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MAIN CHARACTERISTICS OF PROJECT FINANCING
OF INFRASTRUCTURE FACILITIES
AND ITS DEVELOPMENT IN KAZAKHSTAN

Abstract

The article deals with the issues of current stage of development process of project finance in Kazakhstan. The
purpose of the study is to develop new recommendations based on the analysis of foreign experience in the applying
project finance to implement the infrastructure projects. One of the most relevant economic development problems
of Kazakhstan is the increase in investment activity, which requires the formation of an effective investment market.
The complexity of its formation and the investment financing mechanism corresponding to a market economy lies in
the fact that the Kazakhstani’s economy is in the stage of developing the necessary market infrastructure that ensures
the free exchange of information between all business entities. However, there are very few reliable and adapted
financing instruments that ensure the healthy functioning of investment activity. Therefore, in order to overcome the
crisis and launch economic growth it is necessary to create new production capacities, to renew fixed assets and, on
this basis, to implement innovative strategies of breakthrough and modernization. As follows from the above, the
relevance and insufficient theoretical and practical study of the issues related to project financing in Kazakhstan,
determined the choice of the topic, purpose and objectives of this study.

Key words: economic development, project financing, investment market, infrastructure projects, financing
instruments, project risks, innovation strategies.

Introduction

So, as of today, one of the rapidly developing infrastructure financing tools is the Project
Finance. Its popularity was widely spread in the last few decades of the 20th century and has been
successfully applied for implementing large-scale investment projects in different economically
vital industries since then. Due to the peculiarities of the process of development and the current
institutional environment, it is challenging to adopt the model of Project Finance of Western national
and transnational corporations in Kazakhstan. The formation of an effective system of Project Finance
can be created through rigorous studying of theoretical materials of the approaches of the organization
of Project Finance that are used by highly developed countries in the combination of the scientific
generalization of our own experience in the field of investment financing.

Literature review

Many foreign scientists as E.R. Yescombe, J.D. Finnerty, [.A. Nikonova, B.C. Esty, H.L. Beenhaker
and many more were engaged in the study of the essence of Project Finance and the ways of its
development in comparison to other tools of financing. These scientists have given very important
recommendations on the development and further implementation of Project Finance as the alternative
to the traditional types of financing. Nevertheless, it should also be noted that despite numerous
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references by various experts that project finance is used in relation to large-scale and capital-intensive
projects. But there is a shortage of certain types of quantitative criteria for the use of Project Finance.
The criteria for qualifying for Project Finance are more qualitative than quantitative. In addition, the
use of Project Finance depends on the ratio of income and expenses associated with the use of Project
Finance in comparison with traditional methods of financing rather than on the amount of funds raised.

Materials and methods

The research used general scientific and special research methods: dialectical method of cognition,
induction and deduction, scientific abstraction, system analysis, system of indicators and methods of
evaluation, causal and comparative methods, static-economic method.

Main provisions

Beginning from generally accepted terminology, infrastructure is an artificial, permanently
located linear particular object of public use. That forms the basis of economic life due to their original
functions for maintaining the movement of people and goods, the electricity and water supply, and so
on. According to results of conducted research on the given topic by many leading economists, the
social infrastructure indirectly supports the development of the economy, and as a result helps meeting
the intangible needs of the population.

Table 1 — Main types of infrastructure projects

Technical infrastructure projects Social infrastructure
Communications Energy Water supply Society Management

- Transport projects such | - Electricity; - Water collectors. | - Healthcare; - Public

as overpasses, bridges, - Enterprises of the | - Sewerage. - Science; administration and

ports, terminal; oil and gas sector; - Water purification | - Culture; law enforcement

- Communications, - Heating systems, facilities; - Education; bodies

including new systems heating plants - Distillers - Sports - Public places for
various purposes;

Note — Made by the authors on the basis of the literature source [1].

