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ABSTRACT

As Islamic project finance develop in strength aodpe, it interacts more frequently with converdidimancial
structures, governments, multinational enterprésas international organizations. The emerging I&tgmnoject
finance and the international system of projecarice are reshaping one another at the same tirieeyasre
transforming the world economy. This coexistencéwben systems is not a simple “domestication” of
burgeoning Islamic practice by western-dominatedcstires, but an improved series of reciprocalugfices
and mental adaptations that could evolve into geriational process of collective learning and evafiord.

The last decade has witnessed a global surgevatprproject financing especially in infrastructdeselopment
creating major opportunities for Islamic banks anstitutions. This growth was as a result of a ves
government focus and a tremendous growing appdtte infrastructure investments. We should not
underestimate the importance of liquidity in brimgilslamic finance into the mainstream. The po&tndi target
capital from Islamic countries is enormous. In &iddj the pressing infrastructures needs of thed\didcast and
the North African region are also hdg&his paper aim to pull together the key elemeatgrding the road
ahead for Islamic project finance.

INRODUCTION

Large scale industrial infrastructure or real estatojects present unique financing
challenges. It requires mobilizing necessary resmsithrough equity investors (often the
sponsors of the project) and the availability obtdgnancing usually on a non-recourse or
limited recourse bases. The non-recourse parteetider — will only look to the cash flow
of the project for the repayment of his loan. Tiyige of financing is extremely rare. Limited
recourse financing, is the general rule, the lemdsman look to the profit revenues, to
borrowers shares in the project company and tasets of the project in order to repay their
loans if the borrower fails to comply with his fimgial obligations to the lendérs

The structure of a project financing is often reederather complex due to the
involvement of a multitude of local and internatbrparties such as investors, project
companies, lenders, construction and operating eomp, users, legal consultants, insurers,
and sometimes governments in BOT structures. Thepkxity of financing structures and
the multiplicity of participants are a source afnaltitude of risk factors that requires a body
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of various agreements and documents in order totifgethese risks and to allocate them
between the concerned partners in the project. idiegs the common desire of all these
participants to maximize predictability, stabilayd success of the project, the nature of their
interest is different, sometimes contradictory. Mitlen is of the view that éach party will
participate in the project financing transaction ba by their existing institutional
perceptions and practices with respect to such emathas risk allocation, risk coverage,
underwriting criteria and accounting treatmé&nt Everyone in his specialty and after his
viewpoint, examines the project and seeks to débecslightest risk to not accept and support
without having properly asses§e@ertainly, the success of project financing isduhon the
interweaving of the skills of project participantiseir teamwork and a global reflection on the
structure of financing, the costs of the projeat ansks to be taken by the various project
participants.

Co-financing including Islamic tranche (as opposedfully funded projects on a
sharia-compliant basis) are the most frequentlyoentered structures capable to reconcile
different financial approaches. These structurel alfiow both investors — Islamic and
Western — to operate within a context of prediditsth stability and certainty that is
acceptable to all parties.

This present paper undertakes evaluating the lesioents in traditional Western
project finance and Islamic finance in order to ensthnd the parallels and the similarities
between both systems (). It will also identifiaskrfactors facing the operation of project
finance and analyses these risks allocation andagement (II). Finally, it will discuss the
coexistence of traditional project finance with Baaompliant structures (I11).

l. SIMILARITIES BETWEEN TRADITIONAL PROJECT FINANCE AW ISLAMIC
FINANCE

Certainly, there are profound differences betwedaniic finance and conventional
finance from the point of view of origin, architacal and legal and fiscal environment. But in
practice, particularly in the field of project finee there are several points of convergence.
Historically, we can note striking similarities b&ten project financing and some classical
Islamic financing techniques used in the past. @h@milarities are not coincidental, they
arise out of the very nature and conceptual basisraject finance itseff While Muslim
traders in the Ottoman empire financed their nmagtiprojects using the profit sharing
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instrument of Mudaraba, the Crown of England, in the thirteenth centwsgs associated
with Italian bankers Frescobaldi through a producfpayment loan — a quasi-equity facility
as a structure to finance the silver mines in ttea @f Devon. Italian bankers exploited the
mines for a period of two years and were repaidr tlemns by the results of miniflg

In addition, political, economic and cultural tiead exchange between the Muslim
world and the West throughout history have meaat the financial structures put in place
can be quite similar. One can also cite the refognafforts of the Islamic doctrine in the field
of finance in order to fulfill the contemporary &ncial needs while respecting the
requirements of Islamic law.

A. Conceptual parallels

Islamic finance, which is an important componentisthmic economics, is broadly
based on some prohibitions and encouragementsstfiieture of Islamic finance revolves
around the prohibition of any interest or agy antereturn derived on a loan/delRiba).
Gharar is also prohibited, it involves risk, uncertaintyack of adequate value-relevant
information {ahl) and speculatiorKimar and maysir ( gambling and games of chance) are
also prohibited. Any trade iharam prohibited good is not accepted in Islam. In addito
these major prohibitions, Sharia has enunciatectaot principles that provide a basic
framework for the economic activities in generahdafor the financial and commercial
contracts in particular. These principles are thadiPand Loss Sharing PLS and asset backed
business and transactions. Moreover, Islam shards the Western societies a common
moral/behavioral standards such as justice, faalinlg; documentation and transparency,
paying liabilities, mutual cooperation and free kesing'°

It is pertinent to observe that Islam is not alan@rohibiting usury. Over 1400 years
Judaism and Christianity have all opposed usury famm of interest was prohibited, but
gradually with growth of commerce the practicerikrests was accepted. What is important
here is to understand the rationale for the prdibibiof interest, why all these revealed
religions have prohibited interest?. According torelevant texts and principles of Islamic
law, Sharia ban all kind of interest to preventustice, encourage work, and productive
efforts, seek equitable form of transaction andcklthe means that lead to the accumulation
of wealth in a few hands.

