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Abstract: The recent paradigm shift in financing capital intensive projects by private and public entities from traditional corporate
finance schemes with project finance schemes has witnessed massive surge in the corporate world. However, a number of such projects are
either plunged into financial distress at preliminary phases or operational phases. To address this issue, this paper examined the general
overview of financially distressed project by reviewing adequate literature regarding project finance and financial distress, outlining the
major signs of financial distress associated with projects and recommend suitable solution to projects engulfed in financial distress. To
achieve this goal, capital structural reforms in the area of increasing equity capital requirement is advisable in view of the existing
arrangement which allows equity investment of 10% to 20% in most cases. Ascertaining optimal capital structure that would enable the
avoidance of finance distress requires further research.
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Introduction

to

problems

that

contribute

to

management

inefficiency.

Consequences of project distress include the loss of a project’s

Project distress refers to a situation in which a project becomes

economic value as well as deterioration in shareholder value. As

enmeshed in myriad problems, placing its timely completion in

these consequences emerge, project managers might try to transfer

doubt. The reasons for this can vary, spanning from non-financial

value from creditors to shareholders, resulting in conflict of interest

factors to those causes that have a financial bearing. In this regard, a

between creditors and shareholders. Under these conditions, a

project that is distressed non-financially is likely to experience

project would be quite risky. Risky projects are not in the interest of

problems in meeting deadlines set, due to shortages in raw materials,

creditors, since they lead to deterioration in the project value

labour, or other resources. On the other hand, a financially distressed

attributable to them, leaving them with a minor stake in the special

project is likely to have problems paying off its short-term

purpose vehicle (Sarkar, 1999).

obligations as they become due (Fight, 2006).

Essentially, financial distress could occur under two conditions:
when the value of a project’s assets falls below the value of
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outstanding assets, and when a project is not able to meet its

Similarly, a project might be distressed because the value of its

short-term obligations from current earnings. When this becomes

debt exceeds its total assets, meaning that it is highly leveraged,

apparent, it is necessary for the project to be restructured to avoid

putting its long-term solvency in jeopardy. Being overly leveraged

further deterioration in performance (Sarkar, 1999).

means that, eventually, a project might start finding it difficult to

Redeployment

secure financing because of various reasons, such as restrictive

When there is a clear indication that a project is in distress, it is

covenants and lack of unencumbered assets to be used as collateral

important to keep a daily log of what is happening. Waiting until the

(Fight, 2006).

project has failed is not useful since it is difficult to remember

Due to developments in the financial services sector, new forms

everything that happened earlier. In this regard, a project file would

of project financing options have been developed in recent years.

be important, and it is expected to detail everything that happens to

One such financing method is called the project finance initiative,

the project so that the information can be used to support the loss of

under which large-scale projects are sponsored by a consortium of

labour efficiency claims, if this is required. This file should contain

private sector organizations. The concept started in the United

estimating and bidding files, contractual documents, schedules, cost

Kingdom in 1992 (Fight, 2006), and the main objective for its

records, correspondence and similar communications, as-built

development was to remove conditions which were viewed as

information, standard form correspondences, photographs, other

impeding economic efficiency.

subcontractors’ files, and completion documents (Mitchell, 2009).

Financial Distraught

Falling performance has been linked with how a project is

Financial distress is a state in which promises to creditors of a

managed and the strategies adopted. To illustrate, management might

company are broken or honoured with difficulty, a situation that can

decide to do nothing drastic to bring performance to normalcy in the

lead to bankruptcy. In addition, financial distress in projects can lead

hope that the situation will turn for the better. Alternatively, a project
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could be restructured as a way of ensuring that recovery occurs

(Igor, 2012). Over the years project finance has been the panacea for

much quicker (Lai & Sudarsanam, 2001). Lai and Sudarsanam(2001)

developing capital intensive projects in western and developing

indicate that restructuring can take many forms, such as managerial,

countries (Yescombe, 2002). In 2001 alone, whopping $217 million

operational, asset, and financial.

was spent on project finance culminating from a cumulative surge of

Problem Statement

20% in the 1990s (Esty, 2004). In the US, over $500 million spent on

Lenders will also seek to have trigger events, which allow

capital intensive projects annually are project finance schemes

lenders additional rights and powers in the event of their occurrence

(Farrell, 2003).

