


Project finance in Romania —

seizing the opportunity

By Corina G. lonescu Bulboaca & Asociatii SCA

Growing investment opportunities and a
rapidly developing banking market during the
past few years have lead to an increase in the
attractiveness of the Romanian market to
foreign investors, and, therefore, to an
augmented level of foreign investments.
Although Romania was surpassed by other
central and south-eastern European countries
in terms of gross amounts invested (about
€7bn in 2007), both Romanian and foreign
banks (in many cases acting together) have
seized this opportunity to provide funding to
support various projects.

The shortage in both housing and office space has
contributed to the rapid growth of the real estate market,
bringing along an increased need for financing real estate
development projects. However, although development
in residential and commercial areas has been increasing,
large infrastructure projects (and related financing
arrangements) are yet to be implemented.

While the first steps in financing projects of a larger
scale were taken by foreign banks, having both the
required expertise and the financial means to support
such developments, local banks have moved from
participating in such deals as local agents to becoming
more and more involved in project finance, either in
purely local financing arrangements, or by teaming up

with foreign institutions.

Overview of legal framework
Although the banking sector has seen many changes
during its path from the early 1990s to joining the

common markets of the European Union on January 1,

2007, the legal framework providing the essentials on
lending and taking security on immovable property has
barely changed since 1864, when the Romanian Civil
Code was enacted. Given this state of fact, in
conjunction with the relative novelty of project finance in
Romania, finance practitioners had the difficulty of
interpreting and adapting these traditional legal
constructions to the constraints of modern financing
structures. Certain topics remain subject to controversy,
not yet settled by the existing court practice. However,
the provisions of the Civil Code constituting the
framework for movable security were entirely replaced
in 1999 by a new security law, inspired by Article 9 of
the Uniform Commercial Code, and creating a
comprehensive, straight forward, easily accessible and

time and cost effective system for movable security.

Project finance specifics

If overlooking certain details relating to specific matters
and Romanian legal framework applicable thereto, doing
project finance in Romania is not much different from
typical similar financing structures in other continental law
countries. However, the absence from the national
legislation of some very useful concepts such as the ‘trust’
may render the implementation of certain areas of project

finance more difficult than in common-law jurisdictions.

Title to property

One of the most problematic aspects in financing real
estate projects in Romania is directly linked to the
communist regime which, for almost half a century, had
almost abolished private property over immovable assets
(i.e. land and buildings). Following the fall of

communism in 1989, a process of restoring private
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property by restitution of immovable assets to former
owners had begun — unfortunately, such process proved
neither short-lived, nor extremely accurate or reliable.
Further difficulties arose from the numerous changes in the
restitution laws, extreme fragmentation of immovable
property and the lack of an unified real estate publicity
system during the first part of the process (until the end of
the 1990s). Therefore, it may be that significant difficulties
have to be overcome in the preliminary stages of financing a
real estate development project, considering that valid title
to property is of the essence in terms of project bankability.

Given the state of facts described above, a prudent
developer would always performs an extensive due
diligence with respect to the seller's title to the property
before entering into the relevant acquisition agreements.
Depending on the type and size of the project, this may
entail significant costs and time for finalisation, since
numerous historic information has to be verified, and
supporting documentation is often incomplete.

Title due diligence is normally conducted by the
developer's legal counsel for the purpose of the acquisition,
but, in order to minimise costs, the developer may arrange
for the report to be delivered to the banks, sometimes with
a reliance letter issued by the legal counsel. However,
depending on the circumstances of each project, banks may
choose to conduct their own due diligence. Considering the
findings in the due diligence and the nature of the risks
involved, a potential solution for carrying on with the project
is having the developer issuing title insurance for the
relevant risks. Title insurance is available on the Romanian

market from a small number of specialised insurers.

Parties

Romanian law does not have any out of the ordinary
requirements as far as the parties to a financing transaction
are concerned. As such, a typical project finance transaction
in Romanian would be concluded between the finance
parties (lenders and agents, if applicable), the developer
and the sponsors. While the project designer and the
constructor are sometimes involved in the negotiation and
structuring process, usually they do not become parties to

any of the finance documents.

Developer

Since these types of projects are designed as limited
recourse financing arrangements, the developer is set up
as a special purpose limited liability company (an 'SPC').