In Talmudic law, although the interest was onlyhpbited among the brothers and
fellow members of the tribe or the adherents tocthramon faith, the concept of interest was
considered as a practice against the principleoofat justice. It creates an imbalance of
benefits between the parties. On the one hand,btdreower is forced by need or by
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circumstances, to borrow with interest. On the othend, the lender withdrew from just
lending a profit without any effort or risk Under Christianity, St Thomas Aquinas, has
condemned usury becauseléads to inequality which is contrary to justic€rohibition of
usury in biblical sources referred to poor peoplkejows and orphans and was allied to
several ethical notions such as “lend freely torgaaping for nothing thereby” and justice.
To the canonists, interest lead to the inequaktiyveen parties, wealthy receives an unearned
income from the unfortunate, according to them,reisis anyone who sells his goods on
credit and ask for higher price because of theedapstime in the transactidh These
similarities between the attitude of the three ade@ religions to interest are striking. They all
agree that interest implies gaining profits withgiting anything in exchange. Money is not
used in a productive manner, it will lead to anremereasing share of risk-free capital vis-a-
vis risk related capital. These parallel are hasllyprising, since Islam, historically is the
third revealed religion. It comprises like the otiwo religions a set of principles that guide
and regulate mankind spiritual and material lifealso builds on, sustains and fulfils the
message of its two monotheist antecedents. On fttipag Muslims should believe in Jesus
and Moses as messengers of God, and all the pedphet

If we turn to the forbiddebayal-gharar, Professor M. Al-ZARQA says thatjay al-
gharar is the probable sale of items whose exigenic characteristics are not certain”
Ambiguity in the terms of trade can lead to ernod & exposure to excessive risk. Ignorance
of the nature of the goods traded, price or coongiof sale is likely to cause an imbalance
benefiting one party over another. In order to emgdtat risk are shared rather than sold,
Islamic law has ruled the consumer information stahdardized named contracts to ensure a
balance of benefits and protect the weaker pacgnsumer - in the transaction. In the field
of Islamic finance, a valid financial contract, sk be lawful, its object should be clearly
defined at the time of conclusion of contract atsdduantity and its value must be clearly
defined. Finally its delivery should be possiblertain and immediate. However, in order to
better adapt Islamic law to the needs engendereddalern economic activity, Muslim jurists
have allowed two exceptions to the prohibition loé sale of future goods : the sale to be
delivered Bay al-Salam) and commission to manufactustisng. These two contracts were
permitted under certain conditions, they have &c#p the term of the contract, the price to
be paid and the characteristics of the item.
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Similarly, the French consumption law protects twnsumer in its contractual
relationship with the professiorial The lack of information on essential charactissof a
product will constitute error on its essential giied that causes a significant imbalance
between the rights and obligations of parties eodbntract. Indeed, to protect the consumer's
consent, there are a number of legal obligationsfofmation to the consumer. Under the
article L. 113-3 of the Code of Consumption, "amndor of a product or a provider of a
service must, by the mean of marking, labelingpldigng or any other suitable method,
inform consumers about the price, the limitatioriscontractual liability and the special
conditions of sale ". L. 114-1 also regulates thikgation to provide information on delivery
time, in any sale or service contract the vendostnspecify the date by which he agrees to
deliver the goods or perform the services espgordtien the delivery is not immediate and if
the agreed price exceeds the limit set by regulatiois so, in terms of readability of terms
and conditions of contracts between professionaliscansumers, according to article L. 133-
2 of the Code of consumption, they must be predersted written in a clear and
understandable manners.

When it comes to the Islamic prohibition of tradeall immoral activities affecting the
interests of mankind, disturbing the moral and dgingathe economy such as transactions
related to alcohol, narcotics, pork, pornographgmaaments etc ... This principle implies that
every act must secure in the purpose and usefutiiessubject justice, equity and balanced
mutual benefits of the contracting parties. Ethg&can integral part of Islamic law, it guides
individuals in their relationships. Under Frenclw)grotection of public order and morality
“bonnes moeursare core principles that provide contractorshwgfuidelines and impose
certain behaviors, sometimes, mandatory. IndeederuArticle 6 of the French Civil Code
"you cannot waive, by private agreement, the laiyzublic order and morality. "

In addition to its special function, Islamic finaalc Institutions through project
financing, like any other aspects of Islamic sqgiere expected tocbntribute richly to the
achievement of the major socio-economic goals lafiis®. The most important of these
goals, are the economic well-being through justind the equitable distribution of income
and wealth, full employment and a high rate of @toic growth, stability in the value of
money and the mobilization and investment of sawviagsuring a fair profit sharing to all
parties involved in the proje€t These ethical goals join the requirements andHjectives
of the concept of sustainable development whiadefshed and set by the World Commission
on Environment and Development of United Nationc@xding to the Commissiorhtimanity
has the ability to make development sustainablernsure that it meets the needs of the
present without compromising the of future generaito meet their own needs. The concept
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of sustainable development does imply limits —at@blute limits but limitations imposed by
the present state of technology and social orgdimmaon environmental resources and by the
ability of the biosphere to absorb the effects winan activities. But technology and social
organizations can be both managed and improvedakenway for a new era of economic
growth'*".

