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1. Introduction

Japanese heavy-industries companies that typically act as contractor or supplier on
projects are increasingly being invited to contribute as equity investors in the projects that
they construct or supply major equipment to, thereby taking a role as a project sponsor
while also performing their role as ‘Contractor’ in the supply chain. A 2021 report from
Japan’s Ministry of Land, Infrastructure, Transport and Tourism highlighted that Japanese
construction companies could also potentially enhance their competitiveness in overseas
Public-Private Partnership (PPP) projects by exploring the option of making equity
investments in such projects." While this model has not yet become the ‘norm’ , it may
increase in the future, particularly as innovative (but less mature) technologies help drive the
energy transition and other new infrastructure projects. Japanese companies in this arena
may be willing to take a sponsor/project owner stake if it is the price of admission to a key
project, but for many companies it may bring some new and unfamiliar challenges. This

article outlines some key considerations below.

Traditionally, a Contractor’s role would be limited to the engineering, procurement,
and construction (EPC) phases of a project, or perhaps an engineering, procurement and
supply (EPS) role. These roles play no part in the project financing and ownership structure.
However, as projects continue to grow in scale, complexity, technology-risk and capital
intensity, project sponsors have looked for more innovative funding arrangements to raise
more capital, and - most crucially - insist that the contractor/supplier who brings essential
technology (and risk) to the project has “skin in the game” as an owner of the project - i.e.
meaning they have a strong level of vested interest in the project’s successful completion

and performance levels that goes far beyond the ‘performance guarantee/LD’ regime.
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Taking an ‘ownership’ role requires the Contractor (or an affiliate) to make an equity
contribution: this could be either via a decreased contract price or an initial investment of
funds. Depending on the terms of the project, the Contractor entity should carefully consider
which of these arrangements is preferable, but opting for a decreased contract price may
be beneficial to the Contractor for cash flow purposes (although it may be less desirable for
the other project sponsors). In exchange for this contribution, the Contractor-investor will,
ordinarily, receive shares in the project company (i.e. a special purpose vehicle established
by the sponsors to run the project). The Contractor-investor will sit as shareholder in the
project company, and its rights, obligations and any other arrangements regarding the
relationship among shareholders will be recorded in a shareholders’ agreement, as discussed

in more detail below.

Where the Contractor takes on an ‘ownership’ role, the other investors may consider:

@® the Contractor to be more strongly incentivized to help the project succeed;

@ the reputation and experience of the Contractor being attached to the project to be
an attractive feature, which may assist with obtaining additional project financing.
This may be particularly valuable if the project involves novel technology in which
the Contractor is a market leader or has significant experience. We see this currently
in energy transition projects where newer technology is at the heart of the project’s
strategy and financial model; and

@® the Contractor to be more willing to agree to favourable contractual terms (in the

construction or supply contract) that are conducive to securing project financing.

Of course, the ‘Contractor as Owner arrangement brings significant opportunities as well
as inherent risks. It may not be the Japanese Contractor’s ‘comfort zone’ , but it is possible

to navigate the challenges.

This article will explore, in particular:

@ key players in a project finance structure;

@® advantages and disadvantages of taking equity that Contractors should consider; and
@ dispute resolution mechanisms and how conflicts may be minimised over the life of

the project.

This article is intended to be informative, and provides general guidance on the issues

discussed, but should not be relied on as legal advice.
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2. Project Structures
(a)Key Players in a Project Finance Structure

The following are the key players in a traditional project finance transaction:

The project sponsor is the party (or often several parties) playing
the leading role in initiating, promoting, developing, and managing
the project. One fundamental responsibility of the sponsor is to fund
the initial investment for the project, typically through contributing
equity to the project company, and/or seeking the requisite funding
from other investors. Consequently, the sponsor(s) will usually be
a shareholder of the project company. In instances where multiple
sponsors are involved, it will be necessary to agree on the respective
. roles and responsibilities of each sponsor in the project at an early
Project sponsor(s) ) ) )
stage. This should be formalised in some form of shareholders’

agreement.

