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Foreword
The critical role of access to power in eco nomic growth is per haps one of
the few core el ements of eco nomic devel op ment that all econ o mists can
agree upon. There are few resources that can ben efit the pub lic as broadly
and as effectively as access to power. From schools to hospitals and homes
to offices, the ex istence of plen tiful, afford able and reliable power is the
cor ner stone of growth in the mod ern era.

With this real ity in mind, it should come as no sur prise to you, the reader,
that there is an in tense effort by gov ern ments, in ter na tional or gan isa tions,
and the private sector to drive in vestment into power pro jects in both un -
der-served power mar kets in devel op ing coun tries and remote mar kets in
devel oped coun tries. The in ten sity of the drive to electrify the world has
taken on an even greater dimen sion in recent years with the real isa tion
that access to power can also serve the equally im por tant goal of a reduc-
tion in car bon emissions if much of the new in vestment is directed away
from con ven tional fuel sources to wards cleaner sources of power. The re-
sult is a world where power sector growth has the po ten tial to im prove the
con dition of both our lives and our planet.

Despite the tremen dous po ten tial that could be un locked through greater
in vestment in power pro jects, there are still significant bar riers to their de-
vel op ment. As was discussed in our previous pub lica tion "Un der stand ing
Power Pur chase Agreements", one bar rier to pro ject devel op ment is the
drafting and nego tia tion of the com plex con tract that sits at the core of pri-
vate power pro jects, the Power Pur chase Agreement (PPA). In that book,
we noted that a PPA can only function if there is a mutually agreeable al lo -
ca tion of both risks and ben efits between the gov ern ment, the offtaker, the
power pro ject devel oper, and the pro ject lenders. This new hand book is in -
tended to serve as a com pan ion to the PPA hand book and ad dresses an -
other critical bar rier to power pro ject devel op ment, namely ar ranging the
financing of a power pro ject. The task of ar ranging financing for a power
pro ject, with its mix of in vestors, lenders, risks and mitigants, is in the eyes
of our group of authors, as com plex as the nego tia tion of the PPA, hence
the need for an ad ditional hand book.

http://go.usa.gov/FBzH
http://go.usa.gov/FBzH
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As with our previous hand book, the in tent here is to share with you an
overview of the chal lenges, strategies, and nuances of private financing of a
power pro ject. As ex plained in the chap ter on power mar kets, many coun -
tries, in clud ing some devel oped coun tries, are still facing chal lenges in
tran sition ing to wards a more predictable and com petitive power mar ket.
In ad dition to the mar ket chal lenges, the chap ter on finance structures ex -
plains how the ever growing bur den on the na tional bud gets in many de-
vel op ing coun tries has reduced the abil ity of the state to develop pro jects
directly and has in stead necessitated a shift to wards privately devel oped
and financed power pro jects. The issue of risk in power pro jects is again al -
lo cated its own chap ter, with more atten tion given this time to the pricing
and al lo ca tion of risk. The PPA con tin ues to play an im por tant role, with
the chap ter on finan cial obliga tions under the PPA setting the scope of fi-
nan cial com mitments that are necessary for a power pro ject. Per haps the
most critical in sight pro vided by this hand book is con tained in the final
two chap ters, which lay out the op tions for gov ern ments as they seek to
sup port in vestors in power pro jects by reducing the credit risks that are
often the sin gle greatest bar rier to financing.

This hand book is the prod uct of months of con sul ta tions between stake-
hold ers from both the pub lic sector and the private sector. Those con sul ta -
tions helped to estab lish the un der stand ing of the pitfalls of pro ject financ-
ing in devel op ing mar kets. The creative so lutions devel oped through close
co op er a tion between gov ern ments, in ter na tional in stitutions, and the pri-
vate sector, formed the man date for the drafting of a hand book on power
pro ject financing. The ful fil ment of that man date through the hand book
that you see before you is the fruit of the labour of a group of authors that
is as diverse in its ex per tise as it is in its back grounds and per spectives. Our
group of authors came to the table as equals, each do nating their time on a
pro-bono basis and each ready to both share and listen in order to pro duce
a resource that is greater than the sum of our ex perience. By shar ing in -
sights from gov ern ments, devel op ment banks, private banks, lead ing law
firms and sea soned nego tia tors, we hope that we are able to pro vide you
with a broad and bal anced un der stand ing of the com plex ities behind pro -
ject financing.
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The monumental task of gathering, organizing and distilling the input
from our distinguished group of authors could not have been possible if it
were not for the brilliance of the Book Sprints drafting method (http://
www.booksprints.net). The Book Sprints process allows for the developing
of a fully conceptualised, drafted and edited book in just five days. You
should find it as no surprise that those five days were filled with animated
conversations, mad scribbles on an army of post-it notes, and endless hours
scrutinising text to ensure its accuracy and accessibility. We were pleas-
antly surprised at both the level of commonality amongst us and the dedi-
cation we all shared to this important project. The outcome is a combina-
tion of information and insight that reflects our collective knowledge
rather than the personal opinions of the authors or the institutions that
they represent.

We would like to thank our Book Sprint facilitator Laia Ros Gasch for her
persistent guidance and endless patience. We would also like to thank illus-
trator Henrik van Leeuwen for his unfailing ability to translate our scrib-
bles into works of informational art. We are also deeply appreciative of
Book Sprints' offsite team, including Raewyn Whyte (proofreader) and
Juan Carlos Gutiérrez Barquero and Julien Taquet (Technical Support).

We are especially thankful for the strategic planners that helped conceive
this project: Mohamed Badissy, Nnamdi Ezera, Sheryl Weisflog and Mo-
hammed Loraoui (Commercial Law Development Program); Amir Shaikh
and Toyin Ojo (African Legal Support Facility); and Adam Hyde, Katerina
Michailidi and Mark Brokering (Book Sprints). The authors would also
like to thank the generous funding and logistics support from Power
Africa, the United States Agency for International Development and the
African Legal Support Facility, without which neither the consultations
nor the Book Sprint would have been possible.

In order to continue the tradition of open source knowledge sharing that
was so well received after the publication of Under stand ing Power Pur chase
Agreements, this handbook is issued under the Creative Commons Attribu-
tion-NonCommercial-ShareAlike 4.0 International License (CC BY NO
SA). In selecting this publication license, we welcome anyone to copy, ex-
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cerpt, rework, translate and re-use the text for any non-commercial pur-
pose without seeking permission from the authors, so long as the resulting 
work is also issued under a Creative Commons License. The handbook is 
initially published in English with a French edition soon to follow. The 
handbook is available in both electronic form, at this address (go.usa.gov/
c7tBx), and print format by contacting Mohamed Badissy (CLDP) at 
mbadissy@doc.gov or ALSF at alsf@afdb.org.

Bridging the gap between the promises of a more electrified world and the
delivery on those promises is the core mission of every single person in our
group of authors. Much as we brought together governments, private com-
panies, private banks, development banks, and leading legal experts to
share their best strategies for securing the financing necessary to go from
dream to reality, we hope that others will leverage this handbook in their
own drive to bring electricity to all who want it. We are honoured to con-
tribute to this noble mission and thank you for taking the time to consider
our contribution.

Sincerely,

The Contributing Authors

http://go.usa.gov/c7tBx
http://go.usa.gov/c7tBx
mailto:mbadissy@doc.gov
mailto:alsf@sfdb.org
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1.1. Introduction
Bankable transactions are central to the development of the power sector
in many emerging economies.

However, implementation of power transactions in these countries is
sometimes protracted. The two key reasons cited most often for delaying
negotiations to reach financial close are:

equitable risk allocation (who takes the risk and why?); and

shortage of credit enhancements (what can be done by parties, including
governments, to mitigate the risks?).

For example, when the issue of a “sovereign guarantee” arises it can cause
debate, leading to a potential impasse.

This handbook aims to serve as a practical resource for governments, utili-
ties, investors, and other interested stakeholders by pointing to each party’s
challenges and outlining what motivates the decision-making process. As
such, this book seeks to provide a roadmap for navigating through this im-
passe.

The handbook starts out with an overview of the different financing alter-
natives for power transactions and the advantages and disadvantages of
each. The text then proceeds into a deeper analysis of the mechanics of
project finance and its relevance to implementing power projects.

Thereafter it delves into some of the key challenges which include:

the role of and rationale for credit enhancement in mitigating perceived
and actual risks in order to attract public and private sources of financ -
ing and;

sovereign and non-sovereign forms of credit enhancement and their re-
spective mechanics and implications. This further includes a discussion
on risk scoping and assessment, risk allocation, and the impact of risk
on pricing, as well as a detailed consideration of the key stakeholders.
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The Critical Role of the Government in Delivering an
Independent Power Project

The hand book fo cuses on a specific scenario in the power financing con -
text: pro jects that in volve an In depen dent Power Pro ducer (IPP). While
the party pro vid ing the power may be private, with in ter ests and ex pecta -
tions distinct from the gov ern ment, the gov ern ment con tin ues to play a
fun da men tal role in the deal. The gov ern ment may have initiated the pro -
ject, through a ten der process or other wise, and one arm of gov ern ment is
usually the licensing and ap proval author ity for con struction, op er a tion,
and clear ances. In ad dition, the gov ern ment is often a con tractual party to a
power pur chase agreement, as in the case of a state-owned offtaker, and is
the party that main tains key requisite and related in fra structure, such as the
transmission and distrib ution network or fuel sup ply. As a pol icy maker,
the gov ern ment sets the con text for the ease and lo gistics of in vestment in
many respects. Also, as this hand book will highlight, given the gov ern -
ment’s unique po sition and role in private power deals in chal lenging mar -
kets, the gov ern ment is a cen tral figure and well-po sitioned to pro vide
sup port through credit en hancement.

This Handbook in Context

This hand book is a fol low-on to a prior hand book titled "Un der stand ing
Power Pur chase Agreements". Both hand books ad dress differ ent aspects of
power transactions. The first hand book fo cused on the mechan ics and
specifics of a power pur chase agreement (PPA) and its role in attracting
power financing for an IPP. In con trast, this hand book fo cuses on the fi-
nancing structures and mecha nisms that can be em ployed to finance IPP
power pro jects.
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2.1. Introduction
The power sector is a fundamental building block for economic advance-
ment in any country. Power is a critical input for the successful growth and
functioning of a country’s economy, across all its sectors, and thus for job
creation. Electricity demand is closely correlated with GDP growth and
other socio-political advancements. As such, power investments demon-
strate a clear and quantifiable economic return upon completion and com-
missioning of the financed power projects, with a resultant multiplier ef-
fect on the broader economy. Successfully financed power transactions will
thus have broad-reaching development impact.

These transactions require substantial and long-term investments which
have long repayment periods. They often require highly technical and spe-
cialised knowledge and expertise to prepare and implement. Furthermore,
the power sector is uniquely reliant on physical transmission and distribu-
tion infrastructure, a costly undertaking to construct and maintain, as dis-
tinct from other infrastructure sectors, such as telecommunications. There-
fore, there is a need to develop an enabling investment environment which
will be sustainable in the long-run. This, in itself, can be a long-term en-
deavour. As such, projects undertaken in the near- to medium-term often
necessitate the inclusion of certain credit enhancements.