The above goals reminds us of the objectivesMdgasig Sharia. These objectives
have been identified by jurists like Ghazali, Shaiid Ibn Ashour by an inductive survey of
the Holy Coran and SunnAs per Ghazali (1058-1111) i Mustasfa min Ilm Usul Al Figh
the primary objectives of Sharia aim to protect hanbeings and their environment through
five fold tenets of safeguarding and protectionradfgion dyn) life (nafg, progeny Kfas),
property (nal) and intellect £kI)*®.

Project finance is conceptually an area conduaivistiamic finance and close to the
economic philosophy of Islam, it configures itsaf an ideal solution, capable of meeting the
economic and financial needs of projects suppobtedig capital and important economic
returns in the medium or long term. "By its veryura, the remuneration of Islamic lender is
not based on the lapse of time but based on vegeftash-flow) generated by the project.
He will act as an active partner in the project antlas a conventional creditor, therefore he
will take a commercial risk, which tends to reseentble philosophy of project financing.

Project finance uses a variety of contractual andntial arrangements in order to
fund specific projects of different sectors in diffnt environments. Project finance must
involve a real, useful and beneficial asset. Tkisnss entirely relevant to the principal asset
backing in Islamic law. finance structures are usedfinance industrial sector (power
generation, manufacturing etc..), development ¢dinah resources (oil fields, gas or mining,
etc.) and construction and infrastructure develagngeorts, highways, telecommunications,
etc.). Similarly, Islamic finance contemplates the furgliof any Islamically acceptable

project by means of contracts which are in accareavith the Sharfd.
B. Structural parallels

Islamic financing is generally structured by coaotsaof partnership based on the profit
and loss sharingr{usharaka, mudaralaby contracts of sale of an existing commoditgdzh
on cost-plus-profit salenm{urabahg, by contracts of manufacture or asset constmctio
contracts of facilities or goods to be built or m&attured for future deliverys@lam, istisng
and by leasing contractdjgra). These techniques seems to be compatible with the
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conventional modes of project financing, they cansbructured as a package and may find
interesting applications in designing complex projeance models.

From a structural point of view, setting up of ad‘hoc” project company, known as
special purpose vehicle” (SPV) is a major key ity aperation of project financing. This
separate legal entity is created for a period roktito isolate the assets financed from other
assets of the promoters. It is capitalized throaghity and debt funding which is used to
cover project capital expenditure, to procure thsigh and construction of the project, and
eventually to operate the project in order to geteethe necessary cash flow to repay the
investmerft’. The debt is usually provided by a syndicate wifittd number of commercial
banks, multilateral agencies as the group of theld\ank or the European Investment Bank
(EIB)??, export credit institutions, pension funds, insw& companies and participants in
international capital markets, while equity is hbldtwo types of investors (sponsors) in the
project company. The first type are long-term ingeswho will often take little role in the
management of the project company, they are mdesested in the investment itself. The
second type is project active sponsors whose paation in the project is not restricted to
their role as investor, such as a construction @myhat intends to undertake or participate
in the construction of the project, an operatinghpany intending to operate the completed
project and a bank providing debt for the prdjéct

The project company is responsible of concludirffecent contracts for the project
such as: agreements with governments or governneaitsees under concession model or a
Public-private partnerships PPP, construction aperation contracts with contractors and
operators and all various financing agreenféntadeed, the independent status of the project
company allows the confinement of the project'saritial risk and simplify contractual
relationships with various project partners. Delin ogenerally be deconsolidated, and
therefore does not increase the sponsors’ on-balsimeet leverage or cost of financing. From
the perspective of the sponsors, non-recourse cebtalso reduce the potential for risk
contamination. In fact, even if the project wereé pmductive, this would not jeopardise the
financial integrity of the sponsors’ main busine$de
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Meanwhile, the creation of an ad hoc structure deduas well in Islamic project
financing. Indeed, this corporate structure is ldisthed to carry out operations related to
Islamic financial structures, and to uphold thetcactual relations with other entities of the
projects. Major projects co-financed by conventldmenks and Islamic banks, often require
the creation of an intermediary company that masagerations related to mounting Islamic
confines of the specific risks attached to Islafimancing and make the connection between
Islamic lenders and the project company.

