of accounts, 
or any other rights over the project accounts or investments purchased out of 
account balances. Without this clause, the account bank could, under the nor-
mal banker-customer relationship, appropriate the money in the accounts 
against liabilities owed to it by the project company, ahead of the lenders.

(2) No other accounts: Th e project company is usually prevented from establishing 
any other accounts beyond those prescribed in the accounts agreement without 
the prior written consent of the lenders. Such consent would typically only be 
given if the additional accounts are regulated by the accounts agreement (usu-
ally achieved by being opened with the account bank or accession by the new 
account bank) and are charged to the same extent as the existing project accounts 
for the benefi t of the secured parties.

(3) Instructing party: Th e borrower will usually retain full access to the project 
accounts prior to the occurrence of an event of default and the account bank 
will usually be entitled, without further verifi cation, to allow the project com-
pany to operate the project accounts in accordance with the provisions of the 
accounts agreement until such time as it is notifi ed by the fi nance parties that 
an account blocking event has occurred or that the fi nance parties have voted 
to enforce their security over the accounts. Upon the lenders taking enforce-
ment action, the account bank will be obliged to honour only the instructions 
given by the fi nance parties. Access is sometimes restricted progressively, 
initially through a ‘lock-up’ that prevents distributions being made to the 

17 Foley v Hill (1848) 2 HL Cas 28 at 36, 37, [1843–60] All ER Rep 16 at 19.
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sponsors if a potential event of default occurs. When the potential event of 
default matures into a full event of default, the borrower’s powers to operate 
the accounts are often further curtailed, ranging from preventing it from being 
able to operate certain accounts, to altogether losing the ability to manage the 
accounts.

(4) Waterfalls: Th e principal demarcation as to the application of account balances  
(and therefore the applicable ‘waterfall’ structure) will be informed by whether 
the use occurs during the construction phase or operations phase; and/or before 
or during the occurrence of a default. Each such phase will normally have a 
specifi c priority waterfall that can be summarized as follows:

(a) During the construction phase: Subject to local regulatory requirements, the 
debt and equity proceeds will be deposited into a single account, usually, 
out of which funds will be drawn periodically to pay project costs as they 
fall due. During this phase, the payment cascade will be quite limited. 
Project costs will be given priority. Separate accounts will be maintained for 
contingency based receipts such as insurance recoveries. An issue that some-
times engenders discussion is the application of revenues generated during 
the start-up phase of the project where project completion has not occurred, 
but the project has in fact become revenue generating. Where the amounts 
generated are signifi cant, the lenders usually insist on exercising some con-
trol over such proceeds, either by requiring that they be applied towards 
prepaying the senior debt or funding senior debt service reserves. Commonly, 
the answer lies in the lenders sharing the pre-completion revenues with the 
shareholders. At the end of the construction phase, the balance on the 
account will be transferred into a revenues account, into which the project’s 
revenues will also be paid. 

(b) During the operations phase: After project completion, the typical waterfall 
will allow operating costs to be paid out fi rst ahead of senior debt service in 
order to maintain the ability of the project to generate cashfl ows while per-
mitting distributions to be made to the project owners if all other cash 
requirements are addressed. A simplifi ed cash waterfall during the period 
from project completion might be structured to include the following 
priorities:

(i) fi rstly, to pay operating costs and taxes;
(ii) secondly, to pay the lenders’ agents’ fees, costs and expenses;
(iii) thirdly, to pay debt service due on the next repayment date;
(iv) fourthly, to pay mandatory prepayments, if any;
(v) fi fthly, to fund the DSRA up to the required balance;
(vi) sixthly, to fund other reserve accounts up to the prescribed balances;
(vii) seventhly, to pay voluntary prepayments, if any; and
(viii) fi nally, if the distribution conditions are met, to make distributions to 

the equity parties.
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(c) During an event of default: Th e project company will customarily be pre-
vented from making payments to the equity parties where on event of 
default is continuing. Th e rest of the waterfall will usually remain intact, 
until such time as the lenders choose to take enforcement action.

(5) Distribution and dividend restrictions: Th e accounts provisions usually restrict 
the project company’s ability to make dividend payments or distributions of 
any kind unless the prescribed preconditions have been satisfi ed, which include, 
for example, requirements that: 

(a)  the sponsors have made their equity contribution in full;
(b)  there are no outstanding defaults; 
(c)  the specifi ed fi nancial cover ratios continue to be met; and 
(d)  all reserve accounts (for example, maintenance and debt service reserve 

accounts) are fully funded.

(6) Cash traps: Project fi nance credit agreements sometimes also require the project 
company to use excess cashfl ow to make mandatory prepayments of loans or to 
fund special reserves if circumstances occur that increase the project’s risk pro-
fi le from the lenders’ perspective. For example, projects that are exposed to 
market risk for fuel or output may require reserves to be established if market 
conditions indicate that fuel costs may be rising above, or that output prices 
may be falling below, projections or assumptions made in the fi nancial model. 
Th e lenders may also require cashfl ow capture if, for example:

(a)  the project fails to obtain an important contract or a governmental permit 
by a given date; 

(b)  operating costs exceed budgeted amounts; or 
(c)  in the case of oil and gas or mining projects, the project depletes its fuel or 

mineral reserves at a faster rate than projected in the fi nancial model. 
By capturing cashfl ow, the lenders reduce their immediate exposure and 
improve the economics of the project.

(7) Acceptable credit support: It is common for the project company (or the spon-
sors) to be permitted to substitute the cash balances in certain reserve accounts 
(including the DSRA and any maintenance reserve accounts) with acceptable 
credit support, usually taking the form of a letter of credit or guarantee issued 
by an acceptable entity with a suitable credit rating. Lenders tend to require 
that the issuer or provider of any acceptable credit support may not have 
recourse to the project company or its assets and is fully subordinated to the 
senior creditors. Sponsors with credit ratings which are acceptable to the lend-
ers may be able to put in place a corporate guarantee instead of a letter of credit. 
Where the sponsors are acting through a joint venture and one or more is not 
able to fund its proportional share of acceptable credit support at the same time 
as the other sponsors are providing acceptable credit support, they may insist 
on transferring their proportional share to a separate account in the name of the 
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non-funding sponsor so that they can have the benefi t of any interest accruing 
on such accounts. Lenders usually accept this provided that the separate account 
is secured to them and the relevant sponsor is entitled only to receive interest 
(on a post-tax basis) accruing on amounts standing to the credit of the 
account.

(8) Access to books and records and confi dentiality: To enable the fi nance parties to 
police the accounts, the project company will authorise the account bank to 
give access to the books and records held by it on the accounts to the fi nance 
parties and authorise the account bank to waive any general duty of confi den-
tiality that it may owe to the project company.

Shareholder Senior Facilities

Occasionally, a sponsor or its affi  liates may provide debt to the project company to 
fi ll funding gaps arising from a shortfall in the amounts raised from the other senior 
lenders. Strong sponsors, particularly in the oil and gas sector have been successful 
in procuring that that debt ranks pari passu with the other senior debt, subject to 
the commercial terms of each tranche of the shareholder senior facilities being no 
more favourable than the corresponding tranche being bridged on the basis of the 
base case fi nancing plan. For instance, if the shareholder senior loan is bridging a 
commercial bank tranche, it would be expected to bear the same (or a lower) margin. 
Similarly, the tenor of each affi  liated senior debt tranche would be equal to (or 
greater than) the tenor of the corresponding tranche being bridged as refl ected in 
the base case fi nancing plan.

