
Illustration of a Typical Finance Structure 
 

Introduction 
The purpose of this paper is to illustrate how a typical project would be financed, 
where the finance comes largely from third party sources - e.g. a bank.  Each 
project has its own nuances and therefore no two projects will be the same, 
however the overarching principles and methods of securing funding will, for the 
most part, be alike.   

Background to Project Finance  
The principle of project finance is that the finance is secured primarily on the 
revenues generated by the project. These revenues are either paid for by the end 
user (e.g. toll roads or power projects) or subject to an agreed charge paid by the 
project sponsor (e.g. a local authority). This charge is called a unitary charge for 
the service which normally lasts for a period of 25-30 years. In the UK, PFI is the 
best known form of this structure but it is widely used for infrastructure projects 
across the world - both public and private.    

The following diagram outlines a typical project finance structure. 
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A special purpose vehicle (SPV) is set up by a private sector consortium to deliver 
the project.  Traditionally, project finance structures have consisted of 
predominantly  debt, reflecting the predictability of the cash flows, with a smaller 
proportion of equity, or risk capital.  The shareholders provide the equity finance 
(risk capital) and the SPV is responsible for securing the additional debt funding 
required to construct the asset.  

Moves towards different models, such as the NPDO model, have resulted in 
changes to the structure of public sector projects , including the structure of the 
equity finance; however the actual process for securing the best value funding 
package remains largely the same. 

 



Securing the Best Value Funding Package 
The unitary charge is the payment made by the Public Sector body to the SPV for 
the provision of the required service.  The Public Sector body will prepare an 
affordability target which it will use to benchmark the level of unitary charge 
offered by the private sector bidder.  The unitary charge is calculated by reference 
to the costs incurred by the SPV including service costs, construction and lifecycle 
costs, financing costs and management costs and therefore the funding package 
secured will have a significant impact on the level of the unitary charge. 

The SPV is responsible for securing the best value funding package.  A funding 
competition would be run to seek to ensure both value for money and 
deliverability. An Information Memorandum, which outlines the key features of the 
project,  will be issued to a list of funders who will be invited to submit a detailed 
term sheet and also a narrative response to specific project issues.  At this stage 
it is not necessary to decide on a bond or bank solution as the list of funders may 
consist of both banks and monolines depending on the size of funding.   

The term sheet outlines the key financial terms offered by the bank or the bond 
provider, for example margins (both during construction and operation), required 
debt tail, cover ratios and reserving requirements.  The terms offered by the 
providers will be dependent on a number of factors including current market 
conditions and the risk associated with the project. In addition to the above 
factors, the terms offered by the funder will differ depending on the type of funding 
package on offer.   

Bank debt will priced with reference to LIBOR (the London Interbank Offered Rate 
which is the rate charged by one bank to another).  However it is expected that 
the SPV will enter into an interest rate swap at Financial Close to  secure a fixed 
rate of borrowing.  The cost of finance to the project will consist of a swap rate, a 
margin, an MLA (Mandatory Liquid Asset - a charge to cover non-interest bearing 
deposits at the Bank of England) and a swap credit premium.   

Government Gilts are tradeable loans issued by Governments and supernational 
agencies.  The Government Bond (gilt) rate of interest is considered risk free and 
bonds are priced at a credit margin ("bond spread") over a benchmark gilt.    

In essence the process for securing bank and bond debt is largely similar in terms 
of the financial, legal and insurance due diligence and credit approval processes. 
However, there are two principal differences for bonds namely the requirement to 
obtain an external rating for bonds and the requirement to market the bonds. 
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The external ratings system is principally determined by two rating agencies: 
Moody's and Standard & Poor's. There is also a third rating agency, Fitch. These 
agencies, based on detailed analysis, review and give an opinion of the credit 
quality of equities and debt. Moderate to high quality credit ranges in the Standard 
& Poor's scale from BBB- (triple B minus) to AAA (triple AAA). Anything below 
BBB- is "sub-investment grade" or higher risk. The market adjusts the cost of debt 
according to the rating attributed to it. PPP projects on their own tend to get a 
BBB- or BBB rating.  The rating of a project can be improved through a "monoline 
wrap".  Monolines are effectively insurance companies who guarantee loans. 
Where the Monoline itself is AAA-rated, the loans are sold to the bond market with 
what is called a "monoline wrap", making the bonds AAA-rated because the 
Monoline themselves are AAA - rated (i.e. the best credit quality there is) and 

 



thereby reducing the cost of the debt.   