The Islamic concept of the proportionality betweisk and profit adapts perfectly to
the logic of the project finance. It seeks to esthbcooperation and justice between partners
and helps achieving economic success of the pfjestohammad Ayub confirms thathe
assumption of business risk is a precondition fditlement to any profit over the princigal
he adds that The important Sharia maxim: “Al Kharj bi-al-Damandr “Al Ghunum bil
Ghurm” is the criterion of legality of any returnnocapital, meaning that one has to bear
loss, if any, if he wants to get any profit oves imvestment. Profit has to be earned by
sharing risk and reward of ownership through thécipig of goods, services or usufruct of
goods?’. Similarly, conventional project financing encages investment and infrastructure
development especially in emerging countries, watlg the different project actors to
participate actively, and making sure that all sisklated to the project were identified,
allocated among the participants and properlygaiad.

Il. RISK ALLOCATION AND MANAGEMENT

Note that major infrastructure projects, whateverfinancing mode -conventional or
Islamic, are characterized by big risks relateccdastruction and operation of the project.
Risk mitigation and management measures in bo#néial structures will not necessarily be
the same. In addition to these risks, there arerotisk factors that arise because of the
specific contractual mechanisms used in Islamiarfoe. These two essential types of risks
and their allocation and management will be analyzsow.

A) Risks inherent to Project Finance

We can say that in project finance, as in Islanmarice, the risk analysis and risk
allocation between the different project's partaips are essential elements. It seems very
complex to present the risks borne by each paantin a universal classification. Because
these risks, assessed and managed differently diegean the party and the sector of his
intervention and on the nature and level of risksird) life cycle of the project. They are
often intertwined and their management techniquesnéerdependent. A successful financing
structure entails a balanced allocation of theskesramong the various involved parties. The
following is by no means an exhaustive list of pabjfinance-related risks:
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1) Structuring-related risks

It must be recognized that the complexity of thentcactual structure and the
multiplicity of participants in the financial struces can raise some considerable conflicts
between the various interests of participants wérdopm multiple roles. For example, in the
case of some BOT models, main contractors appofotetthe construction of the project can
participate in the capital of the project company alay the role of a majority sharehofder
The problem here, is that contactors are interastedbtaining payments from the project as
early as possible and on a periodic or staged .badeanwhile, in their capacity as
shareholders (long-term investors) in the projemingany, who only obtain payments -
dividends - after the completion of the project aling its operating phase, would wish to
limit the payments to constructors to a lower readde level in order to control the overall
development cost of the project which they finatiweugh injection of funds into the project
company’.

Similarly, operating partners who act as sharehsldeould take advantage of their
quality of shareholders to have as favorable agee¢ind conditions as possible.

When it comes to banks, playing the role of lenderd project sponsors at the same
time, the probability to cause conflicts of inteéseand raise moral and ethical problems is
very high. Banks in their capacity of lenders woudpose their prior approval before
distributing any dividends to shareholders and woalso require the priority in the
repayments of the installments of the debt to amgrofinancial engagements of the project
(dividends, construction and operating costs...eBanks may also be a project sponsor, in
such situation, there is a conflict of interest&yt would require as much divided as possible
to be paid out at as earlier as possfble

The above risk of conflict of interests require mprofound investigation and must be
minimized through appropriate stipulations in thereholders’ agreement which regulates
the relationship between the participants in tloggat company.

2) Construction-related risks

In the construction phase of the project, the risksountered are the risks of cost
overruns, missed deadlines and defaults in cortgiruof the facility or its non-conformity to
the desired specifications. It is clear that thasks may not only significantly affect the
profitability of the operation but degrade the iraaaf the facility or the service to potential
customers.

These risks often come from the following differéanttors:
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- Any modifications or changes in the characteristafsthe facility, during the
construction phase, by the project administratorbprthe public partner in BOT
structures.

- Poor estimates of costs or construction delays.

- Technical or financial failure of the constructors.

- Application and absorption of a new technology Itsy in construction and
operational defects.

- Environmental damage and force majeure events. dibeovery of deposits of
pollutants or archaeological sites).

The construction phase is the most risky in anastfucture project. Different
operators are outsourcing these risks through &yrgonstruction contracts, with fixed price
and a fixed date of delivery. Generally, manufaatsirbear the risks associated with
construction. Indeed, the sponsors of the projectpgany seek to transfer the risk of delay or
poor performance to contractors and incorporatiénconstruction contract, penalty clauses
for delay and damages and interests clauses fodelay or poor performance. As lenders,
they can allocate a portion of the risks relatetheoconstruction jointly with the sponsors by
establishing a line of credit with major additiorfahding to cover the additional costs or
delays encountered during the construction phase.

It is recalled that the construction risks arisiram political and regulatory factors are
supported by the public partner in BOT structuré eovered by insurance companies.
In the Islamic project finance contractual struegjrthe construction phase of project may be
financed throughstisna (asset construction contract) ijara (asset leasing contract). It is
interesting to examine risk allocation among th&edeint parties under these Sharia-
compliant structures.

Istisnais a type of contract in which a client mustasmegjuiring the manufacturing or
construction of an asset, orders from a manufactureonstructor sane’ an asset masnou’
meeting certain specifications and to be delivavétin a specified period of tini& usually
istisnatakes a two-tier forms that requires two contrafttst contract is between the Islamic
bank as the seller and his client (the project cammgp as a buyer of the final facility or the
product. In order to satisfy the demand of hisrtli¢he bank will enter into another contract
as a buyer with the manufacturer or constructgruxchase the facility or the product which
is the subject of the first contract. A questiois@s here as to whether these two contracts are
binding or merely a promise. In other words, theuésis to know whether the client (project
company) is contractually bound as soon as he ttesed the product or if he simply makes
a non binding promise to buy it once it has beempleted. According to classical Islamic
jurists, istisna contract is revocable by eithetyat any timé”.