Mezzanine Facility Agreements

Introduction

Th e reader will have been introduced to mezzanine debt in Chapter 3.18 While mez-
zanine structures can often plug gaps in a fi nancing plan and have been seen in the 
straitened times that have aff ected the market since the credit crunch, mezzanine 
fi nance is rarely encountered in project fi nancings and is more readily associated 
with the leveraged buy-out market. However, mezzanine debt structures in project 
fi nancings do exist, as seen in the Worsley multi-fuel cogen project in Western 
Australia which featured mezzanine debt in the form of preferred return instru-
ments. Mezzanine facilities have also been incorporated in a number of renewable 
energy project fi nancings and infrastructure projects.

18 See para. 3.20 et seq.
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Mezzanine debt is a type of subordinated debt that ranks below senior debt and 
above equity, or in more complex fi nancings, above junior debt. Mezzanine debt 
will sometimes allow the mezzanine lenders to convert all or part of their debt into 
equity where the project is unable to service the debt on time but remains funda-
mentally sound on a longer-term outlook. Specialist lenders will typically provide 
mezzanine funding that more traditional lenders are not able or willing to under-
write, either because the specialists lenders see opportunities in the enhanced 
margin or convertible aspects that enable them to share in the equity upside or 
because they have a strategic policy reason for taking on the enhanced risk. A 
number of ECAs and DFIs have chosen to participate in both senior and mezzanine 
or other subordinated debt tranches, particularly in the mining sector in the recent 
past, thus spreading pricing and risk across facilities. Sponsors and owners might 
also view mezzanine debt as a means of optimizing their fi nancing plan, and rather 
than seeing the increased risk as a threat, they will focus on the debt characteristics 
of mezzanine fi nance that present important advantages over equity, such as tax 
deductibility, lower funding costs, and higher returns on investment. Traditional 
mezzanine lenders have largely avoided exposure in emerging markets because of 
concerns surrounding legal codes and greater operating risks. Mezzanine fi nance as 
a product is therefore more prevalent in jurisdictions with stable and predictable 
legal frameworks, particularly those recognizing debt subordination and having 
less interventionist insolvency regimes.

Mezzanine debt may also involve extending credit to the sponsors, with the mez-
zanine lenders taking a charge over the sponsors’ equity interests. Th e need to take 
such security could therefore lead to a multi-tiered shareholding structure to enable 
the mezzanine lenders to have exclusive share security at the level that is above the 
senior lenders. Th is would enable the mezzanine lenders to take over the equity 
interests without interfering with the underlying project fi nancing or having to fi nd 
cash to buy out the senior lenders. Alternatively, the mezzanine debt could be 
advanced at the project company level, with the mezzanine lenders agreeing to rank 
behind the senior lenders in the project’s cash waterfalls, but ahead of the more 
deeply subordinated creditors and the equity.

Th is form of fi nancing may include subordinated/junior debt, preference shares, 
and convertible notes. A mezzanine facility will refl ect the fact that the mezzanine 
lenders are being compensated for accepting an enhanced level of risk relative to the 
senior creditors. Th us, the mezzanine facility agreement will generally refl ect lower 
fi nancial cover ratios and a higher interest rate to compensate the mezzanine lender 
for its subordination to the senior debt.

Key features of mezzanine facility agreements

Th e return: Mezzanine fi nancings encapsulate a variety of structures which are 
shaped by the fi nancing objectives of the parties. However, it is possible to identify 
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characteristics that will at least be given some consideration by the parties in devel-
oping a mezzanine facility agreement. Mezzanine lenders look for a certain rate of 
return which will refl ect the longer maturity profi le that defi nes mezzanine debt 
and which usually results in its full retirement after the senior debt has been paid in 
full. Th is means that these aspects of mezzanine debt will not be suited to the lend-
ers whose internal requirements do not permit this level of deferral:

(1) PIK interest: In addition to the traditional cash interest, mezzanine fi nance will 
typically feature a ‘payment in kind’ interest element that allows accrued inter-
est to be capitalized rather than being paid in cash.

(2) Equity interest: Mezzanine capital will often include an equity stake in the form 
of attached warrants or a conversion feature.

Th e borrower: Mezzanine fi nancings can be made at either the project company 
level or at a holding company level above the project company, depending on the 
type of subordination required by the senior creditors and other interested 
constituents.

Passive rights: Th e rights of the mezzanine lenders in the project fi nance/PFI/PPP 
market are narrower than those they are accustomed to enjoying in, for instance, 
the leveraged buy-out debt market, where they typically are actively involved in 
decision-making and taking enforcement action, subject only to temporary stand-
still periods. In a number of project fi nancings and PFI/PPP transactions, the  
senior lenders have required a ‘silent’ mezzanine tranche, i.e. the ability of the 
mezzanine lenders to take or initiate enforcement action will be heavily curtailed, 
while being permitted intercreditor rights with respect to a very limited universe of 
matters, usually those that would directly aff ect their debt. In eff ect, the senior 
lenders have regarded and treated the mezzanine tranche as another slice of the 
equity. However, this is usually accepted by mezzanine lenders in relation to project 
fi nancings, not least because they may also hold senior debt and will choose to 
exercise their infl uence at that level. In rated transactions, the major credit rating 
agencies generally express concern about the ability of mezzanine lenders to inter-
fere with the senior lenders’ debt and security package. To address their concerns, 
creative structures have been developed to subordinate the mezzanine debt struc-
turally by interposing a mezzanine borrower holding company at a level above the 
borrower of the senior debt with the mezzanine lenders being given exclusive secu-
rity over a limited range of assets, such as accounts at the holding company level and 
share security over the mezzanine borrower holding company. Th e senior lenders 
will then be less concerned with the mezzanine lenders having rights to make deci-
sions or take enforcement action at that structurally subordinated level, since their 
actions would be less likely to interfere with the senior debt. Th ere are a number of 
reasons why the senior lenders in the project fi nance/PFI/PPP market take a more 
aggressive stance against the more junior or mezzanine tranches in the fi nance 
structure. Th ese range from the relatively lengthy tenors of the senior debt, to the 
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fact that mezzanine lenders are seen as potentially short-termist, a view that some 
consider to be unjustifi ed.

Cashfl ow waterfall priority: Mezzanine debt service customarily ranks below senior 
debt service and the funding of the senior debt service reserve account, but above 
more junior, subordinated debt. It will also be subject to a lock-up test akin to that 
applicable to the payment of dividends. In a contractually subordinated structure, 
negotiations on the waterfall priority tend to focus on whether other reserve 
accounts, such as maintenance and capital expenditure reserve accounts, should 
rank ahead of mezzanine debt service. Parties also strongly debate the levels of the 
lock-up tests, with the senior lenders looking to set them at the same level as those 
that apply to the equity participants. 

Exclusive security: Where the mezzanine lenders are given exclusive security, they 
will take a fi rst ranking security interest over the:

(1) mezzanine debt service reserve account;
(2) mezzanine lock-up account; and
(3) (if the mezzanine lenders are lending to a holding company above the project 

company) shares of that holding company. 

In respect of common security (if any), they will either hold second ranking security 
(behind senior lenders) over the assets of the borrower, or share fi rst ranking secu-
rity with the senior lenders, but with an entitlement to recoveries only to the extent 
that the senior lenders are paid in full. Shares in the project company may form part 
of the common security.