In this context, even as governments begin to open the sector for private
participation, they are relied upon for legislative support, regulation, li-
censing, oversight, and ancillary market functions such as fuel supply
and/or transmission. They are relied upon to create an enabling environ-
ment that fosters the evolution of their power sectors. While a great deal
of time and effort is involved in such endeavours, by creating an enabling
environment, a govern ment can increase the likelihood of reaping the ben-
efits of independent power projects, with the main advantage being that
the up-front cost of the project is provided through private sector-led fi-
nancing and not from the sovereign's balance sheet.
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2.2. Evolving Market Structures

Private Capital, Public Good

Competing demands on government funds and limited financial solvency in
the power sector have constrained the ability of many emerging market
governments to invest in additional power generation capacity. This has oc-
curred against the backdrop of an unmet and growing demand for power.

Governments balance political, economic, and fiscal considerations while
attempting to address the needs of their power sector. Governments are
often unable to fund the necessary capital expenditures required to meet
their power infrastructure needs. Partnering with the private sector offers
governments the opportunity to access greater financial resources and
technical expertise. The integration of the private sector into the power
sector shifts not only the financing burden away from government, but
also some of the risks such as project preparation, implementation, and op-
eration.

Power markets typically start out as fully government financed, owned and
controlled. As noted in Section 3.1 (Overview of Power Financing Alterna-
tives), this model requires less coordination by the government with vari-
ous third party funders, but it also requires the government to add more fi-
nancing obligations to its balance sheet. This can limit the available cash
reserves or external financing that a government can channel to other capi-
tal-intensive sectors that it may need to support. Consequently, many gov-
ernments have deemed it beneficial to privatise certain revenue-generating
power assets (primarily generation assets), as opposed to social sectors such
as education and health. In this way, the government is able to benefit from
financing structures encouraging private capital that help to free up its bal-
ance sheet for other priorities.

The provision of power, despite growing private participation, is a public
good that often requires the active engagement of government. The level
of engagement exists in varying degrees in different countries.
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Towards a More Developed Power Sector

Within emerging mar kets, there is a wide con tin uum along which mar kets
evolve. On one end of the con tin uum, there are mar kets that are tightly
con trolled by gov ern ments, with sin gle offtak ers and lim ited access to the
grid. On the other end of the con tin uum, there are coun tries that allow for
spot mar ket auctions, wheel ing arrangements and mul tiple offtak ers. The
more a gov ern ment ad vances along this con tin uum, the less gov ern ment
sup port is required.

As the mar ket structure evolves, private par ticipants gain com fort that
there is greater transparency and a more efficient al lo ca tion of resources.
As the mar ket ma tures, it will more likely attract greater private in vest-
ment and be better po sitioned to weather most volatil ity that may be gen -
er ated by macro eco nomic events and trends. Even tually, the mar ket will
move to wards becom ing self-sustain ing and finan cially sol vent. As that
hap pens, the gov ern ment will still play a critical role, but may no longer be
required to sub sidise the cost of power pro duction. However, until the full
ben efits of privatisa tion and lib er al isa tion have, or are per ceived to have,
pro duced a rel a tively devel oped power mar ket, the gov ern ment may still be
called upon to pro vide finan cial sup port or guar an tees to that mar ket in a
num ber of ways.

In ad dition to the many macro eco nomic factors to be con sid ered, the fol -
lowing il lustra tion describes a few key fea tures of power mar kets that are
fur ther devel oped and require less gov ern ment sup port.
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Evolving Power Markets
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2.3. Creating an Enabling
Environment
In order to max imise the efficien cies of private par ticipa tion in power mar -
kets, there are cer tain mea sures that could be im plemented to assist in cul -
tivating a more ma ture private power mar ket. Not im plementing these
mea sures could cause mar ket in efficien cies, which may ul timately result in
a cost to gov ern ment (because the mar ket will ul timately depend on the
gov ern ment to man age these in efficien cies). The more in efficient the mar -
ket, the greater the cost to the gov ern ment. Con versely, the ap plica tion of
cer tain key mar ket reform mea sures should help en sure the best avail able
price for power and allow for a greater transfer of risk and respon sibil ity
from gov ern ment to private mar ket par ticipants.

Coun tries need a sta ble, con sistent, and in vestment-friendly framework of
laws and regula tions in order to attract private in vestment. Gov ern ments
have the primary respon sibil ity to create such an en viron ment.

Sum marised below are some critical factors that private in vestors will re-
view to un der stand a coun try's legal and regula tory framework. A review
of the gen eral en abling en viron ment, as well as the pro ject structure, will
often be the starting point for in vestor nego tia tions that may result in the
in vestor sometimes requesting ad ditional com fort in the form of credit en -
hancements from the host gov ern ment and/or the offtaker.

Power Sector Policy, Legislation and Regulatory
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Power Sector Policy, Legislation and Regulatory
Frameworks

Laws that clearly define the roles and rights of the var ious gov ern ment en -
tities and private par ties in volved in the power sector will en hance the at-
tractiveness of the electricity mar ket for po ten tial in vestors. This often en -
tails gov ern ment par ties clearly al lo cating cer tain rights and remedies to
private mar ket par ticipants that they can rely on when eval uating po ten tial
in vestments. By firmly setting these rights and remedies in law and regula -
tion, the gov ern ment is lim iting its flex ibil ity but is also attracting private
in vestment.

An in depen dent regula tor is also key to up hold ing and bal ancing the rights
and in ter ests of all stakehold ers. An in depen dent regula tor pro vides com -
fort to in vestors that decisions regard ing licencing, pro vision ing and tar iffs
will not be taken ar bitrar ily, whilst at the same time pro tecting end-users
from sud den or dispro por tion ate tar iff in creases.

Secure Ownership Rights

Hav ing a system that al lows for clear security of own er ship rights is essen -
tial for any in vestor. In pro ject finance, lenders would require cer tainty
that they can ex er cise step-in rights and take over the pro ject com pany and
its assets in the event of loan defaults.

Commercially Viable Sector

Cost-re flec tive tar iffs are an im por tant requirement to en sure the off-
taker (and other util ities) can retain mar gins to be in depen dently finan -
cially viable and to, in turn, finance the growth of the sector. When the
tar iff paid by end-users of power accurately reflects the cost of pro ducing
that power, and transmitting and distrib uting it to the end-users (in clud ing
the cost of cap ital com men surate with risk), no sub sidy is required by the
gov ern ment for the power sector. If, however, the tar iff is not an accurate
reflection of such cost, the util ity will be a loss-mak ing en tity un less al ter -
na tive sources of funds are found to cover the deficit. This will im pact in -
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•

vestor con fidence in the offtaker to meet its on go ing pay ment obliga tions
over the course of a long-term pur chase agreement. However, in creasing
electricity tar iffs to cost-reflective lev els in keep ing with the real ities of an
emerging power mar ket can be chal lenging, especially where sup ply is in -
ter mittent (i.e. brown-outs, black-outs), creating po litical pressures to
main tain low electricity prices. This needs to be bal anced against the con -
sequence of hav ing a finan cially in sol vent power sector, which may other -
wise necessitate ad ditional finan cial sup port from the host gov ern ment to
attract ad ditional in vestment. This makes it im per a tive for the gov ern ment
to man age the twin chal lenges of in vestor con fidence and con sumer con fi-
dence.

Even if the offtaker ben efits from a cost-reflective tar iff, it will remain a
loss-mak ing en tity if it is un able to col lect from end-users and cus-
tomers (in clud ing, in some jurisdictions, distrib ution com pa nies). Hav -
ing a ro bust system of meter ing and bill col lections is of critical im por -
tance, in ad dition to cost-reflective tar iffs, for the finan cial sol vency of
the power sector.

With a cost-reflective tar iff and a ro bust meter ing and bill col lection
system, if the electricity never reaches the end-user, the offtaker will
lose money. Min imising the technical and par ticularly com mer cial
losses from transmission and distrib ution is critical to en sur ing proper
cash man agement in the system.

The private sector also plays a key role in en sur ing a com mer cially viable
power sector. Spon sors who build and op er ate efficient plants that attain
the end goal of pro vid ing electricity in a sustain able and cost-effective
man ner are required in this long-term partner ship.

Competitive Tenders
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Competitive Tenders

Procur ing power through a pub lic and com petitive ten der process is often
seen as the best way to en sure that value for money is achieved regard ing
power gen er a tion pricing. This process, however, will gen er ally take more
time to com plete than pro curement of power through un so licited bids (in -
clud ing emer gency power) and may not be ap pro priate in cir cum stances
where the gov ern ment needs to pro cure power on an ex pedited basis.
However, this ad ditional time al lows prospective providers to for mulate
the best possible bid accord ing to well-specified guidelines, and gives the
gov ern ment time to assess and com pare bids against pre-specified criteria.

Alternative Offtake Arrangements

Power pro jects gen er ally sell the power they pro duce to a bulk pur chaser
who co or dinates the sale of power to the end-user (either directly or
through a distrib ution com pany). If the arrangement between the power
pro ject and the util ity is ter minated for any rea son, then the power pro -
ducer will need to find an al ter na tive way to mon etise the power it is able
to gen er ate, un less it has rights to ter mina tion com pen sa tion. As a result,
many mar kets have evolved to per mit a power pro ducer to directly sell to
one or more customers through the grid, without the ben efit of a sales
agreement with the util ity. The util ity takes respon sibil ity to evacuate and
distrib ute the power (and may col lect end-user pay ments on behalf of the
power com pany) for a fee. Such wheel ing arrangements will need to be
clearly per mitted by law and en cour aged by the gov ern ment. From a gov -
ern ment’s per spective, these arrangements may limit the gov ern ment’s
abil ity to regulate the price paid by all end-users, and may also place an ad -
min istra tive bur den on the util ity that must evacuate the power. On the
other hand, the fee charged by the util ity should offset the cost. Per haps
most im por tantly, the ex istence of a viable wheel ing al ter na tive is seen as
crucial to many pro ject finance par ticipants in en sur ing that if, for what-
ever rea son, a PPA with the util ity is ter minated, the power pro ject they
have helped to finance will nonetheless be able to sell its power and repay
the pro ject finance debt and equity fun ders.
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3.1. Introduction

Principal Financing Models

Four financing structures are primar ily used to finance power pro jects.
They are distin guished by which party or par ties bear respon sibil ity for
fund ing the up front costs of a pro ject. Each al ter na tive presents its own ad -
van tages and disad van tages related to tim ing, cost and com plex ity of struc-
tur ing and im plemen ta tion. The four primary structures are host gov ern -
ment fi nanc ing, de vel oper fi nanc ing, re source-based in frastruc ture
fi nanc ing, and project fi nanc ing. There are many varia tions of these
four structures on transactions, but the core con cepts remain sim ilar.