Fortunately, in order to avoid this risk, the maddslamic scholars view in this
regard, was that thistisna contract is binding on both parties starting frdita moment the
contract is concluded by offer and acceptance.
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We also note that, as in conventional financingrigks caused by non-conformity of
the facility to specifications will be covered blyet manufacturer or the constructor of the
project. Risks arising from delay or default in adhg to schedules caused by the financial
difficulties (insolvency or bankruptcy) of the constion company will be mitigated by some
tools used in both financing systems — conventi@ama Islamic — such as security on assets
refundment bonds, performance guarantees and itedclamages (damages and inter&sts)
One can notice that the penalty clause for the gayrof liquidated damages, not allowed in
the past, is accepted by the OIC Figh Academyeénstamic contracfs. In addition, all risks
of assets damages during construction caused lyeats, acts of war or vandalism may be
covered by Islamic insurandakaful

In the case ofjara leasing contract, it is a lease of an object cgraise involving the
transfer of the usufrughanfa’a(the use of an object or the services of a perfmma rent
consideratioff. The nature of the lease must be precisely defametithe rent must be for a
fixed value. This fixed value of rent may cause edinancial risks due to fluctuations in
market conditions. In order to avoid these risks, ¢arly termination and the renegotiation of
a new lease were approved by contemporary Islaghiolars. In order to integrate with the
going rate on the financial market, the lease payjroan be also linked to indices (LIBOR)

Another issue giving rise of discussion is the sileed ljara practice, since the lessor is
the owner of the asset he is supposed to be rappoifar structural maintenance and to bear
the risk of wear and tear and the partial or tdedtruction of the asset. The lessee bears no
liability for the rent once the asset is destropedeverely damaged except when the loss is
due to misuse or negligence on the part of theekeds order to mitigate these risks and to
avoid the Islamic prohibition of the transfer ofbilities from the lessor to the lessee, the
lessor can take Islamic insurarte&aful for the leased assets and include the cost ofanse
in the rent. This risk can be mitigated also bys$farring some specific liabilities to the lessee
(through agency contract) such as damages, theft,dr destruction of the asset except in the
case of force majeute The risk of delays or default of payment of teatrby the lessee can
be covered by the advanced rentals as a secuptsdegainst these risks.

ljara wa igtina (hire-purchase contract ) in this typeljaira, the combination of the
contracts of lease and the option to buy (undedstgnto purchase) the asset at the
termination of the contract is now allowed unddarsc law, as long as it respects the
prohibition ofbayatan fi bay (two contracts in one), in other words, the lesspromise to

> M. OBAIDULLAH, op.cit., p. 171.
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sell the object to the lessee and the lessee’sipeoto buy the object from the lessor should
not be contained in the lease agreeriient

As in the case dbtisna, ljarainvolves the risk of non-binding promise, the ctienay
not honor his commitment to rent the asset aftea# been acquired by the bank for onward
ljara. To mitigate this risk, banks can shift thsk to the original supplier by using tkbiyar
al-shart framework under which the bank may retain an opfior itself at the time of
purchase from the supplier. This option will be iex@ if the bank’s client respects his
commitment buying the same promised asset, if liratdails to honor his commitment, the
bank will exercise his option and rescind the pasehcontradt.

3) Operating-related risks

Regarding operational risks of insufficient incortiegy arise from a poor estimation
of project revenues, of the factors used to caleulae costs of management, maintenance or
renewal and major repairs. Moreover, dysfunctionrmavailability of assets or equipments of
the project are often detected during the operagibase and are normally borne by the
operation compariy.

In addition, new regulations and increased taxas,rate of VAT and corporate tax
rates during the phase of operation, can arise hgis affecting the profitability of the
project. Such risks, as risks related to constoactis normally covered by the public partner
in BOT projects.

In large BOT highway infrastructure projects, thare risks of trafficking. These risks
are borne directly by the project company thatshiegperts and consultants specialized in
traffic analysis and assessment of revenues. Maiders can be concerned by these type of
risks, they also control the traffic studies byiigrexperts in the fieft.

We remark, however, a project financed by Islangichhiques may encounter the
same foregoing risks. As in the construction ph#sese risks will be transferred or shared
through the mechanism of damages and interestifigptipulations will be included itjara
agreements. These risks can be passed on to thkaful company.

4) Financial and other related risks

Financial risk factors due to inflation, to devalaa or depreciation of local currency
of the project and interest rate changes affectifstgntly the profitability of the project. Also
the risk of exchange rate especially when the edipgne is incurred in a currency different
from that of borrowing incurred to finance the maj In this case, to cover this risk, the
project company will contractually require to bédpia the currency of its expenditufés

% R. L. KLARMANN, op. cit., p. 265.
3939 M. OBAIDULLAH, op.cit., p. 172.

40 DELELIS, « Partenariat public-privé », Juris-classeur administratif, Fasc. 670, LexisNexis SA, 2008, p. 12.
*' M. LYONNET du MOUTIER, Financement sur projet et partenariats public-privé, op. cit., p. 126.