(for instance, if certain ratios such as debt to equity ratios or debt

The year 2010 witnessed the signing of over 200 project finance

service cover rations are breached by the company) (Lia &

schemes worth $130 billion across China, Russia, Brazil and other

Sudarsanam, 2001).

emerging economies in Africa, Asia, Europe, Latin America and the

Given the priority of lenders to ensuring security of the project

Gulf (Thompson, 2010). Eventually, project finance is emerging as

revenue stream, a number of financial ratios will be key to the

the major source of funding capital-intensive projects. The only

analysis of a project financed transaction. Financial ratios can

occasion project finance recorded a reduction was in the mid 2000

quantify different aspects of the project company’s business and

due to the downturn in global economy activities. It was estimated

operations and are an integral part of analyzing its financial

that, total project finance reduced by approximately 40% in the year

position. During due diligence, before financial close, lenders will

2002 (Esty, 2005).

run these ratios using various sensitivities, for example testing the

Financial restructuring involves reworking a project’s capital

financial ratios in the event construction costs increase by 20%, or

structure in order to alleviate the strains of interest and debt

revenues fall by 10%. After financial close, the lenders will use

repayment. It can be categorized into equity-based and debt-based

these ratios as part of the project monitoring and control functions

strategies. Equity-based strategies involve cuts in dividends,

((Lia & Sudarsanam, 2001).

dividends omission, and adopting equity-related strategies. That is,
projects in distress might have to reduce or forego dividends due to

Research Framework and Methodology

constraints in liquidity and constraints imposed by debt covenants

Data on financial distressed projects was collected from

combined with strategic considerations (Lia & Sudarsanam, 2001).

Secondary sources like Articles, Journals, empirical literatures,

On the other hand, debt-based strategies might mean that a

Textbooks and Internet sources for analysis on restructuring of

project has to restructure its debt extensively in order to avoid

financial distressed projects. Qualitative methodology was applied

financial distress or deal with an existing financial distress. The

for this research paper. Descriptive research design and analysis on

restructuring could entail a reduction in finance charges, reduction in

restructuring financial distressed projects were employed to

the principal amount, extension of the maturity period, and swapping

investigate the financial distressed projects. For the purpose of

debt for equity (Lia & Sudarsanam, 2001).

analysis, a secondary data was used to analysed the various literature
on financial distressed and restructuring of financial distress
projects.
The researcher obtained both primary and secondary data from
the various case studies for the analysis of the financial distress

Main Findings of the Study
The empirical data analysis from the primary, secondary
sources and the other literature reviewed sources has shown the
financial distressed and restructuring of financial distress and this
was possible due to results from the study enumerated as below:

projects. The primary data was in the form of interviews with the

Restructuring Financially Distressed Projects

concern officials. Secondary data was in the form of documents

Empirical evidence shows that some projects under project

obtained from the internet, literatures reviewed and other articles for

finance schemes have failed due to financial distressed however;

the analysis of the financial distressed projects.

most of these distressed firms are either restructured or disposed of.

The research used qualitative data analysis methods, and trend

In the study on restructuring distressed projects, Brown, Carlyle,

analysis was also used in analyzing the financial distressed projects.

Harney, Skroch, and Wood (2004) revealed that in the event of a

Trend analysis refers to the an analysis of the financial distressed

default by borrowers, lenders will either decide on restructure or

projects for some conservative years, comparing the differences

foreclosure.

years within those stipulated periods and an analysis was performed

Project Restructuring or Liquidation

to evaluate the financial distressed projects.