Host Government Financing

In host gov ern ment financing, the gov ern ment of the host coun try will use
the strength of its bal ance sheet to fund a pro ject by lend ing funds to, or
con tributing ad ditional equity to, the offtaker so that the offtaker may de-
velop the pro ject. The funds may be derived from the sov er eign’s cash re-
serves or from funds that a sov er eign bor rows for its own account from
third par ties (e.g. cap ital mar kets, mul tilateral devel op ment banks, bilateral
in stitutions). Where a sov er eign bor rows for its own account, then on-
lends the funds to an offtaker, the fund ing is sometimes referred to as an
on-lend ing arrangement.

The cost of fund ing varies based on the source of the fund ing and the
credit-wor thiness of the sov er eign. Devel op ment Finance In stitutions may
pro vide lower in come coun tries with financing at significantly lower costs,
and possibly at longer tenors, than financing pro vided by the private mar -
ket. This financing is typ ically referred to as con cessional financing.

Host gov ern ment financing can be an attractive al ter na tive where the host
coun try has ad equate funds on hand or can raise ad ditional funds from
lenders at attractive rates and does not have more pressing needs to which
such funds must be ap plied. Host gov ern ment financed pro jects gen er ally
in volve fewer par ties. This model offers the ben efit of not hav ing to co or -
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dinate with mul tiple fund ing par ties and all of the com plicated structures
that such co or dina tion can en tail. Pro curement is usually gov erned by na -
tional pro curement rules so the par ties selected to con struct the pro ject will
usually be selected by the offtaker through a transpar ent and com petitive
process.

The chal lenges presented by host gov ern ment financing relate primar ily to
op por tunity cost. Given the lim ited cap ital avail able to many gov ern ments,
they must weigh the need to fund a pro ject on their bal ance sheet against
the fund ing requirements of the many cap ital-in ten sive ser vices and pro -
grammes that a sov er eign must sup port (such as so cial pro grammes, na -
tional security, and other in fra structure pro jects). In essence, every dol lar
that a sov er eign uses to finance a pro ject is a dol lar that it can not use for
ed uca tion, pub lic health, policing its streets, or defend ing its bor ders.

The dia gram that ap pears below graphically depicts a host gov ern ment fi-
nancing structure.
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•

•

Host Government Financing Structure

Strengths:

Lower financing costs, par ticularly if con cessional financing is avail able
or if the host coun try is able to raise funds by issuing bonds on in ter na -
tional cap ital mar kets

Fewer co or dina tion chal lenges
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•

•

Weaknesses:

Op por tunity cost of cap ital

Significant cash required from gov ern ment

Developer Financing

Some large multina tional cor po ra tions – such as in ter na tional oil com pa -
nies and min ing com pa nies – can use the strength of their bal ance sheets to
fund a pro ject by con tributing in the form of equity all of the funds that are
required by the pro ject com pany to develop the pro ject. These funds may
be derived from retained earn ings or may be bor rowed by the devel oper
from banks or raised through the issuance of cor po rate bonds. Devel oper
financing could be one com po nent of a pub lic private partner ship (PPP)
depend ing on the pro ject structure.

Devel oper financing lim its the num ber of fund ing par ties which must be
co or dinated and avoids the com plex ity that is often asso ciated with multi-
party financings. Sim ilar to host gov ern ment financing, devel oper financ-
ing forces a devel oper to forego other uses of its funds, or its abil ity to bor -
row, in order to finance a pro ject. In most cases a devel oper will not have
the finan cial ca pacity to fund a sizeable pro ject using devel oper financing
alone. In practice, few util ity scale pro jects are funded only with devel oper
financing.

The dia gram that ap pears below graphically depicts a devel oper financing
structure.
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•

•

•

Developer Financing Structure

Strengths:

Fewer co or dina tion chal lenges

No cash required from gov ern ment

Weaknesses:

Lim ited num ber of devel op ers with ap petite for this structure

Resource-based Infrastructure Financing
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Resource-based Infrastructure Financing

Resource-based in fra structure financing en tails a host coun try retain ing a
third party con tractor or devel oper to design, con struct and im plement a
pro ject in ex change for rights to natural resources granted by the host
coun try to a for eign sov er eign coun ter part. In this structure, the third
party con tractor (typ ically a for eign state-owned en ter prise) is ob ligated to
fund its design, con struction and im plemen ta tion activ ities, osten sibly with
the con tractor's ul timate reim bursement com ing from its sale or use of the
natural resources it is able to ex tract.

As with devel oper financing, this model lim its the num ber of fund ing par -
ties with which a host coun try has to deal, and avoids the com plex ity that is
often asso ciated with multi-party financing. This model reduces the com -
plex ity of deal ing with third-party own ers and op er a tors dur ing the life of
the pro ject, presum ably speed ing up the timeline of the devel op ment. It
also presents the added ben efit of not tap ping into a sov er eign’s avail able
cash reserves or its access to third-party lend ing, giv ing the ap pear ance of
avoid ing the op por tunity cost faced by many gov ern ments when con tem -
plating sov er eign financing.

The primary chal lenge with this model is how to accurately value the rights
to natural resources that are ex changed for the in fra structure. Volatil ity of
com mod ity prices, tim ing of planned ex traction, and finan cial ca pacity of
the gov ern ments to ben efit from the natural resources, make it al most im -
possible to prop erly assess their value. The rights to natural resources
(often non-renewable) are used to pay the for eign coun try. Host coun tries
may not be able to cal culate the true costs of the transaction for sev eral
years.

This structure also presents op por tunity costs that may not be as read ily
ap par ent as those present in sov er eign financing, but that are very real
nonetheless. While not directly im pacting the bal ance sheet of the host
coun try, this financing structure does require a sov er eign to give up po ten -
tial future rev enues from natural resources that could be used to pay for
other prod ucts, ser vices or initia tives for future gen er a tions.
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•

•

•

In ad dition, because the sov er eign is not required to make pay ments to the
con tractor in cash, there is a risk that less atten tion might be paid to the
terms of the con tract documents. In par ticular, because pay ments may not
be made against the achievement of milestones, it may be hard to ad e-
quately in cen tivise the con tractor to stay on sched ule or deliver a cer tain
qual ity of prod uct. Likewise, this structure presents a risk that less atten -
tion may be paid to per for mance bonds or war ranty obliga tions, in creasing
the risk of delays and com pro mised pro ject qual ity. Finally, because no pay -
ments must be made to the con tractor from the sov er eign’s bal ance sheet,
and given the ab sence of mul tiple fund ing par ties that will be repaid from
the long-term rev enues of the pro ject (e.g. senior lenders), there is an in -
creased risk that a pro ject’s eco nom ics and long-term via bil ity (in clud ing
so cial and eco nomic im pacts) will not be as thor oughly diligenced.

The dia gram that ap pears below pro vides an ex am ple of how a resource-
based in fra structure pro ject financing is structured.

Resource-based Infrastructure Financing

Strengths:

Fewer co or dina tion chal lenges

Shorter time frame from con cept to op er a tions

No cash required from gov ern ment
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•

•

•

•

Weaknesses:

Actual costs to host coun try not known for sev eral years

Mortgages natural resources of future gen er a tions

Difficult to mon itor and en force per for mance and war ranty obliga tions
of con tractor

Project Financing

In pro ject finance structures, the sov er eign (or a gov ern ment offtaker)
grants cer tain con cession rights related to the build ing, own er ship, and op -
er a tion of a pro ject to a special pur pose com pany whose sole business is the
build ing, own er ship, and op er a tion of the pro ject. The pro ject com pany
will often con tract third par ties to per form cer tain of these obliga tions
(such as con struction and op er a tion). The pro ject com pany is ob ligated to
finance the pro ject using:

funds in jected by its own ers as equity in vestments or shareholder loans
(funds bor rowed from the sharehold ers that are sub or dinated to the se-
nior lenders);

loans pro vided by lenders such as com mer cial banks, ex port credit agen -
cies, devel op ment finance in stitutions, mul tilateral devel op ment banks,
ex port-im port banks; and

in some cases, funds made avail able by the sov er eign or by donor par ties
either as con cession ary loans or grants.

Lenders typ ically lend the ma jor ity of the fund ing required by the pro ject
com pany on a lim ited-recourse basis. This means that loans are secured by
all of the assets of the pro ject com pany (in clud ing their con tractual rights
under the pro ject agreements) and by a pledge over the shares in the pro -
ject com pany. In the event that the pro ject com pany is not able to repay the
loans, the lenders have no recourse against the in vestors.
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Creating a sep a rate pro ject com pany en sures that the bor rower's abil ity to
repay the debt obliga tions will not be affected by lines of business that are
un related to the pro ject, but will in stead be affected only by the per for -
mance of the pro ject. This results in longer loan tenors and lower in ter est
rates when com pared to the tenors and rates that a devel oper would be able
to achieve by bor rowing using cor po rate finance techniques.

Pro ject finance avoids ca pacity con straints, op por tunity costs and bal ance
sheet financing by a sov er eign. In ad dition to being cap ital in ten sive,
power pro jects require large scale long-term in vestment. A gov ern ment
may not have the resources to finance a power pro ject on its bal ance sheet.
Fur ther more, even if a gov ern ment has the finan cial means to finance a
power pro ject, it may have other preferred or more pressing needs for its
finances so the op por tunity cost of al lo cating resources to build a power
plant can be high.

Mul tiple par ties in volved in the financing can fa cil itate more thor ough or
com prehen sive due diligence as there will be mul tiple sets of eyes and
minds fo cused on pro ject fun da men tals.

Structur ing power deals as pro ject finance transactions fa cil itates the ap -
por tion ment of var ious transaction risks to those best placed, will ing and
able to assume them. For ex am ple, in vestors with a larger risk ap petite may
be will ing to in vest in a pro ject pre-con struction, when it is per ceived to be
riskiest. On the other hand, a risk-averse in vestor, such as a pen sion fund,
may prefer to in vest in a power pro ject at a later stage or in a lower risk
tranche of debt.

Pro ject finance may be more afford able or more ex pen sive than financing a
pro ject on the host coun try bal ance sheet. This is depen dent on four fac-
tors: (1) gov ern ment's cost of cap ital, (2) tenor, (3) avail abil ity of financing,
and (4) amount of equity in the pro ject. If a gov ern ment is fund ing a pro -
ject from pro ceeds of a bond issuance, it is possible that the coupon rate of
the bond issuance may be higher than the rate given to the pro ject com -
pany in a pro ject finance transaction. If it is fund ing a pro ject using con ces-
sional financing, it is possible that the rate may be lower. It is also possible
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that the fund ing sources avail able to the gov ern ment may have shorter or
longer tenors (which would im pact the tim ing of the bur den on gov ern -
ment). If there is no al ter na tive source of fund ing avail able, pro ject finance
will allow the pro ject to move for ward and the gov ern ment to ben efit from
the wider eco nomic ben efits of hav ing a power pro ject.

Pro ject finance transactions may incur more up-front costs due to the mul -
tiple par ties, financing documents, and legal documents in volved as well as
ex ten sive due diligence required. There are costs asso ciated with the mul ti-
ple arrangers who structure the deal, legal fees asso ciated with the var ious
pro ject agreements and financing documents, agent fees for the co or dina -
tion of pay ments and the hold ing of the security, and other related costs.