Selected mezzanine facility agreement issues

Th e mezzanine facility agreement will usually be drafted only after the senior facil-
ity agreement has been advanced to a reasonable degree. Th is is because the two 
agreements will be substantially similar, with only a few sections being altered to 
give the mezzanine facility agreement its distinguishing features. Th e following are 
some of the sections that will customarily be adjusted:

(1) Th e purpose clause: Th is will allow the mezzanine debt proceeds to be applied 
towards the payment of mezzanine fees and debt service.

(2) Drawdown provisions: Th e agreement will clarify whether the mezzanine lend-
ers can infl uence the determination as to the satisfaction of conditions prece-
dent, particularly in relation to those disbursements that occur after fi nancial 
close, and whether proceeds are paid into a dedicated proceeds account (over 
which the mezzanine lenders may have exclusive security) or whether the debt 
proceeds are intermingled with the senior debt proceeds, and therefore come 
within the common security package. Where the commercial understanding is 
to regard the mezzanine debt as equity, the senior lenders may insist on the mez-
zanine debt being available to be drawn to repay accelerated senior debt.
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(3) Repayment clause. Th e key debate here will be seen in determining the circum-
stances in which the senior lenders will be entitled to prevent the project cash-
fl ow reaching the mezzanine lenders through the lock-up tests in the senior 
facility agreement (or any common terms agreement). Th e mezzanine facility 
agreement will similarly set out lock-up tests that restrict payments to more 
junior debt and the equity.

(4) Yield protection. Mezzanine lenders may require prepayment fees to compen-
sate them for loss of expected realizations due to an early retirement of all or 
part of their debt. Th is is by no means a feature that is unique to mezzanine debt 
(for example, ECA debt tranches may also provide for prepayment premia), but 
whether or not the mezzanine lenders are able to secure this would be deter-
mined by the relative bargaining strength of the parties.

(5) Covenant package: Th e mezzanine covenants will typically follow the senior cov-
enant package. However, additional covenants and diff erent ratio thresholds 
will be required to refl ect the mezzanine debt’s position behind the senior 
tranche. Th e mezzanine facility will also set out restrictions to avoid cash leakage 
to more junior debt or the equity in much the same way as the senior facility.

(6) Mezzanine enforcement rights: Th ese will typically be set out in the intercreditor 
agreement and are discussed in more detail below.19

Subordinated and Equity Bridge Facility Agreements

A number of sponsors are increasingly using subordinated and equity bridge loans 
(EBLs) to make their equity contributions to the project company in order to maxi-
mize their return from the project and will often champion their use up to the 
tolerance permitted by applicable thin capitalization rules and the credit require-
ments of the senior lenders. EBLs are traditionally short-term loans with a tenor of 
up to three years20 and a bullet repayment profi le. Th e use of EBLs to maximize 
equity returns has become prevalent in the water and power sectors (particularly 
with respect to projects benefi ting from creditworthy long-term off -take contracts). 
EBLs may be priced to encourage a refi nancing ahead of schedule through devices 
such as upward margin ratchets. Th e senior creditors will usually be content to 
accept such devices but will seek to ensure that:

(1) at least a portion of total project costs (usually 10 per cent) is funded by share 
capital;

(2) the shareholder subordinated debt to equity ratio is capped, primarily to address 
thin capitalization requirements and to preserve the effi  cacy of subordination 
provisions in an insolvency;

19  See para. 7.116 below.
20 Although prior to the credit crunch, longer tenors stretching beyond project completion were 

seen in the project fi nance market.
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(3) the EBLs are replaced with share capital on a date certain as an undertaking by 
the sponsors; and

(4) the EBLs are fully fi rst drawn prior to the fi rst drawdown of the senior debt 
tranches. 

Credit risk: Except where all of the equity is contributed up-front, the sponsors’ 
credit-worthiness will have to be satisfactory to the lenders; alternatively the spon-
sor will be required to provide acceptable credit support, usually in the form of 
letters of credit, from an acceptable rated provider, including where the sponsor’s 
rating deteriorates below an acceptable threshold. In this instance, the parties will 
need to assess the margin payable on the equity bridge loan against the cost to the 
sponsor of paying the fees to the provider of the acceptable letter of credit. 
Occasionally, the senior lenders will accept a corporate guarantee from a sponsor 
with a particularly strong credit rating. From time to time, sponsors will also seek 
to provide credit support only where their own credit rating falls below a prescribed 
level. Th is is normally only applicable in the case of the very strongest credits. Once 
the EBL lenders are comfortable with the credit of, or credit support provided by, 
the sponsors, the issue of whether an equity bridge is funded prior to the senior debt 
or whether equity will be ‘back-ended’ is largely a mechanical one. 

Subordination: Lenders providing an equity bridge loan will usually do so without 
taking any security over the project’s assets and with no recourse to the project 
company. EBL lenders will either accede to the intercreditor agreement or enter 
into a separate subordination deed to confi rm the junior, non-recourse nature of 
their debt but they will not usually take part in any voting, nor will they receive the 
proceeds of any enforcement action.

Drawdowns: It is likely that equity bridge loans will be drawn before the senior 
facilities because they usually have lower margins (thereby maximizing the equity 
returns). However, for example, where even lower funding costs are available from 
other sources (for example, ‘soft loans’), it may be possible to substitute the usual 
requirement that the EBLs be fully drawn prior to the drawdown of the senior debt 
tranches, with an undertaking to make the EBLs available pro rata with the senior 
debt, with the result that at any given time (and absent the occurrence of any 
particular events that entitle the senior lenders to require the sponsors to fund 
their equity contributions in full) the funded exposure of both sponsors and lenders 
as a proportion of their respective commitments is the same. Indeed, with the 
increased use of equity bridge loans in project fi nancings, particularly within the 
water and power sector, it is often now the case that the sponsors do not actually 
fund their equity contributions to a project until project completion or later 
(although of course the fact that they have guaranteed the equity bridge loan 
means that their credit exposure to the project is essentially no diff erent to that 
which it would have been had they made their equity contributions to the project 
company in the usual way). 
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EBL debt service: EBL debt repayment obligations are usually non-recourse to the 
project company; thus, neither the proceeds of senior debt nor the project compa-
ny’s cashfl ows may be applied to retire the principal of the EBL. However, current 
interest payments on the EBLs are usually payable out of the project cash waterfall 
up to a capped amount, unless a default of some sort occurs; the sponsor credit sup-
port provider will guarantee the obligations of the project company to pay such 
fi nancing costs on a non-recourse basis, with the result that if the project company 
fails to pay the fi nancing costs or another event of default relating to that sponsor 
arises under the EBL, the EBL lenders will be entitled to accelerate the EBL facili-
ties (and in turn to take steps to exercise their rights against the sponsor credit 
support provider), but would not otherwise be able to take any action against the 
project company, including in its insolvency.

Cross-default to senior loan: It is generally the case that a breach under the EBL will 
not trigger a default under the senior credit agreement. Senior lenders generally 
take the view that: 

(1)  during the construction period, once the EBL loan has been injected into the 
project and suitably subordinated, it is of little moment that the EBL loan is in 
default; and 

(2)  following project completion, any failure to pay interest on (or, indeed, princi-
pal of ) the EBL is simply akin to a shortfall in dividends. 