In view of their findings, it is eminent to note that project

Research Framework

restructuring can be conducted at the construction stage and

The considerable surge in the application of project finance

operational stage. In any of these instances, the decision to

schemes to develop and execute large-scale projects in recent times

restructure or liquidate in the event of default will depend on the

leaves much to be desired in contemporary corporate governance

position of the stakeholders (Altman, 2000; Finnerty, 2007). A
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decision on exercising the lenders' foreclosure on the project assets

generated after restructuring. Paramount among these strategies is

will require that the assets are disposed of immediately or at a later

the determination of optimal capital composition after reorganization

date (Brown et al., 2004). According Hoffman (2001) liquidating a

(Finnerty, 2007).

distressed company is only favourable in the event the stakeholders

The Substitution of Capital Structure

are better-off than restructuring.

Gatti, Rigamonti, Saita and Senate (2007) identified that the

Again, if all the stakeholders/lenders can recover all or

substitution of existing capital structure with another structure is one

substantial portion of their investments, and debts then it is

of the effective arrangements of restructuring distressed projects that

reasonable to decide on selling the foreclosure of the project's assets:

can operate into the foreseeable future. This approach to project

This will depend on the situation where the pool of the buyer is very

restructuring has been considered by numerous academic authors as

strong. In their study Brown et al., (2004) revealed that a substantial

very advantageous for borrowers with many lenders (Yescombe,

number of distressed companies are sold when the pool of the

2002)

outside buyer is very strong. The study further revealed that during

Under this structure, capital composition of the project is

the period 1993 to 1994, the real estate lenders sold 12% of their

varied where a number of existing short-term loans are replaced with

foreclosure assets in their quest to recover from the downturn that

long term debts to prolong cash outflows (Tebogo, 2011). The

had engulfed the industry. In critical analysis of project foreclosure

approach will offer the borrower to generate enough cash flows from

and project restructuring in the event of default, foreclosure loans

the project as a result of the moratorium that this structure offers

normally occur sharply in the era of serious downturn (Brown et al.,

(Vilanova, 2006). This is evidenced in the Eurotunnel case where a

2004).

number of junior debts were suspended and later replaced with long
term debts.

Reorganizations
The choice to restructure financially distressed project depends

Capital Waiver

on numerous factors other than just considering the pool of the

In his study Vilanova (2006) discovered that the restructuring of

outside buyer (Hoffman, 2001). In most cases where the fortunes

non-financial crisis such as managerial, and project re-engineering

project is financially stressed up that it will be very difficult for the

must be considered. A financially distressed company cannot

lenders to recover their debt in the event of liquidation, the final

restructure without a realistic scheme of arrangement. According to

resort is to reorganize the operations of the project (Brown et.al,

Vilanova (2006) a scheme of arrangement entails a strategy to vary

2004). In the case of the Eurotunnel project, the position of the

the interest and liabilities shareholders, debt holders and creditors.

lenders was far worse off in liquidation than restructuring judging

This scheme requires some amount of capital waiver by providers of

from the volume of debts committed to the project at the time of

capital in restructuring the operation of the project. This can

distressed (Vilanova, 2006). According to Mensah (2013),

effectively be designed by ascertaining the total loss of the company.

restructuring distressed project involves the adoption of strategy (s)

After ascertaining the total loss, the lenders and other stakeholders

transform the dwindling fortunes of the project.

must accept a reduction in their waiver in proportion to those losses
to put the prospect of the project on sound footing.

Strategies and Capital Reconstruction
His strategy could either involve merger strategies, capital
reconstruction

strategies

and

internal

capital

In the case of Eurotunnel, their action resulted in the suspension

reconstruction

of interest on junior loans (Dechow, 2004). In the event of requiring

(Hoffman, 2001). If a company decides on mergers, it will involve

additional funds to meet the working capital requirement of the

the combination of additional resources from another company to

restructured project, the project company can float additional shares

turnaround the fortunes of the distressed company. However, capital

and debts to the existing stakeholders (Gilson, 1989). The project

construction entails the total reorganization of the company’s capital

managers of Eurotunnel ensured that additional equity was raised

structure thus total overhaul of the project’s capital composition

from existing shareholders to meet their capital requirement of $10.1

(Altman, 2000). In the case of internal reconstruction, structuring

billion before completing the project.

entails the decision by the lenders and shareholders to transform the

The Net Present Value

operations of the business without selling the assets of the business.