Pro ject finance adds lay ers of com plex ity to a transaction rel a tive to bal ance
sheet financing. This com plex ity often requires significant co or dina tion of
par ties. This co or dina tion can often cause delays. The up front in vestment
in both time and resources for a pro ject finance transaction tend to be
higher than some of the previously men tioned al ter na tives.

The di a gram below il lus trates a typ i cal pro ject fi nanc ing struc ture. It is
fo cused on the fi nanc ing arrange ments rather than the en tire pro ject
struc ture.
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Project Financing Structure

Strengths:

No cash required from Gov ern ment

Pro ject risk efficiently and equitably al lo cated to par ties will ing and able
to bear the risks

Thor ough due diligence and per for mance guar an tees required by pro -
ject com pany

Weaknesses:

Com plex co or dina tion chal lenges

Pro jects take more time to reach op er a tions

Higher up-front costs
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3.2. Project Finance Essentials
As noted above, pro ject finance is a means of financing a com pany created
for the specific pur pose of own ing, con structing and op er ating a pro ject,
with lim ited or no re course to that com pany's sharehold ers, in a way that
en ables financing from mul tiple sources of cap ital, or mul tiple in vestors,
against repay ment from the com pany's future cash flows.

The Role of a Project Company

The pro ject com pany is a new, legally distinct and ring-fenced en tity estab -
lished specifically for the pur pose of own ing, con structing, and op er ating a
pro ject. This en tity is often referred to as a special pur pose com pany, spe-
cial pur pose vehicle or special pur pose en tity since it was created for a spe-
cific pur pose. A pro ject typ ically in volves the con struction of some form of
in fra structure or an other type of op er ating asset. In the power con text, ex -
am ples of pro jects could in clude power plants, transmission networks, or
sub sta tions.

Limited or Non-Recourse Financing

Pro ject finance is also known as lim ited or non-recourse financing. As the
ter minol ogy suggests, in lim ited recourse financing, the sharehold ers have
lim ited lia bil ity for the debts and obliga tions of the pro ject com pany, and in
non-recourse financing, they have no lia bil ity for the debts and obliga tions
of the pro ject com pany. The level of recourse required depends on the risks
in her ent in the pro ject, arising from such el ements as the technol ogy, com -
plex ity of con struction and op er a tion of the assets.

The Debt and Equity Players
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The Debt and Equity Players

Sponsors / Developers

The sponsors and developers are the primary parties that initiate the pro-
ject, performing feasibility studies, obtaining concessions, negotiating with
project parties and sourcing the most appropriate mix of equity investors
and debt providers for the project. The developers incur the initial devel-
opment costs which are often refunded with some return, once the project
financing is implemented. The developers and sponsors also provide eq-
uity, potentially alongside additional investors, and are referred to as pro-
ject shareholders or equity providers.

Debt and Equity Providers

Sources of financing can include various debt funders (lenders) or equity
investors. Equity investors typically assume a higher level of risk than the
lenders and require a commensurate return on their investment. In large
transactions, there may be a number of such investors and even groups or
tiers of investors with distinct investment and/or ownership rights, and
rights. Similarly, the lender group may consist of a combination of com-
mercial banks (local and international), Development Finance Institutions,
Multilateral Development Banks, Export Credit Agencies, pension funds,
and others, with different tranches of debt having different repayment pro-
files, tenors, pricing and ranking in terms of repayment and security.
Sources of financing for a power project are described in further detail in
Section 3.3 below.

Transaction Advisor and Arranger
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Transaction Advisor and Arranger

Determining the optimum blend of equity and debt funding required for a
project may be quite complex and ultimately involves a matrix of legal and
financial agreements. Transac tion advisors assist the sponsors in optimis-
ing the capital structure and developing financial models reflecting the
most appropriate funding structure, while debt arrangers assist in sourcing
the most appropriate funding, negotiating the funding terms, coordinating
the due diligence and the execution of the financing package. In some pro-
ject finance transactions, there may be multiple such arrangers, each ar-
ranging a different tranche of funding.

Security Agent and Facility Agent

The lenders would require certain security to be in place before funds are
disbursed. Where there are multiple lenders, the security will be shared
amongst the lenders and, depending on the jurisdiction, is either held in a
separate legal entity (security SPV) or held in a security trust. A security
agent is usually appointed to manage the security granted by the borrower
and coordinate requests between the lender and borrower with respect to
any attempt by the lender to enforce matters.

In a transaction with multiple lenders, the role of the facility agent is to co-
ordinate activities on behalf of the lenders, including requests for disburse-
ment, repayments, monitoring of covenants and general communication
between lenders and borrower.

Finance Documents

Common Terms Agreement

The common terms agreement contains all the financing terms common to
all the different loan facilities, (for example, conditions to funding, finan-
cial covenants, events of default, representations and other undertakings).
The common terms agreement is likely to be a lengthy document with sev-
eral schedules and annexures. It is the key finance docu ment between the
project company and the lenders.
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Facility Agreements

The specific terms and con ditions ap plica ble to each loan fa cil ity (tenor, re-
pay ment pro file, pricing) are set out in loan agreements between the pro -
ject com pany and the lenders.

Security Documents

Lenders will require security over the pro ject com pany and all of its assets
as a con dition to lend ing. Security pack ages depend on the jurisdiction, but
would usually in clude security over the shares in the com pany, over both
moveable and im mov able assets and over all pro ject agreements and rights.
Com mon types of security documents in clude mortgages, pledges, assign -
ments, charges and liens. Depend ing on the jurisdiction, third par ties (such
as gov ern ment en tities and con tractors) may need to be no tified of, and in
some cases either acknowl edge or con sent to, the granting of security by
the pro ject com pany.

Accounts Agreement

Lenders will seek to con trol the pro ject com pany's cash flow by stip ulating
the order in which pay ments from pro ject rev enue can be made. This is
com monly termed the "pay ment wa ter fall". Lenders also require that cer -
tain bank accounts be opened and that funds are moved between accounts
in accor dance with this wa ter fall. This movement of funds is regulated in
the Accounts Agreement.

The pay ment wa ter fall en sures that there is a prior ity of pay ments estab -
lished from in cep tion to en sure that the pro ject (i) pays its op er a tional ex -
penses such as taxes and salaries so that it can con tinue to op er ate; (ii) that
lenders are paid back their debt; (iii) that there are sufficient main tenance
and debt ser vice reserves; and (iv) the release of distrib utions to the pro ject
spon sors as div idends or repay ments of shareholder loans. Pay ment wa ter -
falls can have up to ten or more lev els of cascade before div idends are al -
lowed to be released.

Intercreditor Agreement
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Intercreditor Agreement

Differ ent finan cial in stitutions have differ ing ob jectives. DFIs may be more
con cerned with en viron men tal, so cial and other pol icy guidelines. ECAs
may be con cerned about matters that affect the spend ing on equip ment or
other costs from their respective coun try. Com mer cial lenders may take a
more con ser v a tive view on pro ject com pany defaults. Mez za nine or sub or -
dinated lenders may have lim ited decision-mak ing and/or security rights.
Hedging banks will wish to en sure that in the event of an early ter mina tion
of the pro ject, they receive amounts due to them from the pro ject com pany
out of any sums avail able to cred itors.

The In ter cred itor Agreement regulates the rela tion ship between the
lenders and regulates voting rights of and decision-mak ing by lenders. It
will also deal with how any pro ceeds of security en forcement are ap por -
tioned amongst the var ious finance par ties.

Hedging Documents

Lenders often require the pro ject com pany to hedge risks relating to for -
eign ex change, in ter est rates and/or com mod ity price movements.

This can be documented in a num ber of ways, via swaps or other types of
hedging in struments. The providers of these in struments to a pro ject fi-
nancing are very often the same finan cial in stitutions pro vid ing senior
debt.

Direct Agreements

As the lenders are not a party to the key pro ject agreements that the pro ject
com pany en ters into, they do not have con tractual rela tion ships with the
coun ter par ties to such agreements. In order to acknowl edge the lenders'
rights in terms of the pro ject, lenders require direct agreements between
them selves and the par ties to cer tain pro ject agreements.
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a.

b.

c.

d.

Direct agreements typ ically con tain one or more of the fol lowing pro vi-
sions:

An acknowl edgement by the coun ter party (e.g. offtaker, host gov ern -
ment, con struction con tractor, O&M con tractor) of the security taken
by the lenders over the pro ject com pany’s rights in and to the rel evant
con tract (e.g. PPA, gov ern ment sup port, EPC con tract, O&M con tract);

Agreement by the coun ter party not to ter minate or suspend the rel e-
vant pro ject agreement without prior no tice to the lenders;

An acknowl edgement that the lenders may sub stitute the pro ject com -
pany or other wise “step in” to its shoes to con tinue the pro ject com -
pany’s obliga tions under the rel evant pro ject agreement, in the event of
a default or other en forcement scenario; and/or

Where pro ject agreements have been signed before lenders have had
the op por tunity to com ment or review, amend ments required by
lenders to the un der ly ing rel evant pro ject agreement.

Direct agreements are sometimes referred to as third-party con sents.

Shareholder Agreements and Equity Subscription Agreements

The shareholder agreements regulate the rela tion ship of the sharehold ers
and stip ulate their rights and obliga tions and the equity sub scrip tion agree-
ments regulate the equity movement and rights of each equity provider.
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3.3. Sources of Financing
Projects are typically financed through a combination of debt and equity.
The split between the debt and equity in a project is referred to as the level
of gearing or leverage.

A gearing or leverage ratio is very much dependent on the amount of cash
flow available to make debt payments (debt-carrying capacity) of the pro-
ject as well as perceived project risks.

There are certain practical implications of a project's gearing to the host
government. A lender's consideration of the level of gearing will include
sector norms and the perceived risk of the project. If the sovereign is pro-
viding credit support for the debt obligations of a project (for example, by
way of payment of a compensation sum that includes debt amounts after
termination) then a prudent sovereign or offtaker will need to understand
the gearing ratio as it will determine the level of contingent liability that
needs to be set aside to meet the underlying obligation arising from the
credit support instrument. On the other hand, a lower gearing ratio (i.e.,
less debt, more equity) will increase the cost of power, since equity holders
will expect a higher return than debt providers.

Types of Financing

There are various types of financ ing available to a project company. These
relate to the different tiers of funding structured within a project, which
have differing repayment profiles and rates of return. Different lenders also
have different objectives from a project and this governs both the level of
and pricing of their participation in the financing.

The seniority of the debt (i.e. the priority when it gets repaid as against
other sources of funding) is governed by the cash flow payment waterfall
for the project.

Senior Debt and Mezzanine / Subordinated Debt
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Senior Debt and Mezzanine / Subordinated Debt

Senior debt is typ ically pro vided by a range of finan cial in stitutions par tici-
pating in a pro ject. It usually is the most sub stan tial form of fund ing a pro -
ject. For most power pro jects the requirement is for long-term senior debt
with tenors of 10 years and beyond.