Clearly, if the EBL is to be funded pro rata to the senior debt, such that an EBL 
default will trigger a drawstop under that facility, the senior lenders will have a 
greater concern with the existence of the default, particularly as the drawstop will 
likely result in a shortfall of funds needed to meet total project costs. A common 
solution in that case is for the senior loans to default, and therefore cease to be avail-
able to be drawn. 

EBL lender protections: To protect their position, the EBL lenders will:

(1) require a hedging programme in respect of any interest rate or currency risk;
(2) in recognition that it represents their sole recourse for the recovery of the prin-

cipal amounts advanced to the project company, ensure that their ability to call 
on the credit support is unfettered by any other party (including the senior 
lenders);

(3) require that any payments due to the EBL lenders from a credit support pro-
vider are made directly to the EBL lenders;

(4) agree to a cap on the level of the sponsor credit support. However, the EBL 
lenders in these circumstances are likely to wish to ensure that the cap:

(a) has a signifi cant LIBOR-based buff er to take into account both interest 
over an agreed period beyond the repayment date of the EBLs and any 
enforcement costs; and
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(b) does not extend to hedging (i.e. if the EBL hedge providers are to benefi t 
from a guarantee, it should be a separate guarantee designed exclusively to 
cover hedging liabilities). 

Documentation: Th e inclusion of an EBL in a fi nancing plan usually necessitates a 
separate loan agreement between the project company, the relevant sponsors and 
the EBL lenders. Due to the intercreditor issues which may arise, separate counsel 
may also be required to advise the EBL lenders.

ECA Covered Facilities

As discussed in Chapter 8, many ECAs will, in their offi  cial export credit support 
role, act under the aegis of the OECD Arrangement on Offi  cially Supported Export 
Credits.21 ECA support may be provided by way of export credit guarantees or 
insurance or through direct credit/fi nancing and refi nancing or interest rate sup-
port. Th us, in a project fi nancing, ECAs may provide insurance cover to exporters 
or lenders or guarantee payments to the lenders that are making advances to an 
overseas borrower. Such insurance cover or guarantees may be comprehensive (i.e.  
provide commercial and political cover) or provide only political risk cover.

Documentation

Th ere is no standard form of documentation across the ECA universe and each 
entity will have its own preferred forms. However, in international syndicated 
transactions, an LMA-based form is often used as a starting point for the 
documentation.

Th e OECD Arrangement22 allows ECAs to provide fl exible loan repayment terms 
to match a project’s revenue stream and transactions can be structured with sculpted 
repayment profi les and fl exible grace periods within the rules and subject to market 
practice in the relevant industry sector. Th is is particularly benefi cial to projects in, 
for example, the petroleum refi ning and telecommunication sectors which see 
seasonal volatility in their cashfl ows and for whom temporary deferral of principal 
repayments is critical to avoid breaching their fi nancial covenants (even where the 
overall project economics remain robust). 

Eligibility criteria

A number of ECAs have gradually relaxed their eligibility rules as they seek to 
become more competitive in the market place.23 Most ECAs are enjoined only to 

21 See para. 8.20 et seq.
22 See para. 8.20 et seq.
23 See also para. 8.11 et seq.
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support projects that have a suffi  cient nexus with their own countries, whether that 
nexus is a local off -taker, equipment supplier, or EPC contractor. Th e purpose 
clause of most facility agreements will therefore require that the proceeds from the 
ECA facilities are applied towards payment or reimbursement of project costs 
incurred in purchasing eligible goods and services under eligible construction and 
supply contracts. Increasingly, what constitutes a local component in a project is 
given a liberal interpretation in an eff ort to support a country’s industry and 
exports.

Bribery and corruption—OECD Guidelines

ECAs are encouraged to combat the bribery of foreign public offi  cials in interna-
tional business transactions benefi ting from offi  cial export credit support by the 
OECD Recommendation on Bribery and Offi  cially Supported Export Credits, 
which was adopted by the OECD Council on 14 December 2006. Recommended 
best practice includes looking for red-fl ags by verifying whether the exporters and 
applicants are blacklisted by international fi nancial institutions or have been 
indicted for bribery in the previous fi ve years. Even where the transaction passes the 
ECAs’ initial due diligence, the ECAs are urged to:

(1) require that exporters and applicants provide an undertaking or declaration 
that neither they nor anyone acting on their behalf have been engaged or will 
engage in bribery in the transaction; and

(2) take ‘appropriate action’ (such as denial of payment, indemnifi cation or refund 
of sums provided) if bribery is subsequently proved.

It is therefore now standard practice for the common terms agreement or the rele-
vant facility agreement to contain a representation to the eff ect that neither the 
project company nor its representatives have paid or sanctioned the payment of a 
bribe or similar payment in relation to the project (coupled with a covenant that 
they will not make such payment at any time in the future). A breach of this repre-
sentation or covenant and the potential reputational damage that could ensue gives 
the ECAs the right to accelerate their debt.

Policing environmental covenants 

Another feature that has become a fi xture in ECA fi nance documentation is a 
package of measures designed to ensure that the ECA-supported project does 
not endanger local communities or the environment. Th is derives from the adop-
tion in 2001 by the OECD of the Recommendation on Common Approaches 
on the Environment and Offi  cially Supported Export Credits (the Common 
Approaches) for evaluating the environmental impact of ECA supported infra-
structure projects to ensure that they meet established international standards. 
Th e Common Approaches were strengthened in December 2003 shortly after the 
private sector-focussed Equator Principles came into force, and again in 2007 when 
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they were further revised and expanded. Adherence to the Common Approaches 
is intended to increase transparency in offi  cial ECAs’ environmental review 
processes to ensure consideration of the environmental eff ects of projects on a 
consistent basis. 

Th e Common Approaches are not legally binding but are adhered to very fi rmly in 
practice and are viewed as capable of impacting the bankability of a project. Th ey 
require that both new projects and projects undergoing signifi cant change in output 
or function are evaluated against the environmental standards of the host country 
or international standards against which the project has been benchmarked, which-
ever are the more stringent. Th e relevant international standards tend to be those of 
the World Bank Group or of regional development banks.24

With regard to the most sensitive projects:

(1) the environmental standards to be applied must be reported and monitored by 
the OECD’s Export Credit Group (the ECG)25 and exceptional deviations 
from the international standards will have to be justifi ed; and

(2) ECG members will seek to make environmental information, particularly 
environmental impact assessment reports, publicly available before fi nal 
commitment.

Most offi  cial ECAs have established internal procedures to assess the potential ben-
efi cial and adverse environmental eff ects of goods and services for which support is 
requested and will only grant board approval for fi nancing support after such an 
assessment. A number of ECAs have also borrowed a leaf from leading regional 
development banks and issued their own environmental guidelines, with the result 
that they will usually require that the loan fi nancing documentation takes into 
account such procedures and guidelines.

For environmentally sensitive projects, ECAs will require the development of an 
environmental and social impact assessment that accords with minimum standards 
and will require that the assessment is publically disclosed to interested parties for a 
minimum period26 or direct interested parties to a source, such as a publicly acces-
sible website, where it can be reviewed. Th is disclosure requirement can have a 
timing implication on a proposed signing or closing and should always be taken 
into account in structuring the transaction schedule.

24 Th ese include the African Development Bank, the Asian Development Bank, and the European 
Bank for Reconstruction and Development.

25 As of the date of writing, the ECG includes the following OECD countries: Australia, Austria, 
Belgium, Canada, the Czech Republic, Denmark, Finland, France, Germany, Greece, Hungary, 
Ireland, Italy, Japan, Korea, Luxembourg, Mexico, the Netherlands, New Zealand, Norway, Poland, 
Portugal, Slovak Republic, Spain, Sweden, Switzerland, Turkey, the UK, and the US.