The process of incorporating the SPC does not usually

exceed one month, costs related to the process being
rather insignificant. With certain limitations, Romanian
law allows either sole shareholding for the SPC, use of
nominees, or, basically, any shareholding structure that
the parties might consider implementing. Land may be
acquired either by the SPC directly, or be contributed to
its share capital (equity), while funding is ensured by
way of share capital contributions or inter-company
loans. Specialist tax advice is highly recommended,
since the Romanian Tax Code imposes certain debt to
equity ratios and caps on the level of tax deductible

interest on shareholder loans.

Sponsors

The role of the sponsor(s) in financing arrangements
related to projects developed in Romania is not different
from such role in any typical project finance and, as will
be detailed below, mainly consists in establishing the
SPC and ensuring funding thereof, and to provide
guarantee for the performance of the SPC under the

finance documents and/or project costs overruns.

Finance parties
Depending on the size of the project, the necessary
funding may be provided either by a single bank
(foreign or Romanian), or by way of a club deal or via
syndicated facilities. The involvement of a Romanian
bank (usually, a subsidiary of a foreign lender), acting as
agent/account bank is often preferred in order to
facilitate operations relating to the project finance.
While the use of a local bank acting as security agent
is common in cases of project finance involving more
than one bank, it should be noted that the concept of a
security agent is not expressly regulated under
Romanian law and, in any case, the nature of its
relationship with the lenders and the security package is
essentially different from that of a security trustee, since
Romanian law does not recognise the concept of ‘trust'.
Consequently, the security agent does not hold the
security on behalf of the lenders — it acts rather as an
attorney of the lenders, based on a power of attorney
and administrates the security package in the name of
the lenders. Given this approach, certain issues arise in
connection with the taking, perfection and preservation
of the security through the use of a security agent.
Considering the above, the security agent would
execute the security documents in the name and on

behalf of each finance party, based on the power of



attorney which is usually included in the loan agreement.
However, in cases where the loan agreement is not itself
authenticated, then a separate authentication (bearing
an apostil, if necessary) will be needed for the execution
of the mortgage agreement, as well as for making
amendments to registrations with the Electronic Archive
for Security Interests in Movable Property. In the context
of syndicated financings, this is expected to generate
further operational difficulties. For this reason, banks
have in certain cases decided to depart from this practice
and, instead, implement a structure where the security
agent takes security for all the finance parties either as a
joint and several creditor, or based on parallel debt.
However, it is notable that until now, none of these

alternate solutions has been tested in court.

Transaction documents

The documentation supporting typical project finance
would mainly include the loan agreement, the security
agreements, the sponsors' guarantee and a subordination
agreement.

Loan agreement

As already mentioned above, the rules applicable to loan
agreements are set forth in the Romanian Civil and
Commercial Codes, but such regulation is far from
extensive, so that the parties may freely negotiate the
form and content of the loan agreement. The loan
agreement is executed as a private document, without
any notarisation/authentication or such other
administrative proceedings being necessary. While most
loan agreements are drafted based on the LMA
documentation (especially in project involving foreign
banks), some other banks make use of non-LMA
documents. There is no requirement for the loan
agreement to be drafted in, or further translated into, the
Romanian language.

The choice of law governing the loan agreement is
subject, depending on the state of origin of the parties,
either to the provisions of the 1980 Rome Convention on
the law applicable to contract obligations, or to Law no.
105/1992 on international private law relationships (in
this latter case, when the parties are entities that are not
established in an EU member state).

It is notable that banks opting for Romanian law as
the governing law of the loan agreement may benefit
from certain more favourable provisions such as the ones
in Law no. 190/1999 (as subsequently amended) on real

estate investment loans. The main advantage for the

lenders would be that they are permitted to take a
mortgage on future assets (i.e. buildings to be
constructed in connection to the financed project), which
is otherwise prohibited under the general framework in
the Civil Code. However, only credit institutions
authorised to perform mortgage lending in Romania
(including financial institutions acting on the basis of an
EU passport) may benefit from the provisions of the
aforementioned law.

Security documents

A typical security package for a Romanian project finance
would include the following: (i) a mortgage on the land
and buildings of the project; (ii) security over cash-flow
generated by the project, (iii) security over developer's
assets, (iv) security over developer's shares, and (v)
either a full sponsor guarantee or a sponsor cost over-run
guarantee.