In simple terms, the proceeds generated from the project sales (e.g.
dispatch of electricity to the grid, offtake of petroleum, chemicals
or other products of industrial process) will be the revenue stream
for covering the project’s expenses and repaying loans. Any extra
revenue will be distributed as profits to the project sponsors once other

obligations are met.

The project company is the vehicle set up by the sponsor(s), usually
in the form of a special purpose vehicle, for the purpose of carrying out
. the project. The project company will subsequently enter into contracts
Project company ) . .
with the relevant parties such as loan agreements with lenders,
construction contract(s) with the Contractor and offtake agreements

with the off-takers.

The lenders are parties which provide the debt financing of the
project, ordinarily in the form of loans or other facility arrangements,
Lenders such as commercial and investment banks, multi-lateral development

banks, export credit agencies and other debt finance sources (which

may also include, for example, bond investors).
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Government (of
the host state)

Projects will often have substantial engagement of the government
where the project is located, as the government will often need to
grant a concession or license to the project company. The government
may also provide financial support to the project company through
equity investments, tax-exempt loans and/or other tax privileges,
subsidy grants and other incentives. The host government may also
play an additional role in certain project structures, for example, where
a state-owned entity or other public utility company is the principal
customer or end-user of the product.

Overseas
Government

Agencies

In addition to the role of the host government, there may be
involvement from overseas governments and government agencies.
For example, overseas development agencies and/or export credit
agencies from where key players in the project structure are based
may also play a role in project financing. The agencies may provide
a direct loan to the project company, therefore acting as a lender
themselves (in particular where commercial lenders may be unwilling
to provide loans due to political or local risks). These entities may also
provide alternative support, such as guarantees, insurance coverage,
or loans to commercial lenders, in order to provide additional comfort
to the commercial lenders. As such, whether or not the Contractor is
also taking an equity stake, it may be asked by the project company
to help secure financing for the project from the Contractor’s country’s

governmental agencies.

In the case of Japan, the following agencies may provide such
financial support:

@® Japan Bank for International Cooperation (JBIC)

@® Nippon Export and Investment Insurance (NEXI)

@® Japan International Cooperation Agency (JICA)

@® Japan Overseas Infrastructure Investment Corporation for

Transport & Urban Development (JOIN)

Certain agencies, such as JBIC and JOIN, may also participate as a

project sponsor and provide equity through a Japanese consortium or

investing vehicle.
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The Contractor’s responsibility (in the ‘main contractor’ role) is to
provide the engineering, procurement and construction of the project.
Contractor Alternatively, an OCA]JI member may sometimes take a different role
such as a major sub-contractor/equipment supplier in which case the

scope will be different.
The O&M Operator operates and maintains the project post-

completion. There may be other critical maintenance providers
O&M Operator o ) )
providing long-term parts and maintenance support for essential

equipment such as turbines/generators.

Suppliers may provide material to the project once it is operational.
Suppliers For example, fuel for power plants or raw material such as crude oil or

minerals for processing.
The off-takers purchase the products produced from the project

Off-takers whether as generated electricity, heat, or other products from an

industrial process.

(b)A Project Finance Structure
The below sets out a typical project structure, showing where the Contractor-investor

would sit in such an arrangement.
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Contractor Supplier 0&M Operator Off-taker

It is reasonably common for other project sponsors to take additional roles in projects for

example they may take the role of a subcontractor, fuel supplier or product off-taker.
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3. Advantages and disadvantages to consider when a Contractor is taking equity

(a)Advantages

@ Taking a role in the ownership structure (particularly where a company has prior
experience of this arrangement) may help businesses to secure a steady stream of
work for their construction arms, and give them a competitive advantage over other
companies by also offering equity. Not every contractor in this space will have the
balance-sheet or risk appetite to take an ownership stake in the project. In this way,
Japanese contractors might be able to distinguish themselves from competitors even
where their contract price is higher.