Sim ilar to senior debt, sub or dinated debt is pro vided by a va riety of in stitu-
tions. This level of fund ing is typ ically sub or dinated to the senior debt
tranches with respect to cash flow and cer tain con tractual rights. Given its
rank ing, sub or dinated debt is typ ically more ex pen sive.

The typ ical providers of such debt are:

De vel opment Fi nance In sti tutions (DFIs)

DFIs are devel op ment-fo cused and most active in mar kets where there is
lim ited access to al ter na tive forms of private finance. DFIs can lower pric-
ing, lengthen tenor, add transparency and offer cov er age for in vestors in
places of high risk. Their aim is to sup port gov ern ment ob jectives and pro -
vide fund ing to pro jects that fall within their prescribed man dates.
DFIs/mul tilater als usually have com prehen sive criteria around en viron -
men tal and so cial issues that need to be ful filled as a con dition to their par -
ticipa tion in the fund ing.

Prominent among them is the Over seas Private In vestment Cor po ra tion
(OPIC), the U.S. Gov ern ment’s devel op ment finance in stitution. OPIC
achieves its mission by pro vid ing in vestors with financing, po litical risk in -
sur ance, and sup port for private equity in vestment funds, when com mer -
cial fund ing can not be ob tained elsewhere. OPIC’s loans and guar an tees are
a po litical risk deter rent, mo bil ising private cap ital, com mer cial loans, and
spon sor in vestments.

Most Euro pean coun tries have DFIs, in clud ing Proparco of France, FMO
of The Nether lands, DEG of Ger many, CDC of the UK, Cofides S.A. of
Spain and smaller in stitutions like the Scan dina vian Finn Fund, Nor fund,
IFU and Swed fund. Other DFIs in clude the Devel op ment Bank of South-
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ern Africa (DBSA) in Africa, and the China Development Bank, the Devel-
opment Bank of Japan and the Korea Development Bank in Asia.

Multilaterals

Multilaterals are international institutions with governmental membership
such as the World Bank, International Finance Corporation (IFC), Multi-
lateral Investment Guarantee Agency (MIGA), Inter-American Develop-
ment Bank (IDA), European Bank for Reconstruction and Development
(EBRD), Asian Development Bank (ADB), African Development Bank
(AfDB) and Inter-American Development Bank (IaDB), all of which con-
duct a significant part of their activities in favour of development.

Among multilaterals, the World Bank Group, through MIGA, the Interna-
tional Bank for Reconstruction and Development (IBRD) and the Interna-

tional Development Association (IDA), AfDB, IaDB and others provide
guarantee support for projects by covering certain obligations of govern-
ments and/or sub-sovereigns, which may be deployed in various ways to
protect lenders or payees against credit or political risk.

IFC and AfDB, among others, can provide a variety of credit enhancement
products, including partial credit guarantees for private sector projects and
companies to mobilise private sector financing. In addition, under their B-
Loan programmes, other lenders can benefit from their respective pre-
ferred creditor status as loans syndicated by them receive pro rata and pari
passu treatment through cross-default arrangements.

Political Risk Insurance Providers

There are also a number of institutions that provide political risk insurance
(PRI) for project sponsors, commercial debt providers, and hedge
providers. These PRI providers include the Multilateral Investment Guar-
antee Agency (MIGA), which is part of the World Bank Group, the Over-
seas Private Investment Corporatiom (OPIC), the African Trade Insurance
Agency (ATI) and the European Investment Bank (EIB) of the European
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Union. PRI policies may cover inconvertibility, transfer restriction, expro-
priation (including creeping expropriation), war and civil disturbance, and
breach of contract, including arbitral award default and denial of recourse.
PRI policies may cover a number of funding sources in a project. MIGA,
for example, provides PRI covering both debt service and sponsor equity,
and can also provide coverage for hedge breakage costs. PRI can also be
viewed as a means of credit enhancement to the extent the payment obliga-
tions covered are those of government entities.

Commercial banks

Commercial banks are privately owned banks that participate and provide
funding to projects. Typically these institutions are regulated by central
banks and other international banking regulations which impact the level
of liquidity, risk thresholds and pricing.

Export Credit Agencies (ECAs)

ECAs are established by a country's government to promote export of its
goods and services. ECAs provide cover to a transaction by means of insur-
ance or by means of a direct guarantee of payment. Such insurance cover or
guarantees could be a combination of commercial and political risk cover
or only political risk cover.

Where ECAs are involved, exporters are likely to offer more competitive
business terms. ECAs can provide appropriate cover when commercial
lenders are more reluctant to assume political risks.

Syndication

Syndication refers to a situation whereby there is a primary or initial group
of lenders that provides funding for a project and thereafter sells portions
of it to secondary lenders that were not involved in the initial lending
process. Syndications are more prevalent in larger transactions. There
could be various motivations for the sale including increasing headroom
capacity for the initial lender and facilitating investments in the secondary
market.
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Equity (Strategic and Financial)

The debt providers in a pro ject usually require an amount of equity from
the spon sors based on the agreed gear ing level and this will take the form
of their own con tribution. The typ ical providers of equity are:

Spon sor / De vel oper

The spon sor/devel oper typ ically takes a significant stake of equity in the
pro ject and would be required to sub scribe for shares in the pro ject com -
pany and meet any required on go ing equity obliga tions for successful com -
pletion of the pro ject. Spon sors can pro vide en hancements through two
methods: stand-by equity and cor po rate/par ent guar an tees. Stand-by eq-
uity serves as an en hancement to cover cost over runs on a pro ject dur ing
con struction. Cor po rate/par ent guar an tees are en hancements that allow
the spon sor to utilise the bal ance sheet of its cor po rate or par ent com pany
to pro tect against cost over runs dur ing the con struction period. Some-
times, such guar an tees may ex tend beyond the con struction com pletion to
back stop cer tain op er a tional risks until cer tain pre-deter mined finan cial
criteria are achieved. In ad dition, lenders may require claw-backs of div i-
dends distrib uted to spon sors for a cer tain period dur ing op er a tion.

Pri vate Equity Funds

This nor mally takes the form of in vestment funds that are con stituted to
in vest equity in a pro ject. The in vestors in the fund develop the in vestment
pa ra meters in clud ing the in vestment horizon and return pa ra meters.
Funds in vest in specific pro jects based on the criteria spelt out in their in -
vestment char ters/man dates. Usually, funds are run by a fund man ager
who reports to a group of in vestors and rep resents their in ter ests.

Ven ture Capi tal (Com munity Fund ing)

This is an early stage equity in vestor that in ex change for in vesting in high-
risk ven tures will seek returns com men surate with the higher start-up risk
taken. In smaller-sized in vestments, it may also be possible to source devel -
op ment cap ital from com munity or crowd fund ing sources. These forms of
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cap ital are not as com mon for larger in vestments and less rel evant for on-
grid power gen er a tion deals.

Im pact In vestors

These are private in vestors who will accept a lower mar ket return in ex -
change for a so cial return, such as in creased rural electrifica tion rates or
im provements in per for mance of the SME sector. In cer tain emerging
mar kets, im pact in vestors in the power sector may also be referred to as
"angel in vestors". Ex am ples of im pact in vestors in clude fam ily or cor po rate
foun da tions. The ben efit of im pact in vestors is that they in vest in pro jects
where com mer cial lenders are hesitant to in vest and fa cil itate proof of con -
cept in newer untested structures.

Capital Markets

Do mestic and in ter na tional cap ital mar kets are a fourth source of financing
for power pro ject finance transactions. The term "cap ital mar kets" broadly
refers to mar kets in which one can buy and sell securitized debt and equity
in struments. In the con text of power financing in Africa, cap ital mar kets
in clude both in ter na tional and local cap ital mar kets. The depth and in -
vestor in ter est in both mar kets will vary significantly. While the cap ital
mar kets in emerging and fron tier mar kets are still devel op ing, there are
sev eral structured finance and equity prod ucts that have been rel evant in
financing power in other parts of the world. Those may become more
preva lent on the African con tinent in the years to come, in clud ing pro ject
bonds, pub lic offer ings and yield com pa nies. These are discussed fur ther
below.

Project Bonds

A project bond is a debt security that pays in vestors on a fixed sched ule
from the pro ceeds of the pro ject, being the future cash flows of the pro ject
com pany. This financing tool has not been widely used in many emerging
mar kets, but the po ten tial ex ists for it to be a viable means of financing as
en ergy mar kets ma ture and become more attractive to cap ital mar ket in -
vestors. Many of them are often in stitutional in vestors with a lower risk
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ap petite. The rea sons pro ject bonds are not so preva lent in clude the rel a -
tive in flex ibil ity (in terms of repay ment).

Sov er eign and Sub-Sov er eign Bonds

An other way in which fixed in come debt in struments can finance power is
through the issuance of sov er eign bonds or sub-sov er eign bonds. A sov er -
eign bond is a bond issued by the na tional gov ern ment for financing cer -
tain gov ern ment ob jectives or needs. Sov er eign bond issuances are an es-
tab lished way for coun tries, in clud ing coun tries on the African con tinent,
to raise cap ital. To date, no clear trend of al lo cating cap ital raised in a sov -
er eign bond offer ing to finance power has emerged, but sov er eigns have
the op tion of using cap ital raised for power financing.

Sub-sov er eign bonds are bonds issued by any sub-sov er eign en tity, such as
a municipal ity or state-owned util ity. Quasi-sov er eign bonds are bonds is-
sued by a state-owned en tity or parastatal and that may carry an im plicit or
ex plicit sov er eign guar an tee. A state-owned util ity can be con sid ered either
sub-sov er eign or quasi-sov er eign depend ing on its own er ship and op er at-
ing structure. Sub-sov er eign and quasi-sov er eign bonds have been used to
finance power pro jects across the world but are not yet a com mon means
of financing for power pro jects in emerging mar kets.

Re fi nanc ing

As a pro ject ma tures and becomes less risky, a pro ject com pany may refi-
nance its debt. Typ ically, refinancing im plies replacing an ear lier loan with
a new loan that has more favourable terms, in clud ing, for ex am ple, an ex -
ten sion of debt ma turity, or tenor ex ten sion. The more favourable terms
reflect the reduced level of risk.

Yield Com panies (Yield Cos)

An other structure that has emerged for financing, typ ically once a pro ject
or series of pro jects have reached their respective com mer cial op er a tions
date (COD), is a yield co. A yield co is a hold ing com pany that a devel -
oper/spon sor may form com prised of its in ter est in a pro ject com pany or
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com pa nies that have reached COD and are earn ing rev enues. They are not
yet com monly seen in emerging mar kets, but this can change as mar kets
ma ture.

Public Of fer ings

Finally, an initial pub lic offer ing (IPO), is the first sale of equity in ter est, or
stock, by a private com pany to the pub lic. An IPO offers in vestors in a pro -
ject com pany the chance to raise cap ital for the com pany from the pub lic.
Mar ket con ditions and cy cles, as well as a com pany’s par ticular finan cials
and per for mance, play a large role in the per ceived attractiveness and suc-
cess of IPOs.