Infrastructure plays a leading role in the development and functioning of the socio-economic
system. Since the development of roads, sea terminals, water pipes and electricity networks is
considered as the part of the responsibility of local authorities it is generally believed that infrastructure
activities are associated with local self-government. Financing infrastructure projects requires public
participation. For instance, in case of Europe, the importance of this problem is emphasized and as a
result, solved by co-financing infrastructure project from their internal European budget.

Elements of economic-technical infrastructure are divided into means and objects of communica-
tion, energy and water supply networks. Their recipients are households and manufacturing enterprises.
Social infrastructure encompasses institutional and social subsystems. Infrastructure projects can also
be divided according to the criterion of impact of local, regional, national and international range and
accessibility. Economists often Core distinctions between public and private infrastructure can be
identified depending on their status.

The term “infrastructure investment” means the deliberate spending of funds on acquiring infra-
structure assets to gain specific benefits at an assumed risk. Taking into account the classification
of investments, the following types of financing of infrastructure projects can be proposed. These
can be financial investments when an investor decides to buy securities of a company investing in
infrastructure, or to provide an investment loan for the construction or expansion of the corresponding
infrastructure. The investor can also decide on direct investments, including some following examples:

a) expansion, b) modernization, ¢) reconstruction or construction of a new infrastructure facility.
In the context of infrastructure investments, so-called intangible investments, including R&D
expenditures, which play a crucial role in sectors such as communications and energy, should not be
ignored. Infrastructure investments can be classified according to the type of enterprise or organization
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that provides financing. Here we are talking about public, private and public-private investments
carried out by both sectors. The infrastructure is characterized by specific features that give certain
consequences when planning and implementing investment projects [2].

Obviously, these features influence the choice of financing models.

1) High capital intensity: the construction and operation of infrastructure facilities involve
significant costs with a long payback period.

2) Technical unity and indivisibility: infrastructure projects require the creation of the entire
facility at once to achieve the planned functionality.

3) Particular objectives: it is essential for the government to finance infrastructure facilities, which
provide public services in the field of production or consumption

4) Durability: once constructed objects can determine the development of spatial structures of
production and population systems for a long period of time, continuing to serve for decades.

5) Lack of mobility: it should be remembered that infrastructure facilities are permanently
connected to a specific area, requiring the use of infrastructure services on site.

The above mentioned features reflect the specific features of the infrastructure. Financing
formulas for infrastructure projects should take into account high level of risks, capital intensity, and
particularly a long cycle of an investment project. So as a result, this significantly limits the available
financing options, and excludes the participation of a private investor who expects an immediate
return on invested capital [3].

Project finance was presented for the first time ever in the countries of North America as a special
tool for financing large investment projects. It has existed in its present form for more than 50 years,
but its use has increased dramatically in recent years because of the scaling up of energy, mining and
industrial projects.

Above-mentioned projects carry out a technical, economic and political risk. Therefore, the
following responsibility of any project outcome is divided equally between project beneficiaries and
banks involved in financing them.

Although the term “Project Finance” is widely used in banking and industry sectors, it is often
misunderstood. There are two main forms of Project Finance:

1) relative project finance

2) core project finance.

Relative Project Finance is a way of regular financing, where project beneficiaries or borrowers
receive resources for a given project, but under the guarantee of the beneficiaries and with a full turnover
on the income and assets of the borrower or guarantor. Since there is no separation of responsibility
for the project from other responsibilities of the beneficiaries and, accordingly, no sharing of risks it
cannot be considered as the Project Finance in a classical way [4].

The main participants in the project financing process are presented in Figure 1:

Founders
AV4 work
Special Purpose
Bank p Vehicl? > payments Executors
>

\_/
[_Loanfee | |product

Project Product Buyers

Figure 1 — Financial scheme of the project implementation

Note — Made by authors on the basis of the data from literature source [4].
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The creation of an independent company in the form “legal entity” is used to implement the
project according to the following scheme: the founders / beneficiaries of the project, or companies
willing to take part in the implementation of any large project, create a new company — a subsidiary,
which is designed to independently respond for the project implementation [5].

Currently, there are few definitions of the concept of «Project Finance», which can be understood
in different ways.