@® The Contractor may find that, in certain circumstances, the investment side of the
work becomes more profitable than the construction/supply piece, particularly in times
of supply chain uncertainty. Taking equity therefore offers the Contractor a chance to
diversify their financial portfolios and revenue streams. There is also some opportunity
to see some ‘upside’ (in the Owner role) from things that may have been a ‘downside’
(in the Contractor role).

@® The Contractor will be ‘sat at the table’ for any discussions concerning the project
at ownership level. However, as discussed below, there would likely be contractual
protections in place that would prevent the affiliated Contractor entity from being able
to vote on certain issues that may directly affect them, and the Contractor should not
expect that this ‘seat at the table’ would necessarily lead to a more lenient position
being taken by the other project sponsors against the Contractor in executing its

construction/supply work.

(b)Disadvantages

@® An ownership stake will tie-up capital and management resources for an extended
period. Equity sponsors are typically involved in a project for the mid- to long-term,
which could be for 20 to 25 years. While some may want the flexibility to exit earlier,
project finance lenders will expect key sponsors to retain equity for at least the term of
the debt financing. By contrast, a Contractor may want to exit the ownership structure
earlier, and likely shortly after the construction phase (depending on whether the
Contractor will be involved in the Operating and Management of the project, in which
case it will already have a greater vested interest in the entire term of the project). The
rationale for the Contractor wishing to exit earlier than most typical equity investors
is that the purpose of having the Contractor being an investor may be satisfied once

the Contractor’s works meet the required performance level, and the project has been
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substantially ‘de-risked’ from that point. However, other sponsors may require the
Contractor to remain until after a latent defects period, or 12 months after commercial
operations are reached (or similar), and the relevant lock-in period may be specified
in the shareholders’ agreement. The Contractor will need to consider at the outset
what provisions may entitle it to sell its shares to the other project sponsors after
completion, which may be contingent on the satisfaction of other conditions related to
warranties and performance guarantees.

Similarly, while most lenders will want the principal project sponsor to remain in the
project for some time after reaching commercial operations, the principal project
sponsor may look to negotiate its own exit rights with the lenders. As a result, the
principal project sponsor may require “drag” rights in the shareholders’ agreement,
so that it could also “drag” any minority shareholders out of the project to give it the
freedom to exit and allow a sale of the entire project company (in other words, the
Contractor getting out of its ownership role may actually be driven by one or more of
its fellow sponsors).

The Contractor-investor, sitting within the ownership structure, will likely only have
a minority interest, which may give very limited rights when it comes to decisions or
voting (and as explained, these may be limited further to avoid conflicts).

The Contractor and the principal project sponsor may have misaligned incentives
over the course of the project. In an ordinary course, the Contractor-company should
be incentivised to earn returns on the construction work performed during project
execution. However, there is a chance that conflicts could arise for the Contractor
sitting at both sides of the table if it could maximise its overall return by shifting
projects between different streams, or there may be a risk that such misalignment is
considered by other parties.

As discussed further below, a number of conflicts of interest may arise with the
Contractor-investor, both during negotiations of the project agreements and
construction. As a first step, it is likely that an independent third party asset manager
or independent financing arm of the Contractor company should be established to try
to avoid a number of these issues.

There is also a risk that, particularly if any future disputes were to arise, the
Contractor could be deemed to have an increased knowledge of project goings-on.
For example, under English law, this may widen the ‘foreseeability’ threshold which
affects the types of loss that are recoverable. However, again, some of these issues
may be avoided by ensuring there is a sufficient separation between the Contractor-

investor and the Contractor-company.
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4. Dispute resolution mechanisms and avoiding conflicts of interests

As with all large construction projects, given the complexity of the project and the
duration of construction, it is likely that claims and disputes (whether minor or significant)
will arise at some point either during, or after, construction. International construction
contracts often provide for arbitration for dispute resolution. Due to the high cost of
arbitration or litigation (and potential increased risks to reputation and/or business
relationships), the dispute resolution process may be multi-tiered; for example, starting with
meetings with the executives (with the possibility of mediation), potentially also a Dispute

Board of some kind - only reserving arbitration or arbitration as a final recourse.