FINANCING STRUCTURES

45

3.4. Particular Aspects of Project
Finance

Tenor / Length of Loans

Given the large cap ital costs of a power pro ject and the significant sums
bor rowed, it may take time for a pro ject com pany to gen er ate sufficient
rev enue to pay back the loan without com pro mising the op er a tion of the
pro ject. Pro ject finance, as a fund ing structure, lends itself to longer tenor
financing with repay ment periods ranging typ ically between 12 to 18 years
in devel op ing coun tries, which can vary depend ing on the depth of the
cap ital mar ket in the par ticular host coun try (i.e. the avail abil ity of long-
term funds). This lim its the num ber of com mer cial banks able to lend (par -
ticularly if any lend ing is in a local, as op posed to a reserve cur rency).

Refinancing Post-Completion

Financing risks on a pro ject are broadly categorised into pre-com pletion
and post-com pletion risks. The pre-com pletion phase refers to the period
dur ing which the pro ject is being con structed whilst the post-com pletion
period com mences at the point that the plant is fully op er a tional and pro -
ducing cash flow.

A pro por tion ately larger com po nent of pro ject risk is attrib utable to the
pre-com pletion period lead ing up to successful com mission ing and op er a -
tion of the plant. Once a pro ject is built and op er ating successfully, this el e-
ment of risk is effectively removed. Pro ject com pa nies at this stage may
seek to cap italise on this de-risk ing by seek ing a refinancing of the remain -
ing outstand ing debt at po ten tially better rates and/or terms.

Lenders are aware of this and may build in early pre-pay ment penal ties
into their loan agreements to discour age refinancing. On the other hand,
some lenders may be satisfied that they have received ad equately priced re-
turns dur ing the riskiest phase of a pro ject and be pleased that cap ital is
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freed up for in vestment in other pro jects. This is par ticularly true for com -
mer cial banks who have a par ticular focus on re-al lo cating cap ital.

Loan agreements may con tain built-in in cen tives for refinancing where in -
ter est rates ratchet up after the first few years of op er a tions to en tice the
pro ject com pany to refinance the pro ject and pay lenders out. Equally, the
pro ject com pany may nego tiate down ward ratchets of mar gins at a pre-de-
ter mined date cer tain dur ing the op er a tions period, mean ing the in ter est
rates will lower as the pro ject con tin ues to op er ate. Lenders will want to
en sure that, if they agree to this, their total recov ery over the life of the
loan remains at a level com men surate with the risk pro file for the given pe-
riod (which may mean higher pricing dur ing the early years of op er a tion).

Tenor Extensions

Cer tain lenders, par ticularly com mer cial banks, may have lim its on the
length of time for which they are able to lend. Pro jects can be structured so
that other finance par ties (like Mul tilater als or other DFIs) "buy" or guar -
an tee the repay ment of the ex isting debt at a point in time (e.g. after the
second year of op er a tions) at a pre-deter mined price. This effectively
shortens the con tractual lend ing period for the com mer cial bank, whilst re-
tain ing some flex ibil ity on fur ther ex ten sions of tenor at the point of refi-
nancing. This refinancing can often be at the pro ject com pany's request (so
that it can test the mar ket at the time to see if other op tions are avail able).

When rely ing on local banks as lenders, however, the refinancing triggers
often need to be manda tory as part of the financing, such that it im plies a
shorter con tractual lend ing period for pur poses of bal ance sheet con straints
and regula tory restrictions on term bor rowings. This type of structur ing
can be used par ticularly when local cur rency is financing a pro ject but due
to lim ited liquid ity in the local cap ital mar kets, only lim ited tenors are
avail able.

Reserve vs. Local Currency Financing Implications
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Reserve vs. Local Currency Financing Implications

Power pro jects can be financed in either local cur rency or reserve cur rency.
Local cur rency is the cur rency of the jurisdiction in which the pro ject is to
be con structed and op er ate, and reserve cur rency is a cur rency held in sig-
nificant quan tities as part of gov ern ments’ or in stitutions’ for eign ex change
reserves. Reserve cur ren cies, like U.S. Dol lars and Euros, are com monly
used in power and in fra structure transactions. Reserve cur ren cies are often
in ter changeably referred to as hard cur ren cies, that is, cur ren cies that are
widely accepted as a form of pay ment around the world, typ ically originat-
ing from highly in dustrialised coun tries.

Reserve Currency Financing as the Status Quo

In emerging mar kets, in clud ing in sub-Sa ha ran Africa, power pro jects are
typ ically en tirely, or mostly, financed in reserve cur rency. It is often not
possible, due to liquid ity con straints and mar ket avail abil ity, to finance
long-term debt in local cur rency in the magnitude required by many grid-
scale power pro jects.

Specifically, debt providers, such as in ter na tional com mer cial banks, DFIs,
ECAs, and Mul tilateral Devel op ment Banks (MDBs) are often un able to
lend in local cur rency in emerging mar kets. Cer tain DFIs are able to pro -
vide local cur rency financing, but typ ically, local banks are the best source
of local cur rency-denom inated debt. In the power sector, however, local
com mer cial banks may not have the abil ity to finance a loan in local cur -
rency for the amount and tenor required.

To the ex tent local cur rency financing is an op tion, lenders tend to charge
lower rates in reserve cur rency than in local cur rency, as local cur rency is
typ ically more volatile and prone to deprecia tion vis-à-vis reserve cur ren -
cies. Thus, reserve cur rency lend ing rates are lower. It has con ven tion ally
been presented as a “cheaper financing op tion.” In truth, this assessment
does not account for local cur rency deprecia tion or deval ua tion, as is cur -
rently rife in emerging mar kets dur ing periods of global com mod ity and
eco nomic down cy cles. Nonetheless, nom inal rates for reserve cur rency
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loans are al most al ways lower than for local cur rency loans in emerging
and fron tier mar kets.

In an emerging mar ket, the devel oper typ ically in sists on hav ing a reserve
cur rency denom inated PPA (typ ically, U.S. Dol lars) to match its reserved
cur rency bor rowings, due to per ceived cur rency deprecia tion risk asso ci-
ated with the local cur rency.

At the same time, an offtaker, like a util ity, al most al ways charges an elec-
tricity tar iff to local end-users, and thereby earns rev enue in local cur rency.
This results in a cur rency mismatch, whereby power finance and PPAs in
emerging mar kets are denom inated in a differ ent cur rency than the rev -
enue stream of the offtaker. This mismatch is significant and strains the
over all risk pro file of a power in vestment in the fol lowing ways:

First, par ticularly in times of local cur rency deprecia tion and volatil ity,
it reduces an offtaker’s abil ity to meet its pay ment obliga tions to a
power pro ducer (in this in stance, the pro ject com pany) under a reserve
cur rency-denom inated PPA.

Secondly, if a cur rency deprecia tion strains an offtaker’s abil ity to pay
the pro ject com pany, it can result in the pro ject com pany lack ing funds
to repay its reserve cur rency-denom inated debt.

A lender in vesting in a power pro ject in an emerging coun try will con sider
cur rency risk when eval uating the over all attractiveness of a pro ject and
may either be less in clined to lend to a pro ject com pany in an emerging
mar ket without some risk mitigant or may demand a higher in ter est rate.

The dia gram below rep resents the po ten tial cur rency mismatch.
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Potential Currency Mismatch

Project 
L enders

Project Lender 
Funding Sources

Hybrid Reserve/Local Currency Financing

While financing power in vestment ex clusively in local cur rency may not
be possible, it may be possible to develop a hy brid so lution by financing
part of a power pro ject in local cur rency and the remain der in the reserve
cur rency. The primary ad van tage of hav ing a por tion of a power pro ject fi-
nancing denom inated in local cur rency is to avoid cur rency mismatch and
the asso ciated risks, at least for that por tion of the pro ject. An other key
ben efit is that local cur rency financing is more likely to attract local sources
of financing, thereby help ing deepen local mar kets, and help ing develop
local mar ket liquid ity.

Hedging Instruments

Hedging is used by the pro ject com pany to pro tect it against movements in
cur rency ex change rates and in ter est rates and often, com mod ity price fluc-
tua tions. Whilst hedging in struments can be highly com plex, in a pro ject
finance con text they are usually kept rel a tively sim ple in form. Typ ically,
the finan cial in stitutions pro vid ing the hedging in struments are them selves
senior lenders to the pro ject com pany.

Foreign Exchange Hedging
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Foreign Exchange Hedging

A typ ical for eign ex change hedging agreement is where the pro ject com -
pany agrees to pur chase on a future date a fixed amount of one cur rency in
ex change for an other cur rency, at a prior agreed rate of ex change. This
mitigates the risk of cur rency fluctua tions for a period of time (depend ing
on the cur rency) dur ing the term of the pro ject; crucial where for ex am ple,
there are either costs and rev enues in mul tiple cur ren cies.

Commodity Price Hedging

In a power pro ject where the pro ject com pany will be pur chasing a com -
mod ity such as heavy fuel oil, or gas, and where the price is not fixed in ad -
vance under a fuel sup ply agreement, the pro ject com pany may enter into a
for ward sale agreement under which it agrees to buy a fixed quan tity of the
fuel on a fixed future date, at a prior agreed price. This gives both the pro -
ject com pany and the lenders cer tainty as to the pro ject com pany’s ex pen di-
ture on fuel or other such com mod ity.

Interest Rate Hedging

Lenders may offer loans to the pro ject com pany with either fixed in ter est
rates or “floating” in ter est rates. Where rates are “floating”, lenders may
charge a fixed rate over and above a fluctuating or "floating" base rate, such
as the Lon don in ter bank rate (LIBOR) for a par ticular cur rency. This base
rate is essen tially the rate that banks lend to each other. Because an un der -
ly ing rate like LIBOR can change over time, lead ing to po ten tial un cer -
tainty as to the pro ject com pany's financing costs over the life of the loan,
lenders and the pro ject com pany alike may prefer to "fix" these floating
rates by hav ing the pro ject com pany enter into long-term in ter est rate
swaps. If floating rates rise, the pro ject com pany knows that it will al ways
have funds avail able to it to make the floating rate pay ments to lenders (as
it is receiv ing those funds from the hedging banks) whilst knowing that it
never has to pay more than the "fixed" rate to the hedging banks. The pro -
ject com pany, therefore, caps its ex po sure to in ter est rate in creases.
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Interest Rate Swap
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3.5. Stakeholders
A typ ical lim ited recourse pro ject finance structure in an en ergy pro ject in -
cludes the in volvement of sev eral stakehold ers as il lustrated in the table
below:
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3.6. Summary of Key Points

Principal Power Project Financing Models

There are four financing mod els that are primar ily used to finance power
pro jects:

Host gov ern ment fi nanc ing;

De vel oper fi nanc ing;

Re source-based in frastruc ture fi nanc ing; and

Project fi nanc ing.

Each model is distin guished by which party or par ties bear respon sibil ity
for fund ing the up front costs of a pro ject. Each al ter na tive presents its own
ad van tages and disad van tages related to tim ing, cost, and com plex ity of
structur ing and im plemen ta tion.

Project Finance Essentials

The Role of a Project Company

The pro ject com pany is a new, legally distinct, and ring-fenced en tity, es-
tab lished specifically for the pur pose of own ing, con structing, and op er at-
ing a pro ject.