*> M. LYONNET du MOUTIER, op. cit., p. 134.
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In a conventional financing, the risk of interestes changes may be important in the
case of a variable rate financing. However, trsk gan be hedged by using the technique of
interest rate swaps allowing to exchange floatitg against a fixed rdte

As discussed earlier, In Islamic finance, evehdf dperations are not based on interest
rates, some measures have been admitted by jatsts as regular adjustments of rents or
reference to a market index such as LIBOR (Londoterbank Offered Rate) ifjara
contract.

In addition to the above, political stability ancb@omic environment of the host state
of the project are important for assessing the itimmd of the project's success. These risks
might be caused by political decisions taken agdires project directly or against the foreign
investors such as changing tax regimes, nationgizaexpropriation, confiscation or not
obtaining permits. It can also be a political raksing from a change in economic or financial
rules of the country. Indeed, the host State mgyosn, in some cases, regulatory constraints
directly affecting the profitability of the projetitshould be noted that changes in the political
landscape such that the change of government oinadrative policies of the country might
affect the project or to redefine the limits anadibions for its realization. Finally, civil wars,
conflicts or wars between countries and terrorids are serious risks that may materially
affect the balance and success of the project.

Insofar as political risks cannot be controlledthg private partners in the case of PPP
projects, they are usually borne by the governmetiich directly or indirectly by state
insurance agencies or public partners. In FrateefFtench Insurance Company for Foreign
Trade (COFACE) "manages first, on behalf of theteStthe public service credit insurance
and guarantees all political, monetary and comrakaperations of import and export risks,
catastrophe risks that cannot be covered by chissinsurance compani¥s "

Note, finally, that there are international finaaldnstitutions that guarantee the loans
of private banks. Indeed, affiliated institutiongttwthe World Bank and those of regional
development banks play a key role in covering alitrisks.

B) Risks related to Islamic finance contractual me®©masa

Although the risks related to Islamic Finance pcactare numerous, we will provide a
quick overview of the main risks facing Islamic jert finance.

1) Regulatory and legal issues

From a structural point of view, Islamic banking dsstinguished mainly by the
conventional banks, in that the guidelines areedshly a supervisory board consisting of

** M. LYONNET du MOUTIER, op. cit., p. 134.

* M. JACQUET, P. DELEBECQUE et S. CORNELOUP, Droit du commerce international, Dalloz, 1° édition, 2007,
p. 585.
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religious and independent members, called Sharadbsecholars or jurists, who are both
competent in Islamic law and finance. The Coungléeris to ensure, using the fatwa, the
conformity of products and financial transactionghvthe principles of Shari'ah. To ensure
independence, the freedom of their actions analipectivity. their fatwas. They are usually

appointed by the general assembly’s or boards nkd@ which they operate and have an
odd number of scholars. Indeed, they representetpelatory authority of the Islamic bank.

Generally, some scholars of international reputabperating in several supervisory boards
of various banks at a time.

Notwithstanding the efforts of standardization d&mas, documentation and
operations fatwa by professional bodies such asAtte®unting and Auditing Organization
for Islamic Financial Institutions AAOIFI or Figh dademy of the Organization of Islamic
Conference, some questions remain about the defreempliance with the Shari and the
impact of some differences of interpretation of 8teariah by the various Islamic scholars.
Some products or services may be approved as Béiaga compliant but some Sharia board
scholars but not by others. This situation mayeainsportant risks and constitute, sometimes,
barriers to the participation of Islamic bankshe syndicate project financing.

The governing law is one of the important legauéss to be solved. Most large project
financings involve multiple and diverse parties gaodsdictions, and the application of
multiple legal systems. The choice of law is rathetbiguous, to say the least, and raises a
whole set of questions. One is whether and to wel&nt the parties can validly agree on
Islamic law as a governing law of a financial tractgon.

Ensure conformity with the principles of Sharia lafvcontracts subject to a law not
inspired by these rules poses to investors or lagaisors of some Western developers the
delicate problem of legal security. According tcerthy Islamic canon law, cannot be
considered, in principle and as such, a national Ethough in some Muslim countries,
national law must be consistent with the principteweyed by the Sharfa In practice
Western lenders and developers involved in a prdjeance operation, will naturally return
to their international law firms, who are not detitto put opinions in Islamic law, in order to
build up the necessary contractual and financialctires. The validity of the project
documentation under the principles of Sharia laW most often be the responsibility of the
members of Sharia board scholars appointed fomtigsion. According to Kilian Bélz, in the
light of the interpretative pluralism in Islamionait seems a difficult if not impossible task
for any court to come up with an interpretationisiamic law that will satisfy all circlé&
This issue was taken up Bhamil Bank of Bahrain v. Beximco Pharmaceutical. lAnd

% p. GRANGEREAU and M. HAROUN, « Financement de projets et financements islamiques: quelques réflexions
prospective pour des financements en pays de droit civil », Banque et droit, 2004, p.58.