However, according to the results of research of this article, it can be identified that «Project
Finance» is a method of financing long-term infrastructure, industrial and other projects, which allows
the beneficiaries of an investment project to limit their liability for the project only by their contribution
to the authorized capital of the project, distributing risks and counting on certain dividends from cash
flows generated by the project. The main feature of «Project Finance» is that the object of investment
of credit funds is a specific project, and not the borrowing company. This broad definition of «Project
Finance» allows it to include various options currently available, differing mainly in the degree of risk
assumed by the project beneficiary [6].

The article shows the process of assessing the effectiveness of the project, and as follows, the
results of calculation of such indicators as:

1. Project payback period (PPP).

. Competitiveness.

. Sources of loan and interest repayment.

. The index of project profitability (IPP).

. Internal rate of return (IRR) (return on investment rate).

. Net present value of the project (NPV).

. Debt coverage ratio for the crediting period (LLDSCR).

. Debt coverage ratio for the entire life of the project (PLDSCR).
. Equity-to-borrowing ratio (LBR).

The risk management system also affects the effectiveness of the project [7].

The research paper analyzes 4 projects of financing the facility in various segments of the industry:

1. Project 1: Financing the construction of a shopping center.

2. Project 2: Financing the construction expenses of high-rise residential buildings.

3. Project 3: Financing the construction of a business class residential building.

4. Project 4. Financing of construction and reconstruction of low-rise residential buildings.

Cash flow models were built for each project, as well as the main performance indicators of the
projects were calculated:

Comparative characteristics of key performance indicators of projects are presented in Table 2.

O 00 3O\ L K~ Wi

Table 2 — Key performance indicators of projects (comparative features)

Key effectiveness Project 1 Project 2 Project 3 Project 4
indicators

NPV 3745 5998 14913 574 792
LLDSCR 1,2 1,2 2,2 3,4
PLDSCR 1,4 1,3 2.3 34
ISCR 8,1 42 12,6 20,4
KOCC 19% 0,0% 25,4% 23,7%
IRR 51,6% 48,2% 38,6% 51,2%
The total amount of all loan
payments
*thousand USD 11 768 28392 17 825 356 860
Note — Made by the authors on the basis of the literature source [7].

As part of a comprehensive analysis of each project, 3 options for the development of project
scenarios (basic, optimistic and pessimistic) were considered.
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Figure 2 shows the results of this analysis.

Comparative analysis of project scenarios

SO

SaOm

Project 1 Project 2 Projecd 3 Projecd +

“IPessimistic  Basic _ Optimistic

Figure 2 — Comparative analysis of construction project scenarios
Note — Made by the authors on the basis of the Table 2.

After the analysis, the project specific risks were identified and the risk reduction ways for each
of the projects were proposed.

Also, the main project indicators’ sensitivity to were defined. The obtained data is presented in
Table 3.

Table 3 — Projects sensitivity (NPV change in %)

Key indicators changes 1% Project 1 Project 2 Project 3 Project 4
Selling price 1,4% 5,4% 2,7% 1,4%
Expenses 3,3% 3,5% 0,2% 0,4%
Loan interest rate, % 2,7% 0,7% 1,5% 1,8%
Note — Made by the author on the basis of the Table 2.

According to the data from the table above, three of the four projects are most sensitive to the sale
price of rental space. And only the first project turned out to be the most sensitive to the selling costs of
the project itself. Therefore, it can be concluded that in order to improve the system of Project Finance,
first of all it is necessary to pay attention to the profitability of the project, especially considering the
fact that in the process of work we considered the construction of large real estate objects, where the
results of the «Object to Volumex-ratio of the construction and installation work is approximately the
same.

Further, an analysis of the development of various segments of the construction industry, which
includes the projects discussed above, was carried out. Accordingly we can conclude that it is highly
profitable to invest in this industry. The annual increase in profitability is around 20-30%. This
circumstance attracts a huge number of developers to the housing construction market where they
earn the biggest profit in the shortest possible time [8]. Relying on the given data from numerous
researches, the average efficiency of investments is 3 times higher than the yield on regular bank
deposits.