26 Th is period ranges from thirty days to 120 days depending on the ECA involved. 
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Upon signing the fi nancing documents, a number of ECAs will summarize or dis-
close in their entirety the material environmental requirements associated with 
their fi nancial support, including a list of the environmental reports required of the 
borrower, on their website. 

Projects are expected to be designed, constructed, and operated in a manner that 
will enable them to maintain compliance, on an ongoing basis, with the environ-
mental guidelines pursuant to which the ECA evaluated the project. If a project 
does not meet the applicable environmental guidelines, the ECA may reject the 
funding proposal or provide fi nancial support that is conditional on the implemen-
tation of measures to mitigate the project’s adverse environmental eff ects. 

ECAs will seek to police compliance with the prescribed environmental and social 
guidelines and ensure that the project is constructed and operated in accordance 
with the relevant host-country and applicable international environmental guide-
lines throughout the term of their support. Monitoring is usually conducted 
through a desk-top review of information provided by the sponsor and regular site 
visits paid for by the sponsor. 

In fi nance document negotiations, ECAs usually defer discussion on environment-
related covenants pending receipt and review of the environmental and social 
management plan (ESMP). Nevertheless, they will invariably require:

(1) quarterly and semi-annual reporting on compliance with the construction 
phase ESMP;

(2) semi-annual and annual reporting on compliance with the operations phase 
ESMP; and

(3) mechanisms with respect to the transition of the ESMP from the construction 
to the operations phase and public disclosure of that ESMP on the project 
company’s website.

Other documentation issues of interest to ECAs 

Stapling
In a multi-sourced fi nancing involving ECAs and commercial lenders, it is not 
unusual for the ECAs eff ectively to club together to ensure that they have a greater 
infl uence on the structure of the transaction and that their interests are communi-
cated eff ectively. Increasingly, commercial lenders fi nd this infl uence helpful, as it 
means that commercial lenders do not have to advocate positions that the ECAs are 
already espousing. To maintain their infl uence throughout the transaction, ECAs 
will often require a degree of pro rata drawdown and prepayment across all ECA 
facilities.

In cases where an ECA is both a direct lender and a risk policy provider or where 
another offi  cial institution from the same country is providing cover alongside an 
ECA lending directly to the project company, the ECA may insist on drawdowns 
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being made pro rata between the direct facility and the covered facility in a pre-
scribed ratio, subject to a carve-out for capitalization of interest and the payment of 
relevant premia. Where the two institutions are fi nancing diff erent EPC packages 
in the same project, they may relax these stapling requirements, but may require the 
borrower to endeavour to maintain the proportionate exposures of the institutions, 
subject to the eligibility criteria of each ECA. 

Th e ECAs may therefore require pro rata prepayment or cancellation of commit-
ments across, and replacement of, all ECA facilities, but permit non-pro rata 
prepayments, cancellation of commitments, or debt replacements across other 
senior facilities. Clearly, this requirement may limit the project company’s fl exibil-
ity in managing its fi nancing plan, but many view this disadvantage as outweighed 
by the pricing and other advantages that ECAs bring to a project.

Voting 
ECAs usually insist on directing the manner in which the lenders benefi ting from 
their cover exercise their voting rights under the fi nancing documentation. As such, 
the relevant ECA facility agreement will tend to provide for the relevant ECA to 
control the voting behaviour of the lenders covered by its guarantee or insurance. It 
is reasonable to give the covered lenders an independent vote once they have ceased 
to have the benefi t of the ECA cover or where the vote is in respect of a change that 
would fundamentally alter the commercial structure originally agreed to by those 
lenders. Th us the right to control the voting is rarely absolute. It will also be limited, 
for instance, in respect of the waiving of initial conditions precedent and proposed 
variations to provisions capable of aff ecting the yield to those lenders, such as the 
margin and repayment dates. ECAs providing direct loans to a project company 
would obviously be granted full voting rights.

Conditions precedent
ECAs also usually require, as a condition precedent to the initial drawdown under 
a covered facility, evidence that the eligible contracts have been entered into. In 
some cases, ECAs will require that a notice to proceed has been issued under such 
contracts to ensure that the project company is fully committed to sourcing content 
from the relevant countries.

Mandatory prepayment upon termination of contracts
Some ECAs require mandatory prepayment upon termination of the relevant 
export contract or a pro rata prepayment in the case of a termination of one of a 
number of export contracts being supported by ECA loans. 

Fees and premium
ECAs will usually charge a premium for their products. Where the ECA is provid-
ing a direct loan as well as insurance or guarantee coverage, it may charge two kinds 
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of premium: one for the direct loan and the other for the risk policy. Th e direct loan 
premium can be included in the margin, in which case the direct loan facility agree-
ment will not have a separate provision for that premium.

Ineff ectiveness of risk policy
It will usually be an event of default under an ECA covered facility agreement if the 
relevant risk policy becomes ineff ective. If that event of default appears in the rele-
vant ECA facility agreement, the covered lenders will usually be entitled to cancel 
their commitments and accelerate the indebtedness under their facility (thereby 
entitling, but not obliging, all other facilities to accelerate their indebtedness as 
well), but they would only be entitled to call for enforcement action against the 
common security following a full intercreditor vote across all facilities.

Subrogation rights 
Th e fi nancing documentation will usually contain an acknowledgement by the bor-
rower and the other fi nance parties of the right of subrogation by an ECA providing a 
guarantee or insurance policy to the extent that that ECA has discharged a debt obli-
gation owed by the borrower to an ECA covered lender pursuant to such guarantee or 
insurance policy. Th e documentation usually provides that the ECA will, on being 
subrogated, be deemed to be an ECA lender for all purposes of the fi nance documents 
to the extent of the relevant payment. Th e obligation of the borrower to that ECA as 
subrogee will constitute an unpaid senior debt obligation of the borrower (and an 
event of default under the fi nance documents will be continuing), until that obliga-
tion is fully paid. Th e documentation will also make clear that this right of subrogation 
is in addition to any right of indemnifi cation or subrogation that may be available to 
the ECA risk policy provider as a matter of general law. Th is provision is usually 
uncontroversial, but the relevant ECA will wish to ensure that it is included, to coun-
ter any argument that the ECA impliedly waived its subrogation rights by accepting 
other indemnities (if any) from the borrower in lieu of those subrogation rights.27

Intercreditor Agreements

Introduction

Th e desirability of an intercreditor agreement begins the moment that a project’s 
fi nance plan features two or more consensual creditors. Th is desirability quickly 
turns to necessity when those creditors have diff ering perspectives on the risk/
reward equation presented by the project company’s credit. Most creditors having 
assessed the borrower’s creditworthiness and the economic viability of a project, 

27 See e.g. Cooper v Jenkins (1863) 32 Beav 337. For a more detailed and useful discussion on sub-
rogation, see C. Mitchell, Th e Law of Subrogation (Oxford University Press, Oxford 2007).
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will consider the bankability standard to be met only if they are able to recover the 
loans advanced to the project company at least pari passu with other creditors. 
However, while some creditors will be prohibited by their internal rules from par-
ticipating in a project fi nancing on other than senior terms, others will seek to 
realise a better return by accepting a relatively less senior ranking. For many years, 
a market has developed around lenders that see opportunities in being junior, albeit 
secured, creditors, in the hope that the correspondingly higher margin paid to them 
will refl ect the increased risk being assumed, both in the normal course of events 
and upon an enforcement of security or the insolvency of the borrower. 