However, where disputes arise, a number of potential conflicts may come where the
Contractor’s organization sits on both sides of the dispute, although careful consideration
can avoid a number of these issues. The “Project Feasibility Study for the Overseas
Expansion of Quality Energy Infrastructure” published by the Japanese Ministry of Economy,
Trade and Industry in March 2019, also highlighted potential conflicts of interest when

Contractors become project sponsors, along with potential methods for mitigating risks.”

There should be a reasonable degree of separation between the Contractor-company
(l.e. performing the construction or supply scope) and the Contractor-investor (i.e. taking
an ownership stake in the Project Company), which may best be established through the
incorporation of a separate entity, and ensuring different individuals within the company are
involved. The Contractor should expect the principal project sponsor to carry out some due

diligence on the level of independence between the two entities (or sides of the business).

However, in the event of an Owner-Contractor dispute, this would likely still give rise to
a conflict and there may always be senior management who would have knowledge from
both sides of the table, and to which careful consideration should be given. Ideally, this type
of issue would be addressed in the shareholders’ agreement, so that there is clarity for all

parties in advance.

For example, the shareholders’ agreement would likely contain a provision that would
prevent any interested party (i.e. directors of the Contractor-investor) from being able to
vote on, or participate in, any decisions that relate to the Contractor or to the related EPC/
supply contract, especially in the context of disputes, or related to applications for variations

or extensions of time. The shareholders’ agreement may also require that those directors are
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excluded from such discussions altogether to avoid such conflicts from arising.

However, the extent of such a conflict can remain a grey area, and legal advice may
be required in the event that a dispute does arise. It is likely to be advantageous for the
Parties to prepare documentation to confirm where there is a conflict, and what types
of discussions, meetings or voting the Contractor-investor would be excluded from. Any
Contractor-investor directors would need to remain mindful of their obligation to act in the

best interests of the company.

Nevertheless, the Contractor-investor will likely still be involved in other decisions that
go beyond those purely related to the dispute in question, and so the Contractor-investor
may still know, whether directly or indirectly, the principal project sponsor’s general dispute

strategy and longer-term plans.

Consideration should also be given to other potential scenarios (however unlikely), for
example, if the Contractor-company were to be terminated - whether for Owner default,
Contractor default or some other cause (such as prolonged suspension due to Force
Majeure) - would this entitle the Contractor-investor to exit, and on what terms? This issue
may be further complicated if a competitor were to replace the Contractor, as they may not

want the original Contractor to remain as a sponsor in the project company SPV.

5. Conclusion

As illustrated in this article, taking equity in a project company requires careful
consideration of a number of factors that can be complicated, and may be unfamiliar to
many Japanese contractors. However, there is likely to be a competitive advantage for those
companies willing to take the risk, and it may increasingly become a requirement in projects
requiring novel technologies and game-changing infrastructure projects, in which Japanese

companies already excel.

1 “Study Group Report on Enhancing International Competitiveness of the Construction Industry (=D
EERRES8(EICE T BIREIRIRES)” published by the Japanese Ministry of Land, Infrastructure, Transport
and Tourism in March 2021. See, for example, pdf page 126. Https://www.mlit.go.jp/report/press/
content/001411674.pdf.

2 Project Feasibility Study for the Overseas Expansion of Quality Energy Infrastructure™ published by the
Japanese Ministry of Economy, Trade and Industry in March 2019. See, for example, pdf page 116. Https://
www.meti.go.jp/meti_lib/report/H30FY/000750.pdf.
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