Thus, speaking about an effective system of Project Finance, it is necessary to consider the «Risk
to Profitability»- ratio of the project [9].

From the point of view of the any entity making investment decisions, the «Risk to Return»-
ratio is the basic category underlying the decision to invest funds. Therefore, striving to approach
systematically, we can formulate the following: both the reduction of investment risks and the increase
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in investment profitability, as well as the combination of both of these factors, will determine the
formation of an effective system of Project Finance.

So in the next stage, we are going to identify the ways to improve the «Risk to Return»-ratio in
this research.

Based on this, the available empirical data on the implementation of investment projects on the
terms of Project Finance in the construction industry were analyzed in order to identify the laws that
made it possible to implement these projects.

Secondly, an analysis of the legislative framework of our country was carried out in order to
identify possible shortcomings, the correction of which will have a positive effect and the possibility
of large-scale distribution of this type of financing.

The result of the work carried out was the identification of two main ways to implement an
effective system of Project Finance:

1. Elimination of deficiencies in legislation.

According to the authors, in order to form an effective system of Project Finance, it is necessary
to improve the legal norms that regulate the most important issues of Project Finance in the framework
of investment design of commercial banks and the activities of project companies.

2. Minimization of project risks

In order to minimize risks in Project Finance, it is proposed to use a method of scoring risk
assessment providing the information about the main indicators of any particular project, such as:

1. Market/competition in the market, where the main features can be:

+ market conditions;
competitive position of the Project /a project company on the market.

. Dependence on market factors:

price risks;

dependence on suppliers;

dependence on customers.
Dependence on non-market factors:
court proceedings.

. Reliability of the company:
reliability of Founders/initiators;
access to the debt capital market [10].

R A N I SR SR A S A

Results and discussion

Based on the results of the research, the following main conclusions can be drawn:

Project Finance is a relatively new form of lending for Kazakhstan, but it is quite effective and
promising. This type of lending has been widely developed in banks in recent years, but not all credit
organizations correctly interpret this term. Project Finance in its pure form in Kazakhstan is only at the
stage of implementation of its system. Existing experience in managing projects financed by Project
Finance in the country in the conditions of stagnation of the industry in particular and the economy
as a whole.

Today, a highly relevant task of the study is the formation of an effective system of project
financing in the infrastructure financing industry, as well as tools that allow you to analyze the project
as quickly and accurately as possible, choose the most profitable and less risky project, determine the
“sustainability” of the project under the influence of external factors.

Currently there are no generally accepted methods of structuring the project. Each potential
investor develops their own project assessment systems, including a system for analyzing project
risks. So it is significant to create a common system of implementing Project Finance method in
infrastructure projects financing.

During the global financial crisis many investors faced the problem of the lack of tools that allow
them to analyze project risks and trends precisely in a short time.

In order to form an effective system of Project Finance, it is necessary to adopt a set of legal norms
that clearly regulate the most important issues of Project Finance within the framework of investment
design of commercial banks and the activities of project companies.
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Conclusion

First of all, it is necessary to solve the following requirements:

¢ facilitation the procedure for registration of land relations, especially in terms of long-term land
lease and mortgage registration;

+ expanding the possibilities of using collateral in the implementation of lending;

+ revaluation of fixed assets in accordance with inflation;

¢ improvement of tax regulations.

1) Itis necessary to identify all possible project risks: a) specific risks of each project, b) general:
political, macroeconomic, marketing, etc. risks.

2) In order to manage project risks more effectively, it is necessary to use a point (quantitative)
risk assessment system.

3) It is not enough to conduct a risk analysis of the project only at the stage of “entering the
project”. Regular monitoring of project risks will ultimately have a positive impact on the effectiveness
of the project.

4) The practical application of the proposed risk assessment system has shown that it can
dramatically increase the effectiveness of the Project Finance system.