It is in addressing the various, often confl icting, creditor interests and priorities that 
the importance of an intercreditor agreement lies. As its name suggests, the inter-
creditor agreement is a compact among creditors, the raison d’être of which is the 
orderly re-prioritization of creditors who would, without more, rank equally at law. 
Th us, at the core of an intercreditor agreement will be found provisions providing 
for the contractual subordination to the senior debt of all other debt tranches and 
the application of the proceeds of the enforcement of the project security so that the 
claims of the senior creditors are discharged ahead of the claims of the other fi nance 
parties. But the role of the modern intercreditor agreement has grown beyond this 
primary function to encompass many other mechanics, largely because it is one of 
few documents to which each present and future project fi nance party is or will be 
a party. It is now generally accepted that such provisions are binding on the parties 
to the intercreditor agreement, a liquidator or administrator of any party thereto, 
and a liquidator or administrator appointed under the Insolvency Act of any credi-
tor of any party thereto in accordance with their terms and will not be set aside 
under the rule in British Eagle v Air France.28 

Secured creditors are not aff ected by the pari passu principle and the assets that 
constitute the collateral are not part of the insolvent’s estate and are therefore not 
available to the unsecured creditors or to the liquidator. As amongst the secured 
parties, the general proposition under English law is that they should be free to 

28 Th e decision of the House of Lords in British Eagle v Air France [1975] 1 WLR 758, [1975] 
2 All ER 390 makes it clear that transactions may be cut down on grounds of public policy where they 
are intended to avoid basic insolvency principles such as mandatory set-off  and pari passu distribution 
amongst unsecured creditors. However, the contractual subordination provisions in the typical inter-
creditor agreement would not be set aside under the rule in British Eagle. Th e judgments of Vinelott 
J in Re Maxwell Communications Corporation plc (No. 2) [1994] 1 All ER 737 and Lloyd J in Re SSSL 
Realisations (2002) Ltd (formerly Save Service Stations Ltd) (in liquidation); Manning v AIG Europe (UK) 
Ltd; Robinson v AIG Europe (UK) Ltd [2004] EWHC 1760 (Ch) support the proposition that, in the 
context of considering the validity of the contractual subordination of the claims of unsecured creditors, 
the courts may not strike down an agreement between a creditor and his debtor which contracts out of 
the requirements for pari passu distribution, if that contract does not seek to provide for the relevant 
creditor to enjoy some advantage in a bankruptcy or winding up which is denied to other unsecured 
creditors. See also Re Maxwell Communications Corporation plc (No. 2) [1994] AER 737 and Re SSSL 
Realisations (2002) Ltd (formerly Save Service Stations Ltd) (in liquidation); Manning v AIG Europe (UK) 
Ltd; Robinson v AIG Europe (UK) Ltd  [2004] EWHC 1760 (Ch) in para. 21(e) of Sch. 3).
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allocate the assets contractually as they see fi t, as an incident of their proprietary 
rights to the security, subject only to the terms of that security.

Th e modern intercreditor agreement will therefore also seek to subordinate certain 
classes of debt, outline payment priorities both before and after a project has gone 
into default, oblige creditors to turn over payments received or recoveries made out 
of turn, regulate the ability to take, and set forth procedures governing the taking 
of, enforcement action against the borrower or its assets, and the voting rights of the 
various creditor constituencies.

Drafting and negotiation considerations

Negotiations around the intercreditor agreement do not directly concern the bor-
rower although it will often insist on being party to the intercreditor agreement in 
order to prevent amendments to the agreed voting thresholds and to certain defi ned 
terms without its consent.

During the negotiation process, the most senior creditors usually generate the fi rst 
draft of the intercreditor agreement, which will be reviewed and commented upon by 
the subordinated creditors. Th e intercreditor agreement is not usually fi nalized until 
the full complement of fi nance documents has been largely settled. Only then can the 
draftsman really know what to prescribe for. However, for complex fi nancings, it is 
advisable, and indeed increasingly common, to agree a summary of the key intercredi-
tor features—the intercreditor principles—as part of the term sheet negotiations to 
ensure that the main commercial aspects of the intercreditor relationship are negoti-
ated (or at least noted). Failure to do so will likely result in delay or, worse, a hastily 
drafted intercreditor agreement that does not properly address all the material issues.

Given the inherent confl ict of interest with senior creditors, subordinated lenders 
often retain separate counsel (or a separate legal team at the fi rm appointed to act as 
common lenders’ counsel) to advise them on intercreditor matters.29 In any event, 
subordinated creditors should ensure that, as much as is possible, the intercreditor 
agreement contains protective provisions which, in a distressed scenario, will both 
preserve value and allow the subordinated creditors some infl uence in a restructur-
ing situation. Needless to say, the ability of the subordinated creditors to negotiate 

29 Acting for diff erent tiers of lenders (for example, senior lenders and mezzanine lenders) enter-
ing into a fi nancing transaction where there is already an agreed or commonly understood structure 
with regard to the ranking of their respective claims, the content of their respective obligations and 
associated commercial issues, is one of the examples, specifi cally cited by the Solicitors Regulation 
Authority, where it may be permissible for a solicitor to act despite a confl ict under rule 3.02, subject 
to the relevant safeguards, recognising that ‘this will facilitate effi  cient handling of the matter (taking 
into account amongst other things the desire to complete the transaction quickly, the availability of 
necessary experience/expertise and the overall costs)’. See para. 6(a)(iv) of the Guidance to rule 3 
(Confl ict of interest) of the Solicitors’ Code of Conduct 2007 at <http://www.sra.org.uk/solicitors/
code-of-conduct/rule3.page>. 
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a robust intercreditor arrangement will depend on their relative negotiating 
strength. Th is cannot always be assured, such as where a rating for the senior debt is 
being sought and prevailing market conditions present ready alternatives to a sub-
ordinated creditor seen as being overly activist. In such circumstances, the 
subordinated creditors will likely fi nd themselves being deeply subordinated as a 
‘silent’ tranche (attractive to equity but not to others), not least because credit rating 
agencies charged with rating senior debt paper will take into account the ability of 
subordinated creditors to interfere with the senior creditors’ enforcement and 
recovery entitlements and processes. 

In March 2009, the LMA launched a standard form intercreditor agreement 
designed for use with the LMA leveraged facility agreement, to add to its growing 
arsenal of negotiation starting points. Th e initial version was revised six months 
later, to address a number of concerns raised within the London mezzanine lender 
community, that the initial LMA form was overly favourable to senior lenders and 
hedging counterparties, to the detriment of more junior creditors. In any case, it is 
worth noting that the LMA intercreditor agreement is designed to address the issues 
arising in a classical European leveraged buyout structure and, while it can be 
adapted to the project fi nance market, it may be quicker and more familiar, at least 
in the short-term, for experienced project fi nance parties to base the drafting on 
recent market precedent.

Th e typical project fi nance creditor classes

Unlike corporate or leveraged buyout fi nancings, project fi nancings have tradition-
ally featured a relatively simple intercreditor profi le, in which most, if not all, the 
fi nance parties (bar those affi  liated with the sponsors) are categorized as senior 
creditors. As more and more sponsors and lenders in varying and wide-ranging sec-
tors have turned to project fi nance, the structuring has become increasingly complex 
and intercreditor agreements have had to adapt to this complexity. Th e project 
fi nance practitioner will rarely, however, see the multi-tiered structures prevalent in 
the acquisition fi nance market. A typical project fi nance intercreditor arrangement 
might involve the following classes of creditors.