The funding package chosen, bank, bond or a mixture of both, will be dependent 
on the package that offers best value to the public sector.  For example in 
Highland Schools PPP2, the project was funded through a £100.4 million fixed 
rate bond issue consisting of £81.8 million fixed-rate guaranteed senior bond plus 
£17 million in variation bonds due in 2036 and a £60 million fixed rate senior 
secured loan from the European Investment Bank due in 2035. 

Equity  
Approximately 10% of the required costs will be obtained from  the Equity 
invested by the private sector partner.  Equity finance is risk capital.  The 
providers of equity finance will expect to receive a higher return than debt 
providers given that they bear the risk of losing some or all of their investment in 
the event of a project failure.  

Typically, the equity would include a large element of sub-ordinated or junior debt 
which ranks lower than senior debt and which in the event of default is only repaid 
once all senior debt claims have been satisfied.  This makes the debt riskier than 
senior debt and therefore attracts a higher yield. However this results in a more 
tax efficient structures than pure equity alone.   

Re-Financing of Debt 
It is generally accepted that once the required service is brought into operation, 
the project risks are lowered.  This creates an opportunity to reduce the financing 
costs as funders are willing to provide better terms for projects with lower risks.    

Once a project becomes operational, and has a track record of operation 
(Typically 1 year for standard operations), the perceived project risks are lower. 
The result of this is that improved funding terms can be achieved.  Whilst lower 
margins may be possible, the majority of the benefit will be derived through being 
able to increase the gearing of the project, i.e. the amount of senior debt.  Thus it 
is possible to replace some of the equity (or sub debt) with senior debt.  Typically 
the cost of equity/subordinated debt is 14% with the cost of senior debt being 6%.  
Whilst it is possible that swap rates (i.e senior debt rates) could be improved 
between financial close and re-financing, this would generally only be a benefit in 
relation to any additional senior debt.  This is due to the breakage costs 
connected with the original tranche of debt.   

In early PFI  projects, the public sector did not receive any benefit from 
refinancing.  As a result of a number of high profile re-financing cases, most 
notably  Fazakerley PFI Prison which saw investors returns increase from 16% to 
39% (Source: National Audit Office)  following re-financing, the government 
issued guidelines which require re-financing gains to be shared 50/50 between 
the public and private sector for all deals signed after July 2002.  In deals signed 
prior to this date, the private sector is expected to voluntarily share 30% of the 
refinancing gain. 
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Re-Financing of Equity 
A secondary market for equity has emerged as initial equity investors have sold 
their investments in PPP projects. Unlike re-financing of debt, it is not expected 
that any gains made from the re-financing of equity will be shared with the public 
sector as equity investors have put at risk their own capital which would have 
been lost in the event of project failure and therefore refinancing of equity is seen 
as a legitimate source of return for the private sector.   

However, the NPDO structure in Scotland (which has been used so far on three 
schools projects) seeks to cap the return of the private sector.  This is done in two 
ways.  The first is to remove any dividend rights from equity and to require the 
SPV to pay any surpluses made from operation to a charity. The second is to 
require any junior debt refinancing gains to be shared 50/50 in the same way as 
debt re-financing. 

Summary 
The paper has highlighted how a typical project will be financed. In essence, the 
method for securing the funding required for a project is broadly similar although 
the specific nature of each project together with current market conditions will 
affect the pricing and availability of funding.   
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