The critical stage in restructuring financially distressed project

Altman (2000) identified that for an internal restructuring to be

is the ability to project realistic cash flows and decide on the optimal

successful, there ought to be scheme of arrangement that are fair and

capital mix Igor (2011) identified the two main forms of financial

equitable among the various stakeholders; adequate provision must

distress as negative NPV and negative cash flow. It was argued that

be made for additional capital from the existing lenders and or the

negative cash flows and negative NPV's can be rectified by the

shareholders; lenders and shareholders are willing to waive losses to

additional influx of cash flows at the construction and operational

put the project on sound footing. In addition to these, the company

phases of the restructuring. At the initial phases of the restructuring

must further conduct feasibility studies to project cash flows to be

exercise, the projects generate negative cash flows however, the
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situation improves as a result of the positive cash flows until the

International Journal of Project Management; Vol.21, pp.

desired NPV and cash flow is achieved.

547-561.
Fight, A. (2006). Introduction to project finance. Essential capital

Discussion the Implication of the Study
This section forms the conclusion of this study and aims of the
study as well as what has been discussed in the literature was

markets: Elsevier; 1st edition.
Finnerty, J. D. (2007). Project financing: Asset-based financial
engineering. Hoboken, New Jersey: John Wiley & Sons, Inc.

discussed in relation to the secondary and primary research that has

Gatti, S., A. Rigamonti, F. Saita, & M. Senati (2007). Measuring

been carried out. The section is going to take a conclusion view on

value at risk in project finance transactions. European

the study based on the analysis, information and result that has
evolved during the course of the study. Recommendations are also
given at the end along with a proposal of areas that will need further
development and attention.
The end of this research has been to generally fit the aims and

Financial Management; Vol. 13 No. 1, pp. 135- 158.
Gilson, s.(1989). Management turnover and financial distress. In:
Journal of Financial Econonmics.25, 241-262.
Hoffman, S. L., (2001). The law and business of international
project finance, 2nd Ed., New York, transnational publishers,

objectives of this study. Recommendation for the future is however

Inc. &the Hague, the Netherland, Kluwer law international.

made to further improvement upon the findings of this research.

Igor P. (2012). Restructuring the financial characteristics of projects

Based on the findings of the research, it is recommended that:
To achieve this goal, capital structural reforms in the area of
increasing equity capital requirement is advisable in view of the
existing arrangement which allows equity investment of 10% to 20%
in most cases.
Ascertaining optimal capital structure that would enable the
avoidance of finance distress requires further research.

financial

distress;

International

Accounting

Standard:

Availableat: http://www.iasplus.com. Retrieved January 15,
2015.
Lai, J. & Sudarsanam, S. (2001). Corporate financial distress and
turnaround strategies: An empirical analysis. British Journal of
Management; Vol. 12, pp. 183-199.
Mitchell, B. (2009). Electrical contractors learn how to identify the

On the whole, the research feels that the objectives of this

warning signs of pojectdistress before it's too Late. EC&M

research have been met and have provided more insight into the

Electrical Construction & Maintenance: Prism Business.

financial distress and restructuring of financial distress. It is also

Retrieved; January 15, 2015, from: Paper SSRN.com. cfm ?

hoped that the findings of this research will assist future studies that

abstractid= 194591.

examines activities that pertain to the financial distress and

Mensah, J. (2013). Restructuring projects in financial distress.

restructuring of financial distress.

Available at SSRN: htt;//ssrn.com/abstract=2258812.Retreived

---------------------------------------------------------------------

January 20, 2015.
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