It should be noted that in most research papers Project Finance is considered in connection with the
study of other, broader issues of investment management and the organization of its financing. There
are clearly not enough independent studies on the problems of Project Finance and its organization in
Kazakhstan. Existing number of the studies carried out are not of a comprehensive nature, many of the
issues raised in them are just staging. In the economic literature there is not enough publicly available
information on the content of Project Finance as a special form of investment financing and the role of
the state in regulating the relations of its participants is not defined.

The great practical significance of this research paper lies in the formation of the domestic concept
of Project Finance via elaborating the whole complex of theoretical and methodological problems in
the infrastructure industry.
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OCHOBHBIE XAPAKTEPUCTHUKU INPOEKTHOI'O
OPUNHAHCHUPOBAHUA OBBEKTOB MH®PACTPYKTYPbI
N ETO PABBUTHUE B KA3AXCTAHE

AHHOTALUA

B crarbe paccMaTpHBAIOTCS BOIIPOCHI TEKYIIEro 3Tara IPOLecca Pa3sBUTHUs NMPOESKTHOTO (MHAHCHPOBAHHS B
Kazaxcrane. lenbto ucciienoBanus sBisieTcst pa3paboTka HOBBIX PEKOMEH/IAIN, OCHOBAHHBIX Ha aHAJN3e 3apy0Oex-
HOTO OINbITA IPUMEHEHUS IPOCKTHOTO (PMHAHCUPOBAHMUS IS peain3aiui HHQPaCTPYKTYPHBIX TPOCKTOB. OIHOM 13
HaunOoIee akTyaIbHBIX TPOOIEM SKOHOMHUECKOTO pa3BUTHs KazaxcTana siBisieTcst MOBBIIIEHHUE HHBECTUIIMOHHON aK-
TUBHOCTH, 4TO TpeOyeT popMHupoBaHus 3PPEKTUBHOTO HHBECTUIIMOHHOTO PhIHKA. CIOKHOCTH €ro (OpMHUPOBaHUS 1
COOTBETCTBHS PIHOYHOW 9KOHOMHKE, MEXaHU3M (PMHAHCHPOBAHMS MHBECTULIMI 3aKIII0YAETCS B TOM, YTO DKOHOMHUKA
Kazaxcrana HaXOAWTCS HA CTAAUH PA3BUTHS HEOOXOIUMON PEIHOYHOM HHPPACTPYKTYPHI, 0OeciednBaomeii cBodoI-
HBII 0OMeH nH(popMaIel MeX/y BCeMH CyObeKTaMH X03icTBOBaHUs. OJIHAKO CYIIECTBYET OYCHb MAJIO HAJCHKHBIX
W aJanTHPOBAaHHBIX MHCTPYMEHTOB (DMHAHCHPOBAHUS, KOTOPbIE 00ECIIEUMBAIOT 310POBOE (PYHKIIMOHUPOBAHUE HH-
BECTHIMOHHOM AesTenbHOCTH. [109TOMY JUIst IPEO10IeH s KPH3HCa U 3aIlyCKa SKOHOMHUYECKOTO POCTa HEOOXOIMMO
C03/1aBaTh HOBBIC ITPOM3BOJICTBEHHBIE MOIITHOCTH, OOHOBJIATH OCHOBHBIEC ()OH/IBI M, HCXOAS M3 3TOTO, PEaIN30BbIBATH
MHHOBALMOHHBIE CTPATET UK IIPOPBIBA U MOJepHU3anuy. Kak ciemayeT 13 BbILICH3II0KESHHOT0, aKTyaJIbHOCTh M HEJI0C-
TaTOYHAsl TEOpPEeTHYecKas M MpaKTHYecKas MpopadoTKa BONPOCOB, CBA3AHHBIX C IIPOEKTHBIM (DUHAHCHPOBAaHUEM B
Kazaxcrane, onpeenuig BEIOOP TEMBbI, IIEIH U 3324 JaHHOTO UCCIICA0BaHUS.