(a) Senior creditors
Th e senior creditor category will, in project fi nance transactions, typically be the 
broadest creditor class. Th e senior creditors will usually, but not invariably, be third 
party debt providers and hedge providers, as well as the account banks and agents 
under the project fi nance documents. Th e concomitant defi nition of senior debt 
will not only include all moneys advanced under the original senior facility 
agreements and hedging liabilities, but also permitted supplemental, additional, 
or replacement senior debt. Occasionally, the sponsors will insist on a senior pari 
passu ranking to the extent that they (or their affi  liates) are providing senior debt 
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(over and above their equity commitments) or where they, for example, are supply-
ing feedstock or lifting project production on generous credit terms. In some of the 
largest oil and gas fi nancings, these credit terms can be signifi cant, perhaps even 
exceeding the external senior creditors’ commitments. For the benefi t accorded to 
the project company through these terms, the external lenders may agree to share 
their senior status with the sponsor (or its affi  liate) up to a prescribed limit subject, 
additionally, for example, to the sponsor or its affi  liate agreeing (to the extent per-
mitted by applicable law) to waive its set-off , retention of title and enforcement 
rights. Also, the affi  liated senior creditor will usually only have the right to vote in 
respect of decisions requiring unanimity or which are capable of directly and 
adversely aff ecting its rights in its capacity as a senior creditor.30

(b) Subordinated creditors
Ranking immediately below the senior creditors and above the equity providers31 is 
the more junior class of creditor, variously called the mezzanine or junior creditor, 
depending more on the features of their fi nancing than their rights under the 
intercreditor agreement. In the acquisition fi nancing market, a more defi ned char-
acterization exists to diff erentiate the mezzanine from the junior, and the mezzanine 
from any ‘second-lien’ creditors; whatever the nomenclature, these are usually 
fi nance providers that, for a higher margin, accept a lower position in the priority 
of payments and recoveries. In a project fi nancing, the subordination of these credi-
tors is only relative to the senior creditors; they will still rank ahead of the unsecured 
creditors and the equity providers. DFIs have been seen to take subordinated debt 
tranches to plug funding gaps in the fi nance plan of strategically important 
projects.32 Sponsors or their affi  liates may also invest debt on a subordinated basis, 
and will usually do so for at least a part of their equity commitments, subject to 
restrictions imposed by any relevant thin capitalization requirements. Affi  liated 
subordinated creditors will usually not be entitled to vote on any decision under the 
intercreditor agreement.

30 For example, any amendment aff ecting its priority status.
31 Th is work does not explore structurally subordinated debt incurred by a direct or indirect hold-

ing company of the borrower of senior debt on the basis that such structures are relatively rare in 
project fi nancings, and will be more likely to arise where legal doubts exist locally as to the effi  cacy 
of contractual subordination. If structural subordination is envisaged, it is important to require that 
the relevant holding company is the sole borrower of the subordinated debt to protect the integrity 
of any senior lock-up tests and cash distribution or up-streaming restrictions within the senior loan 
documents or the intercreditor agreement. 

32 Th e EIB, for example, which took a subordinated debt position in the Moma titanium mine 
in Mozambique. See EIB’s press release at <http://www.eib.europa.eu/projects/news/eib-fi nanced
-mine-project-in-mozambique.htm>.
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Selected intercreditor issues

Th e more complex a project’s fi nance plan, the more complex its intercreditor 
agreement will be. Th is section discusses some of the key issues that a practitioner 
may encounter in drafting and negotiating a moderately complex intercreditor 
agreement. Th e issues must of necessity be viewed from all the contrasting perspec-
tives: the senior and subordinated creditors’ and the equity parties’ view points are 
all relevant. In a transaction with a rated debt tranche, the rating agencies will also 
review the arrangements for the purposes of making their ratings affi  rmations.

Below, we discuss, among other things:

(1) the priority of payments in respect of any money recovered by the security agent 
or creditor other than in the normal course of events;

(2) the universe of actions that creditors can or cannot take to enforce their rights 
or security in a distressed scenario;

(3) the value protective measures, if any, of which the more junior creditors can 
avail themselves as against more senior creditors;

(4) the voting rights enjoyed by the various creditor classes, common voting struc-
tures, and the voting thresholds; and

(5) the unique intercreditor provisions aff ecting hedge providers and ECAs.

Intercreditor restrictions 
Th e intercreditor agreement will generally restrict the right of any particular lender 
to accelerate its debt, enforce security, initiate bankruptcy or insolvency proceed-
ings or take other independent action that may prejudice the project, without the 
agreement of at least a designated percentage of the senior creditors. Following an 
event of default, a particular lender may, at a minimum, be restrained from exercis-
ing remedies for a specifi ed period in order to aff ord other more senior lenders the 
opportunity to cure the default or to exercise their own remedies. Th e agreement 
will also contain provisions relating to the sharing of the proceeds derived from the 
enforcement of security. 

Th e rights of subordinated creditors will generally be further restricted. Th e subor-
dinated creditors will usually only be entitled to receive debt service payments on a 
subordinated basis in accordance with the project revenue cash waterfall set out in 
the fi nance documents, with such payments in most cases being locked-up on the 
occurrence of an event of default. A diff erent waterfall will often apply upon enforce-
ment of security to allocate the distribution of the resulting enforcement proceeds.

Th e rights of subordinated lenders to accelerate and take other enforcement action 
against the borrower will usually be subject to a ‘standstill period’ during which the 
senior creditors are given free rein to decide how to proceed. Th e duration of the 
standstill period is negotiated but a pattern has emerged. Commonly seen are dura-
tions of sixty to ninety days for payment defaults, ninety to 120 days for breach of 
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fi nancial covenants and 120 to 180 days for all other defaults. Th ese standstill peri-
ods are disapplied in the case of exclusive security (if any), against which the 
subordinated lenders can take action at any time, since that action should have no 
impact on the senior creditors. As such the more junior creditors may be permitted 
to take enforcement action provided that no senior debt or security is thereby 
compromised or disturbed, and if such enforcement action results in a change of 
control, that such action has no material adverse eff ect on the project’s permits or 
prospects.

Subordinated creditor value protections
Th e senior lenders will invariably restrict the subordinated creditors’ ability to take 
any action that could interfere with the senior lenders’ ability to take enforcement 
action. However, the subordinated creditors and equity parties will be particularly 
interested in infl uencing the ability of the senior creditors to initiate enforcement 
action or alter the template on the basis of which the fi nancing was closed. Th e 
senior creditors will be receptive to such infl uence only if it improves prospects for 
new investment or assures the senior creditors of a better chance of recovery than is 
otherwise available through enforcing security. Th e subordinated creditors will also 
recognise that they are unlikely to make signifi cant recoveries if they are not proac-
tive in infl uencing, as far as is feasible, the course of events. Th us, taking a view on 
the hold-out value of a project may result in a less passive subordinated creditor 
class. Th e following provisions in an intercreditor agreement are designed to pre-
serve value at the subordinated levels:

(1) Restrictions on amendments to senior documents: Th e senior lenders will require 
the subordinated lenders’ consent to amend or give any waiver or consent under 
any senior fi nance document which would:

(a) increase the senior debt at all or by more than a prescribed amount;
(b) increase the margin and other amounts payable in respect of the senior debt 

at all or by more than a prescribed amount;
(c) change the repayment profi le of the senior debt; or
(d) change the basis on which interest is calculated.