K. BALZ, “Islamic Financing Transactions in European Courts”, in, “Islamic Finance:Current Legal and
Regulatory Issues”, Islamic Project Finance, Harvard University, 2005, p.65.
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Others both the London High Court and the Court of Appeclined to attribute any legal
effect to the reference to Islamic law containethim agreemett

Mc Millen explains that each participant in the jead financing will be bound by his
existing institutional perceptions and practiceapgd by existing regulatory framework. He
adds that“For a range of reasons, the perceptions of mostigpants will be based upon
project-financing standardized techniques and dtmes that have been developed in the
Western interest-based economic and legal systeme Sf those reasons include a) the
dominance of the Western economic system oveashélw centuries b) the predominance of
United States and European financial institutiolayyers and accountants in the field of
project financing, c) the refinement and exportataf Anglo-American law, d) the relative
infancy of modern Islamic finance e) the lack ahifaarity of with the operation of legal
system in most Arab and Muslim countries, f) theega lack of knowledge of, and
familiarity with, the Shari&®® . According to this analyses, parties will tendhave their
contracts governed by either English or New Y oxk, leather than the law of host country.

There are also certain risks related to tax isss@®e instruments of Islamic finance
such adMurabahaor ljara where ownership of the asset is transferred t{ite first when
the bank buys the asset from the supplier anddbensl when the client of the bank buys the
same asset from the bank) this situation due tbléaaxationmay involve extra costs due to
the increase registration fees, this friction canaaisly reduce the attractiveness of Islamic
products.

2) Risks related to the role of the Islamic financer

We have discussed earlierlgstisnaandljara contracts some of the owner and vendor
risks related to the quality of the islamic bankaasowner and a vendor of assets that should
be sold to the his client such as risk of loss estdiction of the asset, the liabilities and
indemnities and the default of payments. We cantaddis, that the classical transaction of
murabahawhich is defined asthe sale of a commaodity for the price at whichvibedor has
purchased it, with the addition of a stated pré&fiown to both the vendor and the purchaser.
It is a cost-plus-profit contratt® involves multiple risks due to the fact that alarsic bank
has little or no knowledge of the vendor activitseegh as the quality and the state of goods,
he does not wish to deal and take all extra cosise#forts of packing, storage, transportation,
and insurance nor to provide warranty for the gomd® take the risk or not finding a final
purchase. For this reason modern murabaha, as practicedslaynic banks has been
adapted to include a binding promise by the cliemiurchase the commodity once it has been
purchased by the Islamic bank. The creation of S&¥tcture will help mitigating all vendor

7 January 28, 2004, (2004) EWCA Civ 99.
*® M. J. T. Mc MILLEN, op.cit., p. 202.

N. SALEH, Unlawful Gain, and legitimate profit in Islamic law, 2" addition, Graham and Trotman, 1992, p.
117.

% R. L. KLARMANN, op. cit., p. 224.
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risks, the SPV will negotiate the selling termshntihe supplier. Once these terms are agreed
by the parties, the SPV turns to the Islamic bam @equests that he purchase the goods in
order to resell it. This way the bank will maint#iis role as an intermediary between supplier
and purchaser. The Islamic insurance systakaful can provide another alternative to
manage these type of risks.

3) Intercreditor issues

In case of failure of the project company, callscoliateral security and the right of
ownership of Islamic financers on all or part ok thssets of the project introduces an
imbalance among the different groups of financengng in certain cases a greater
negotiation power for Islamic financers. For examph ijara transaction, the right of
ownership of the asset by the lessor (Islamic haplgce him in a more advantageous
position than other lenders (conventional banks @thdrs) who can hardly foreclose on the
collateral security of this propertyo ensure an equal treatmdtdri Passuof all lenders in
projects co-financed by both — islamic and conwerdl tranches, the intercreditor agreement
should determine precisely the terms dealing witpayment, ranking, termination, voting
and payment distributions, etc.

lll. COEXISTENCE OF TRADITIONAL PROJECT FINANCE WITH SHAA
COMPLIANT STRUCTURES

It is important to understand how Sharia-compliéethniques and conventional
project finance model can be adapted to one anai@rcoexist in one structure to achieve
the same economic efficiency. It is worthwhile tady before the general concepts of each
type of financing separately.

A) Conventional Project Finance

As set in figure 1 and®2 In conventional project finance, sponsors (shaldrs) of
the project company, are bound together by a bb#ters’ agreement that defines their
responsibilities and duties and limit their projasks. As stated earlier, they are interested in
the first degree to the operation of the projeatding, they prefer to operate projects without
taking the risks on the balance sheet (off balahest).

In very rare cases, the construction and the aperaictivities of the project can be
executed directly and personally by the project gany. But most often, in practice, the
project company subcontracts, as a project admabist most of its commitments to
specialized companies in construction and operation

In order to secure financing of the project an@lgsth the loan modalities, the project
company will sign the financing contracts and edatiocuments with a group of lenders
‘banks and other financial institutions’. These calments includes a) loan agreement, b)
documents for collateral security structure: maggar dead of trust on the project assets, c)

>tp, DENIAU, Les financements de projet, seminar in banking law , University of Paris 13, 2007.
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security agreements (pledges) on the personal gyopiethe project company, environmental
indemnity agreements running to the benefits ofiduek, d) different guarantees: completion
and technology guaranté&sThe conclusion of financing agreements with thejqut
company has a strategic advantage for lendersethdbe project company reinforces the
lenders on the project since all the money lentlvaldevoted to carrying out the project.