KitroueBble c10Ba: 5KOHOMHYECKOE Da3BUTHE, INPOEKTHOE (DMHAHCHPOBAHWE, WHBECTHUIIMOHHBIN PBIHOK,
nH(pacTPyKTypHbIE TPOEKTHI, HHCTPYMEHTHI (P MHAHCHPOBAHUS, MPOCKTHBIC PUCKH, MHHOBAIIMOHHBIE CTPATETHH.
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NHO®PAKYPBIJIBIM OBBEKTIJIEPIH KOBAJIBIK KAPXbBIJIAHABIPY
KOHE OHbI KA3AKCTAHJIA JAMBITYAbBIH HEI'I3I'T CUITATTAMAJIAPBI

Anjgarna
Maxanana Kazakcranma s;ko0ablK KapKbUIaHIBIPYIBI TaMBITY IIPOIECIHIH aFbIMIaFbl Ke3eHIHIH Moceenepi Ka-
pacThIpIIanbl. 3epTTeyaiH MaKcaThl HHPPaKYPHUIBIMABIK K0OaTap/abl iCKe achIpy YIIIiH KOOATBIK KapKBUTaHABIPYIbI
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KOJIZIAHYIBIH MICTSIIIK TOKIPUOSCIH TayijayFa HETi3C/ITeH XKaHa YChIHBIMAAP d3ipiey Oounbin Tabbuianel. Kazak-
CTaHHBIH SKOHOMHKAJIBIK JIaMyBIHBIH €H ©3€KTi MaceleNiepiHiH 0ipi MHBECTHLMSUIBIK OEICEHIUTIKTI apTThIPY OOJIBIT
TaObUIaBl, O THIMI WHBECTULHMSUIBIK HAPBIKTHI KaJBIITACTHIPYIBI Tadan eTedi. OHBbl KaJIBIITACTBIPYIBIH JKOHE
HAPBIKTHIK SKOHOMHKAFa COMKeC KeJIeTiH MHBECTUIHMSIApAbl KapKbUIaHIBIPY TETIriHiH Kypaenimiri Kasakcran sxo-
HOMUKACBIHBIH OapiblK MIapyambUIBIK XKYPridylli cyOBbeKTUIep apachlHIa epKiH akmapar alMacybl KaMTaMachl3
eTeTIH KAKETTI HApPBIKTBIK MH(QPaKYpbUIBIMIBI JAMBITY CaTbICHIHAA TYpPFaHIBIFbIHIA. AJaiiaa, WHBECTHUIMSUIIBIK
KBI3METTIH JIYpPBIC JKYMBIC ICTEYiH KaMTamachl3 €TETIH CEHIMJI jKoHe OeHiMIeNreH KapKbLIaHABIPY Kypaiaapbl
ote a3. COHBIKTAaH JaF/apbICThl HCEpy KoHEe DKOHOMHKAJIBIK ocy/i OacTay YIIiH jKaHa OHIPICTIK KyaTThUIBIKTAP
KYpY, HETi3ri KOopiapibl jKaHApTy JKOHE OCBIFaH CYHEHE OTBIPBIN, CEepIIiC MEH YKAHFBIPTYIBIH HHHOBALHSIIBIK
CTpaTeTHsUIapbIH iCKe achIpy KaxkeT. JKorapblaa alThUIFaHAApAaH Kepin TypraHbIMBI3Iai, Kasakcranma »ko0ambik
Kap)KbUIAaHIBIPYMCH OailIaHBICTBI MOCEJCNICP/IiH ©3EKTLTI MEH J>KETKUTIKCI3 TEOPHSUIBIK JKOHE IPAKTHKAIBIK
MBICBIKTATYBI OChI 3€PTTEY/IIH TaKbIPBIObIH, MAKCATTAPbl MEH MIHJICTTEPIH TaH Iay/Ibl AHKBIHIAH/bI.

Tipek ce3mep: S5KOHOMHKAJIBIK JaMy, )K00aJIbIK KapXKbUIAHIbIPY, MHBECTHUIMSUIBIK HAPbIK, HHPPAKYPHUTBIM/IBIK
yKobanap, Kap KbUIaHIBIPY KYpaliapbl, 5KOOAJBIK ToyeKeliep, HMHHOBAIMSUIBIK CTpaTerusuiap.
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