Limited or Non-Recourse Financing

Pro ject finance is a form of lim ited or non-recourse financing. In lim ited
recourse financing, the sharehold ers have, in ad dition to their equity con -
tributions, lim ited lia bil ity for the debts and obliga tions of the pro ject com -
pany, and in non-recourse financing, they have no lia bil ity for the debts
and obliga tions of the pro ject com pany.

Key Debt and Equity Players and Stakeholders
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Key Debt and Equity Players and Stakeholders

The key play ers and stakehold ers in a pro ject finance transaction typ ically
in clude the fol lowing:

Sponsors / Developers Debt and Equity Providers

Transaction Advisor and Arranger Security Agent and Facility Agent

Key Documents and Agreements

Key financing documents in a pro ject finance transaction typ ically in clude:

Common Terms
Agreement

Facility Agreements

Security Documents Accounts Agreement

Intercreditor Agreement Hedging Documents

Direct Agreements Shareholder Agreements and Equity Subscription
Agreements

Sources of Financing

Pro jects are typ ically financed through a com bina tion of debt and equity.
The split between the debt and equity in a pro ject is referred to as the level
of gear ing or lever age. If a sov er eign is pro vid ing a pro ject with credit
sup port, then it needs to un der stand the gear ing ratio to deter mine the re-
sulting lia bil ity im plica tions.

Types of Investment Financing

There are var ious types of in vestment financing avail able to a pro ject com -
pany. These relate to the differ ent tiers of fund ing structured within a pro -
ject, which have differ ing repay ment pro files and rates of return.

The types of in vestment financing in clude:
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Se nior Debt and Mezzanine / Subor di nated Debt

The typ ical providers of such debt are DFIs, Mul tilater als, Com mer cial
banks, ECAs, Syn dica tion Lenders.

Equity (Strate gic and Fi nan cial)

The typ ical providers of equity are the spon sor/devel oper, private equity
funds, ven ture cap ital and im pact in vestors.

Capi tal Mar kets

Cap ital mar kets broadly refers to mar kets in which one can buy and sell
debt and equity in struments. These mar kets in clude both in ter na tional and
local cap ital mar kets. The cap ital mar kets for the pur chase and sale of debt
and equity in ter ests in power pro ject finance transactions in emerging
mar kets are still devel op ing and may become more preva lent in the years to
come.

Some forms of cap ital mar ket tools and prod ucts in clude:

Project bonds;

Sov er eign and sub-sov er eign bonds (in clud ing quasi-sov er eign
bonds);

Yield com panies; and

Public of fer ings.

Particular Aspects of Project Finance

There are cer tain aspects par ticular to pro ject finance deals.

Length of tenor: Pro ject finance deals tend to have long tenors/length
of loans, due to the long period of time required for pro ject com pa nies
to gen er ate enough rev enue to pay back in vestors.

Tenor exten sions: Cer tain lenders may have lim its on the length of
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Tenor exten sions: Cer tain lenders may have lim its on the length of
time for which they can lend, so a pro ject finance deal can in volve tenor
ex ten sions. This is when other par ties buy or guar an tee the repay ment
of ex isting debt at a later point in time at a pre-deter mined price.

Re fi nanc ing: Refinancing a com pany’s outstand ing debt is com mon
practice once power plant con struction has been com pleted and de-
risked and the pro ject is op er a tional.

Local vs. Reserve Currency and Currency Mismatch

Power pro jects can be financed in either local cur rency or reserve cur rency.
In practice, it is often chal lenging to finance pro jects en tirely in local cur -
rency in devel op ing and emerging mar kets. As a result, there is often a cur -
rency mismatch: for ex am ple, a PPA may be denom inated in a differ ent
cur rency than the rev enue stream of an offtaker. Cur rency mismatch is rel -
evant because it strains the over all risk pro file of a power in vestment.

Hedging Instruments

To avoid or mitigate some of the payment risks associated with currency
mismatch, some projects are financed in part in local currency and in part in
reserve currency. In addition, a project company can employ certain hedg-
ing instruments to hedge – or protect – against commodity price, and inter-
est rate fluctuation. Hedging may involve complex financial instruments,
but at its core, provides a way of insuring against certain price movements
that can affect the payment (and re-payment) structure of a deal.
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4. Risk Assessment,
Pricing and
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4.1. Introduction

4.2. Risk Assessment and Tools

4.3. Risk Pricing and Allocation

4.4. Managing Political and Payment Risks

4.5. Summary of Key Points
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4.1. Introduction
To evaluate the economics of a power project and in turn, secure financing
for a project, all stakeholders must conduct a detailed upfront assessment of
the project risks. This includes identifying all possible risks, understanding
how those risks are allocated amongst stakeholders, and pricing those risks.

Each stakeholder group will conduct its own assessment of risk, based on
their respective assumptions, objectives and tolerance for risk and reach its
own conclusions relating to the allocation and pricing of that risk.

The decision on whether or not to assume a particular risk may depend on:

how a party perceives that risk;

the likelihood of its occurrence;

the severity of its impact;

the level of control they have over that particular risk;

the availability of mitigating instruments for the risk;

the risk tolerance of each party for a particular risk; and

the cost of those instruments.

In the case of most IPP power projects, there are two principal risk takers
who must agree on the allocation and pricing of risk: (i) the offtaker, typi-
cally a government owned power utility, and (ii) the sponsors, representing
the project investors. Lenders and other financing providers (such as letter-
of-credit issuing banks and hedge providers) also actively participate in the
risk allocation process, as they effectively become exposed to all of the allo-
cated risks through their financ ing. Other risks may also be shifted, to
some extent, to insurers and other project participants, though at a cost to
the project.
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4.2. Risk Assessment

Understanding the Project Value Chain

Fully iden tify ing pro ject risks requires an un der stand ing of the value chain
for electricity, since risks can arise at differ ent points of the value chain. As
sum marised in the graphic below, the power pro ject value chain starts with
fuel sup ply to the plant, then power gen er a tion from the plant, pur chase of
the power from the gen er a tion plant, transmission of the power to the dis-
trib ution com pa nies, and distrib ution of the power to the end-users of the
electricity.

Project Value Chain

These differ ent links in the value chain exist regard less of whether a util ity
is bun dled or un bun dled, the only differ ence being whether all the func-
tional areas are housed within the same en tity or have been split off into
in depen dently-man aged cor po rate en tities.

Risk Assessment by Offtaker / Government

The starting point for a gov ern ment's risk assessment of a power pro ject is
based on its per spective of the sector's needs and its own in ter nal costing of
pro vid ing power. This in cludes assessments of sup ply and demand and the
ap pro priate mix of fuel sources as directed by gov ern ment pol icy.

This is likely to in clude some form of tar iff benchmark ing for differ ent
power technolo gies and by fuel resource. Many gov ern ments pub lish a



RISK ASSESSMENT

61

•

•

•

•

•

•

multi-year tariff schedule reflecting their estimation of what a sustainable
tariff path is, in light of their view of the prevailing market conditions.

When evaluating a specific power project, the government may focus on
the tariff or may look into wider macroeconomic and sectoral factors (such
as the broader energy mix) in assessing the attractiveness of that particular
project. Where the consumer tariff the offtaker charges is not cost-reflec-
tive (and unable to fully cover the cost of the power purchased from the
IPP), the government must determine how best to deal with the exposure.
This can be done in a number of ways, including (i) providing some form
of subsidy, (ii) providing more capitalisation to the offtaker to be able to
cushion the difference or (iii) increasing the consumer tariff to a cost-re-
flective level.

There are, however, a myriad of other risks that the offtaker/government
must take into account, all of which impact on its ability to meet its obliga-
tions. The offtaker's risks include:

demand risk of purchasing the generated power and reselling it to dis-
tribution companies;

making monthly capac ity and dispatched energy payments to the IPP
(including for periods when the power cannot be evacuated from the
plant due to no fault of the IPP);

transmission risk;

distribution risk;

billing and collection risk; and

interconnection risks, such as fuel transportation and power transmis-
sion risk (that could imperil a power project by interrupting fuel supply
or prevent power from being evacuated).

Risk Assessment by Developer
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Risk Assessment by Developer

Developers undertake a detailed assessment and pricing of risk by detailing
a business plan and financial model which captures all expected costs, in-
cluding upfront capital expenditure, financ ing charges and operational
costs. The developers' risks include the risk of developing the power pro-
ject, raising finance to build the plant, securing fuel supply for the plant,
constructing the plant, and operating and maintaining it for the full term of
the PPA. Developers often draw on the expertise of specialist consultants
in the fields of technical, legal, market, financial, socio-environmental, and
insurance matters to ensure the accuracy of inputs.

Whilst developers may be primarily concerned with the overall economics
captured within its project as reflected through the shareholder internal
rate of return (IRR), the developer should also be cognisant of the tariff to
ensure it is economically sustainable for the country in the long term. A
long-term view on tariffs is particularly important as there is a reasonable
expectation that the cost of delivered power to the grid will reduce over
time as more supply comes online and technological advances are made.

Risk Assessment by Lender

Similar to the developers, lenders also require detailed due diligence, often
supported by independent third-party consultants to assist in evaluating
and assessing the validity and accuracy of technical and economic assump-
tions in the project's business plan and base financial model. Lenders and
developers have different risk tolerance thresholds and whilst the risk as-
sessment of lenders may be similar to that of the developer, the conclusions
and outcome of the assessment will diverge. In addition, different types of
lenders may have differing views and capac ities for participating in risk.

Within the lender group, there could also be differing perspectives on
some of the allocated risks, particularly when there are both commercial
lenders and development financial institutions (DFIs) involved. Due to
their development mandate, DFI lenders tend not to be able to share addi-
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tional po litical risk mitiga tion in struments such as po litical risk in sur ance
policies.

Lenders, in par ticular, focus on the "bank a bil ity" of a deal. What this
means for a lender is two things: first, that their returns, which are typ i-
cally capped in na ture, should be sufficient to offset the long-term risks of
the pro ject in light of the rev enue stream; and secondly that the over all el e-
ments of the deal add up to one that is sustain able with a min imal likeli-
hood of default.

Risk Assessment Tools

Hav ing iden tified the im por tance of eval uating risk, the table below pro -
vides the list of ad visors and con sul tants avail able to stakehold ers to en sure
that risks have been prop erly eval uated, quan tified, and al lo cated to the
party best suited to man age the risk. It is im por tant to note that while some
stakehold ers may have in-house ca pa bil ities to eval uate and assess risk, ex -
ter nal con sul tants can pro vide ad ditional ex per tise and val ida tion dur ing
the risk iden tifica tion and assessment process. We have suggested below
where stakehold ers should or may choose to hire ex ter nal ad visors. "Gov -
ern ment" in cludes the offtaker in this con text. Where in square brack ets,
this is less com mon.
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Third party
consultant

Role User

Legal advisor Advises on all contractual matters to
ensure legal, valid and enforceable
documentation

Government
Developer
Lender

Technical
consultant

Comments on development cost,
appropriate technology, operating
parameters and overall view on
completeness and accuracy of key cost
drivers

[Government]
Developer
Lender

Market consultant Provides a detailed assessment of the
underlying market, including supply-
demand and cost of delivered power
analyses

Government
Developer

Insurance
consultant

Advises on the adequacy of commercial
insurances during the construction and
operational phases

Developer
Lender

Social and
environmental
consultant

Ensures best practices are applied
towards minimising the impact of the
project on the environment and society
in line with local and international
standards

[Government]
Developer
Lender

Model auditor Ensures overall accuracy and
operational functionality of the financial
model, which ultimately reflects the
agreed tariff and shareholder IRR and
includes a review of tax assumptions.