 Th e ability of subordinated creditors to block amendments to the senior docu-
ments will assist syndication of the more junior debt but, from an equity per-
spective, will undermine the fl exibility to restructure the senior debt. 

(2) Option to purchase: Subordinated creditors will often be granted an option to 
purchase the senior debt in full at par after a senior default.

(3) Subordinate exclusive security: Where subordinated creditors have exclusive 
security (usually where they are structurally subordinated or where they have 
the benefi t of credit support from parties other than the project company), they 
would usually expect to have the ability to enforce that security at any time 
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without limitation. However, such enforcement action will not be permitted if 
it would impede any enforcement action by the senior creditors. 

(4) Narrow standstill: Subordinated creditors will typically be subject to a ‘stand-
still’ obligation preventing them from taking enforcement action for a fi xed 
period whilst the senior creditors consider their options. Subordinated credi-
tors will focus on keeping the standstill period as short as possible and may seek 
exemptions from it if the senior creditors commence enforcement action against 
the project company (in which event the subordinated creditors will be permit-
ted to take equivalent enforcement action). Subordinated creditors may also 
have the right to match terms proposed by a buyer in the context of a proposed 
enforcement by the senior lenders. Th e exercise by the subordinated lenders of 
such matching rights is eff ectively a step-in right on identical terms to those of 
that off er.

Voting rights and structures
Often the most complexity in a project fi nance intercreditor agreement is found 
within the voting framework. It is advisable to adopt a formulaic structure based on 
the type of decision required to be made and the voting threshold needed to pass 
the relevant decision. Th ere are a number of voting structures which creditors 
may adopt. To determine the appropriate voting arrangement for a particular 
project, one needs to assess the size of each debt tranche as this obviously has a direct 
eff ect on the proportionate voting strength of each lender group. Other consider-
ations which need to be taken into account include whether there are diff erences in 
the maturity of the various tranches of debt, whether the fi nancing incorporates 
debt with both fi xed and fl oating interest rates, and involves risk policy providers 
who are likely to seek to control the votes of the lenders benefi ting from their risk 
cover. For a number of lenders, the key consideration will be to maintain the ‘day 
one’ balance of power for as long as possible, particularly where institutions with 
diff erent commercial or policy drivers are involved. In certain fi nancings, it may 
be appropriate for there to be ‘block voting’, whereby a majority vote within a 
particular lender group is deemed to be a unanimous vote of that particular 
group when the votes of all the relevant facilities are aggregated (usually by the 
intercreditor agent). 

Variations to loan fi nancing documentation, waivers, and consents or determina-
tions must usually be agreed to by a prescribed majority of the creditor group. 
However, matters of a purely administrative or routine nature are often delegated 
to a facility or intercreditor agent without the need for referring such matters to a 
vote by the lenders. Whether or not these agents feel able to exercise these discre-
tions is another matter altogether and many will be reluctant to do so in the absence 
of a satisfactory indemnity from the lenders.

Certain decisions will, however, be seen as aff ecting the basis on which credit 
approval for a particular project was originally obtained or as having the potential 
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fundamentally to alter the economics of the project. In such cases, there will be a 
requirement for the approval of each creditor class. Such decisions customarily 
include:

(1) confi rming satisfaction of, or waiving, initial conditions precedent to funding 
by the lenders;

(2) variations to the cash waterfall;
(3) changes to applicable interest rates or principal amounts owed to the lenders;
(4) the release of security;
(5) changes to the priority ranking of debt tranches;
(6) amendments to voting thresholds and related defi nitions; 
(7) material changes to the intercreditor provisions; and
(8) extensions to the availability period of the facilities or increases in a creditor’s 

commitment.

Th ere is no standard approach to setting voting thresholds required to pass a par-
ticular creditor decision. A number of transactions adopt three thresholds: simple 
majority, super-majority, and unanimous consent. Th e simple majority is usually 
either over 50 per cent or 66.67 per cent, whilst super-majority thresholds range 
from 66.67 per cent to 85 per cent. Occasionally, a fourth level may be interposed 
between the simple majority and super-majority thresholds. Th e key drivers for 
determining the thresholds will be precedent transactions in the relevant sector and 
the identity and character of the creditor group. Clearly, setting a threshold too 
high for a routine matter that then ends in impasse, to the detriment of the project, 
is in no one’s interest. Equally, setting the bar too low will be unattractive as it could 
alter the commercial parameters on which the lenders’ original credit approvals 
were based without due scrutiny. If unanimity is required, waivers may prove 
impossible or expose a borrower and the other lenders to the risk of being taken 
hostage (in commercial terms) by an intransigent or rogue creditor. If a simple 
majority is adopted, individual lenders may be concerned that their views will be 
rendered to be of no consequence.

Figure 7.1 below sets out an example of a four-tier threshold decision matrix and 
identifi es the type of decisions within each category. 

Calculation of voting entitlements: Voting rights are usually determined by the expo-
sure that a particular creditor has to the project, the so called ‘skin in the game’ test. 
Th is will usually be predicated on the amount of money each creditor stands to lose 
and which is readily identifi able. Th us, most fi nancings will use the yard stick of the 
principal amount of loans outstanding owed to each lender plus, before the debt is 
fully drawn (i.e. during the availability period), each lender’s undrawn commit-
ment. However, if enforcement action is to be taken during the availability period, 
the undrawn commitments will be ignored in recognition of the fact that such 
commitments will not give rise to further losses. In any post-enforcement situation, 
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Figure 7.1 An example of intercreditor decision thresholds

Facility approval 
required percentage 

only

• Changing any ‘senior debt’
 maturity

• Increasing any ‘senior debt’
 principal or changing its
 currency

• Shortening any ‘senior debt’
 repayment schedule or
 changing its repayment date

• Reducing the rate of any
 ‘senior debt’ interest

• Amending definitions of
 ‘Administrative intercreditor
 decision’, ‘Majority
 intercreditor decision’,
 ‘Unanimous intercreditor
 decision’, ‘Event of default’
 or ‘Fundamental event of
 default’, or time periods for
 decisions in the intercreditor
 agreement or the finance
 documents

• Amending the priority of
 the security

• Releasing any completion
 guarantee otherwise than in
 accordance with its terms

• Termination of any
 material project
 document

• Amendment or waiver
 of completion
 pre-conditions

• Release of any
 material security

• Incurrence of
 unpermitted
 indebtedness

• Undertaking
 unpermitted
 capital expenditure

100

Facility approval
and intercreditor
approval required 
percentage

85

66

51

0

• Routine/administrative 
  decisions

Inter-facility decisions Intercreditor decisions

Unanimous intercreditor
decisions

• Waiver of CPs to 
 advances under the 
 relevant facility

• Waiver of an event
 of default, 
 fundamental event of
 default, or potential
 event of default under
 the relevant facility

• Any non-facility 
 matter not otherwise
 regulated

• Amendment or
 waiver of CTA or
 intercreditor 
 agreements not 
 otherwise regulated

Super-majority
intercreditor decisions

Qualified majority 
intercreditor
decisions

Majority intercreditor
decisions

Administrative
intercreditor
decisions