In the case of Build-Operate-Transfer BOT structuitee project company will
negotiate and sign off-take agreements with thesugmst government or utility companies)
of the facility, e.g. a power station. These oKeagreements will often be on a “take-and-
pay” or “take-or-pay” basfe.

Finally, the project company shall discharge itksiby insurance policies (liability, risk of
interruption of work or loss from operations .c.gt

> M. J.T. MC MILLEN, op.cit., p. 204.
>> M. OBAIDULLAH, op.cit., p. 165.
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Conventional Project Finance
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B) Islamic Project Finance

Islamic finance techniques can be modeled in coatian to offer various packages in
project finance. In the following, we shall turn &malyse how these different contractual
techniques can be put to use in order to partieipata project finance model for an
independent power plant (IPP). figuré.3

This figure illustrates the application of four féifent Islamic contractanudaraba,
istisna, salamandwakala (agency). In this model, there will be 4 main papants: 1) the
syndicate of lenders led by the agent, 2) the S&\Wp by the agent, 3) the power producer
and 4) the power purchaser (the utility).

Independent Power Plant Financing (IPP)

Agent Credit agreement

bank — SPV

Mudaraba agreement

Production payment contract Bay Salam

+ Agency agreement

Power purchase
agreement
Utﬂjty — ]

Power
producer

Istisna agreement

Figure 3

If we study this model, we will note that the agkading the syndicate of lenders will enters
into a credit agreement with the SPV, this traneactan be based on the Islamic contract
mudarabah where the lenders will act like sleeping investaib el malentrusting money to
another party callednudarib or manager (the SPV in this model)who is to tradh the
money in an agreed manner and then return to thesiors the principals and the pr-agreed
share of the profits, keeping for himself what remaf the profits>.

The SPV as a manager will then enter into a preoiigiayment contract with the producer
whereby the SPV will finance the project by makeng advanced payment to the producer
against a promise under an agreed schedule to utheefdelivery of electricity. This
transaction can be structured Bgy Salantechnique which is defined as the sale of anlartic
which will be delivered to the purchaser on a fatdate fixed in advancg\

>* M. KHAN, « Designing an Islamic model for project finance », International Financial Law Review, 1997, p. 15.
> N. SALEH, Unlawful Gain, and legitimate profit in Islamic law, 2" addition, Graham and Trotman, 1992, p. 15.

*s, RAYNER, The Theory of contracts in Islamic law, Graham and Trotman, 1991, p. 134.
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The producer will enter with the utility into a pewpurchase agreement to purchase the
electricity from him. This transaction can be acoomdated under thistisna contract which

is giving an order to manufacture a definite agtiglith agreement to pay a definite price for
that article when it is completed. The differenetweenistisnaandsalamthat under Salam,
the price must be paid in advancelstisng payment is flexible, it is to be paid only when
the article is ready for delivery.

It is important to note that a valigtisnacontract should be defined in details, thereftre,
power purchase agreement should be very comprefeemssluding the description of the
physical infrastructure, specifications of the rieed electricity, a description of the fuel and
all other technical quantitative and qualitativdails of the project. This document should
also include risk allocation, the dispute resoltimechanism, and the financial and
operational obligations of the producer and thktyt.

The SPV will mandate the producer through an ageocyractwakalato sell two shares of
electricity to the utility. The first share is tipgoduction payment electricity which will be
sold on behalf of and for the account of the SPWentihe second share will be the subject
electricity which represents the share of the pcedto be sold to the utility on the same basis
of the first share. All the revenue from the salgpmduction payment electricity from the
utility will be transferred to the SPV after theddetion of the producer’s fixed O&M costs,
fixed fuel costs, insurance costs and return ontgqwestments.

M. KHAN, « Designing an Islamic model for project finance », International Financial Law Review, 1997, p. 15.
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Source: BOUREGHDA (Maya), Islamic Project Financing: Practical experiences, seminar at ESC-Lille
“Ecole Supérieure de Commerce”, 2009, p. 6.
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CONCLUSION

It is shown here that the success in the finanofran infrastructure project, by means
of project finance techniques, depends on all theigs involved satisfactorily complying
with their various contractual obligations undere tiproject finance agreements and
documentation. Lenders, as well as the other paaits, in accordance with the level of risk
being assumed and in proportion to the benefiteived from the implementation of the
project, will undertake the due diligence neededdequately measure the risks involved.

The viability of the Project Finance model is basdgo on the consistency and
efficiency of its network of agreements. Such doenta must be structured and negotiated in
a consistent manner with the respective legislatipplicable in the jurisdictions involved,
and be constructed in such a way as to allow moilementation of their respective terms and
conditions.

Islamic finance has successfully integrated thiolegal system of Common law
countries who have ensured its compatibility winenercial finance. Moreover, the
principles of Islamic finance also appear to beptalale to the legal constraints of several
western countries. In France, huge efforts have beédertaken to adapt the legal, tax and
regulatory instruments to the requirements of thesrof Islamic law in finance while
complying with French prudential norms.

This paper has emphasized the parallel points leetyeoject finance model and the
Sharia-compliant financial structures. It focusésban the possibility to finance an important
projects with a combination of structures and doeuntations from both system without
compromising any religious principles or finandrakrests.
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