Mortgage

Mortgage is the form of real security interest which,
according to the Romanian Civil Code, may be
established over immovable assets (i.e. land and
buildings). Although the term ‘mortgage' is most
common when referring to this type of security in the
English language, 'hypothec’ would be most appropriate,
since a Romanian mortgage does not imply any transfer
of title, but only a real security interest 'attached" to the
relevant immovable asset. A mortgage agreement is
concluded in 'authenticated' form, that is, a procedure
conducted by a notary public, whose duties basically
consist in attesting the identity of the parties and the
execution date and certifying that the parties' consent to
entering into the agreement has been validly expressed.
The costs arising from the execution of a mortgage
agreement (i.e. notary fees and perfection costs) are
considered to be quite high (roughly amounting to 0.1%
of the secured amount), so that debtors typically try to
limit such costs by negotiating lower secured amounts to
be specified in the mortgage agreement.

In order to serve notice to third parties, the mortgage
is registered with the land book where the mortgaged
assets are registered — the land book is, basically, a
public registry organised territorially (by estate rather
than owner). Estates are individually registered in the
relevant land book, which includes information regarding
estate location and ownership, as well as mortgages,
easements and other encumbrances. The priority rank of
a mortgage is determined based on the moment of

registration, so that mortgage concluded at a later stage
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may outrank a previous mortgage, if registered first.

Upon declared default, the enforcement of the
mortgage is conducted by an official bailiff, according
to a forced sale procedure, provided by the Civil
Procedure Code.

Movable security interests

This is a newer type of security interest in movable
property, regulated under Title VI of Law no. 99/1999
(also known as the 'movable security law'), inspired by
Article 9 of the Uniform Commercial Code. According to
the movable security law, all present and future, tangible
and intangible assets (including a universality of movable
assets, such as the ‘fonds de commerce") may be subject
to such type of security. When referred to in the English
language, the most commonly used term is ‘pledge’.
Non-possessor security interests are most commonly
used (but possessor security interests, where the
creditor takes physical possession of the secured

assets, are also permitted). No notarisation or other
formalities are required for concluding the security
agreement, which may also be executed in a language
other than Romanian.

In order to serve notice to third parties, movable
security interests are registered with the Electronic
Archive for Security Interests (‘Arhiva Electronica de
Garantii Reale Mobiliare' or 'AEGRM"), a database that is
easily accessible for online queries, by using various
combined search criteria (including debtor's and
lender's identification details, asset description, etc).
Registration with AEGRM gives the security interest its
priority rank, determined chronologically, just like in the
case of a mortgage.

Upon declared default, a movable security interest
may be enforced either through a formal procedure
conducted by an official bailiff, or as a private sale,
performed directly by the lenders (where this has been
agreed within the security agreement).

In the case of project finance, cash-flow generated
by the project is the main source for reimbursing the
loan, and also a part of the banks security package.

A typical security over the cash-flow is structured as a
movable security interest in the developer's rights (i.e.
intangible assets) to receive payments from its
customers (e.g. lessees, buyers of apartments in
residential projects, etc.).

Security over project revenues is supported by a
movable security agreement over all of the developer's

bank accounts (typically through a separate agreement).

Developer's shares also represent an important part
of the banks' security — consequently, a security
agreement over such shares needs to be concluded
between the banks and the developer's shareholders
(the sponsors or a subsidiary thereof).

Sponsor's guarantee

Under a Romanian law sponsor's guarantee, the bank
would be entitled to claim from the guarantors payment
of all or a portion of the borrower's obligations under
the finance documents. Depending on the parties’
understanding, the guarantee may be granted in
respect of all obligations under the finance documents,
or only for a portion thereof (e.g. payment of
construction cost over-runs). According to the
provisions in the Romanian Civil Code, the sponsor
may invoke certain exceptions against the lenders
claiming payment, namely (i) the benefit of discussion,
i.e. the right to request the lender to ask for payment
from the borrower first, and (ii) the benefit of division,
i.e. in case of multiple guarantors, the right to make
payment only for its share in the guarantee. In any case,
in accordance with current finance practice, upon
banks' request, these benefits are always expressly
waived by the guarantors.

Subordination

As a matter of principle, unsecured debts of a single
debtor rank pari passu with any other unsecured debts
of the same debtor. In order to achieve subordination of
all other debts to the borrower's debt towards the bank,
the banks may decide to enter into a subordination
agreement with the borrower and its other unsecured
creditors (typically, group companies having provided
funds to the borrower via inter-company loans).
However, it is highly questionable if such subordination
agreements may be enforced against third parties (such
as another creditor of the borrower, or a syndic judge in

case of insolvency).
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