Developer
Lender

It is im por tant to note that each stakeholder rely ing on third-party con sul -
tants to eval uate and ad vise on the va lid ity and accuracy of technical, eco -
nomic, com mer cial, and legal assump tions, will ex pect their ad visor to act
under a specific duty of care rep resenting their per spective and in ter ests.
This en ables all stakehold ers to be in a po sition to effectively nego tiate
con tractual agreements which are aligned and thus will result in pro ject
im plemen ta tion. Gov ern ments can take ad van tage of these pro fessional
ser vices before launching com petitive ten ders or estab lishing a pro cure-
ment process, al lowing them to attract serious atten tion from private sec-
tor devel op ers.
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The end result of risk assessment and pricing is translated into a cost of de-
liv ered power to the offtaker, referred to as the tar iff on the one hand, and
the ul timate return to the sharehold ers of the IPP on the other hand, re-
ferred to as the shareholder return or shareholder IRR.
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4.3. Risk Pricing and Allocation

Allocating Project Risk

The gen eral prin ciple of risk al lo ca tion is that risk is al lo cated to the party
best placed to man age or mitigate that risk. However, in practice, par ties
may deviate from this gen eral prin ciple, resulting in significant im pact on
pro ject eco nom ics.

Even when strictly fol lowing this prin ciple, risk al lo ca tion must still be
done in an equitable man ner. To ar rive at an equitable al lo ca tion, three el e-
ments must be ful filled: (i) each party fully un der stands the risks un der -
taken; (ii) the even tual taker of risk is best po sitioned, will ing and/or able
to take on that specific risk; and (iii) each party is con fident that it is receiv -
ing eco nomic value pro por tion ate to the risk al lo cated to it.

Compromising on Risk

There are scenar ios where a party that may not necessar ily con trol a risk, is
nonetheless will ing to take it for the right eco nomic ben efit or sim ply to
get the deal financed. For ex am ple, a gov ern ment seek ing to attract greater
private sector in vestment may agree to a lower tar iff in ex change for as-
sum ing cer tain risks outside of its con trol. For in stance, even if the offtaker
has no direct con trol over the gov ern ment fuel sup ply en tity, it may agree
to take the risk of fuel sup ply with a view to attracting in vestment.

If a spon sor agrees to take such a risk outside of its con trol, it may seek a
tar iff which in turn results into a higher IRR in return. There is, however,
a limit to the ex tent to which par ties can shift risk. Ul timately, the al lo ca -
tion of risk must still result in a bank able and viable pro ject. The dia gram
below highlights some of the more per tinent risks and il lustrates the sphere
of risk tol er ance for a gov ern ment on the one hand and a devel oper on the
other hand. It also il lustrates the por tion of risk which falls outside of ei-
ther gov ern ment or devel op ers.
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Uncontrollable / Unassessable Risks

In the risk assessment and pricing process, there may be certain risks that
no party feels it is in a position to assume. These risks may be largely un-
controllable, such as force majeure risks and macro-level market risk, but
they must, in practice, still be allocated across parties.

Force majeure, for example, can be political or natural. Political force ma-
jeure can occur within a country (local political risk events) or emanate
from outside. Political force majeure includes events such as expropriation,
war, widespread riots, terrorist attacks, change in law or the regulatory or
tax regime in a country, foreign exchange restrictions, and arbitrary revo-
cation of permits and approvals. Certain political force majeure events are
largely unforeseeable, such as riots and terrorist attacks, while local politi-
cal risk events may include events within the government's control, such as
expropriation and changes in law/tax. Natural force majeure covers a broad
range of natural events, including weather conditions that could imperil a
project, such as hurricanes, earthquakes, and flooding.

As noted above, the government may be better positioned to influence (but
not control) certain of these uncontrollable risks, for example, an emer-
gency response to a natural force majeure or fiscal management of a major
market event. As a result, some uncontrollable risks are often borne by the
government. Alternatively, the government may seek to shift the risk to
the developer with a cost pass-through to the government, such as when a
developer secures insurance against force majeure events and prices the
cost of obtaining and maintaining such insurance into the tariff. In other
cases, parties may allocate such risks based on who is adversely impacted by
the risk event. For example, a natural force majeure that damages the
transmission grid may affect the offtaker's ability to evacuate power; alter-
natively, an event that impacts the power plant itself may affect the devel-
oper's ability to generate power. Lastly, the government and the developer
may opt to share the risks by agreeing to a cost-sharing mechanism or
agreeing on a relief alternative to compensation, for example, an extension
of time.
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The Danger of Misallocated Risk

Effective risk allocation and distribution of economic benefit and reward
must result in a long-term, sustainable and viable power project. The allo-
cation of risk has a direct impact on the tariff. Misallocated risk can render
an otherwise viable project impracticable or economically unviable. For ex-
ample, if the risk allocation results in a high tariff or excessively high pro-
ject returns relative to the risk assumed, this could result in offtaker default
or cancellation of the PPA. On the other hand, if tariffs are too low and/or
there are insufficient project returns, this could result in the IPP's bank-
ruptcy and/or abandonment of projects by shareholders. In each instance,
in this example the parties would not have adequately assessed, allocated
appropriately, or priced risk at the onset, eventually leading to the failure
of the project.

Understanding risks and categories of risk when banking a power transac-
tion matters because the ability to mitigate risk is key to attracting funding.
Credit enhancement is a means of reducing the price of cer tain risks, facili-
tating the financing of transactions that otherwise could not be financed,
or could only be financed at prohibitively high interest rates.

Pricing Project Risk

Having completed its assessment of risk, and the allocation thereof, each of
the key stakeholders in a power project will assign a cost to those risks,
based on the allocation and available mitigation.

The developer and equity investors will reflect their evaluation of the cost
of the risk in their projected target profit or internal rate of return (IRR).
The government will form its view of what constitutes an affordable and
acceptable tariff based on its assessment of underlying socio-economic con-
ditions and all other risk factors. Similarly, lenders will calculate the rate at
which they are willing to participate in the lending to take into account
their overall risk assessment, including any risk mitigants that may be im-
plemented, and ensure that they meet their investment return require-
ments. This adjustment of negotiated economic returns by the parties to
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account for the per ceived risk of a pro ject is com monly known as the “pric-
ing” of risk. The pricing of risks by stakehold ers and lenders is not an in de-
pen dent ex er cise, and par ties can often in fluence each other. For ex am ple, a
devel oper/equity in vestor may seek a higher tar iff to account for the risk-
ad justed in ter est rate set by the lender.

Both the devel oper/equity in vestors and lenders will typ ically pro duce
their own finan cial model reflecting their pricing of risk and how it im -
pacts the returns they are will ing to accept or the price they are will ing to
pay. The finan cial model assigns risk in a quan tita tive man ner, with a par -
ticular focus on data-driven factors such as initial cap ital ex pen diture, fuel
costs (for ther mal pro jects), resource avail abil ity (for renewable pro jects),
labour costs and financing costs. There are also a num ber of qual ita tive fac-
tors that par ties may quan tify and in cor po rate into their risk pricing, such
as per cep tion of po litical sta bil ity or growth po ten tial in a mar ket.

Lenders may adopt more con ser v a tive assump tions in their risk pricing
(such as the assumed rate of op er ating efficiency of a plant). Sim ilarly, the
gov ern ment may adopt more op timistic assump tions (higher regulated
end-user tar iffs).
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4.5. Managing Political and
Payment Risks

Political Risk

In assessing the via bil ity of a power pro ject, spon sors and lenders will need
to deter mine the level of a wide spectrum of risks, in clud ing con struction
risk, op er ating risk, cur rency risk and po litical risk, among others.

Po litical risk rep resents the prob a bil ity of disrup tion of the op er a tions of
private sector businesses by po litical forces, actions, or events, whether
they occur in the host coun try or result from changes in the in ter na tional
en viron ment.

Po litical risks are typ ically those which the host gov ern ment is con sid ered
better placed to man age. This man agement will often em body a wide range
of risks, in clud ing:

Restrictions on the con vertibil ity of local cur rency into for eign ex -
change and its transfer outside of the host gov ern ment;

Ex pro pria tion of own er ship, con trol, or rights to an in vestment;

Breach of con tract by the host gov ern ment of a con tractual obliga tion
(such as con struction of a transmission line);

Ter ror ism and acts of vio lence;

War, civil distur bances and in sur rection;

Changes in law, in clud ing tax a tion and other ad verse legal or regula tory
changes;

Refusal of gov ern ment agen cies to grant per mits and ap provals after the
devel oper has ful filled all necessary requirements; and

Action or in action by the host gov ern ment or gov ern ment author ities.

Such risks will often be cap tured in a PPA through the con cept of Po litical
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Such risks will often be cap tured in a PPA through the con cept of Po litical
Force Ma jeure or Po litical Risk Events. For ad ditional detail on po litical
force ma jeure, please see Section 5.3 (Other Ex tra or dinary Pay ments
Obliga tions).

Payment Risk

Al though the com po nents of the rev enue stream (ca pacity and en ergy) are
con tractually agreed under the PPA, there still ex ists the risk that the off-
taker does not meet its on go ing pay ments to the pro ject com pany when re-
quired. This is known as pay ment risk. Non-pay ment by the offtaker will
im pact the abil ity of the pro ject com pany to meet its sched uled pay ment
obliga tions which in clude cap ital costs, fixed op er ating costs and debt ser -
vice. This risk is magnified when the offtaker is seen as un cred itwor thy
and/or finan cially in sol vent.

Fur ther more, the ter mina tion pro visions in the PPA, which are fur ther
discussed in Section 5.4 (Ter mina tion and Transfer), will typ ically stip ulate
a ter mina tion amount to be paid by the offtaker to the pro ject com pany, in
ex change for transfer of the power plant own er ship to the offtaker. The
ter mina tion amount payable is usually large and, as with pay ment risk, fun -
ders are con cerned as to whether the offtaker will be able to fund the ter -
mina tion obliga tion in the event of a ter mina tion of the PPA.
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4.6. Summary of Key Points

Risk Assessment, Pricing and Allocation

All stakehold ers must con duct a detailed up front assessment of the pro ject
risks. This in cludes iden tify ing all possible risks, un der stand ing how those
risks are al lo cated amongst stakehold ers, and pricing those risks.

Risk Assessment by Project Parties

Risk Assessment by Off taker/Gov ern ment: Gov ern ment's risk as-
sessment of a power pro ject in cludes its per spective of the sector's
needs, its own in ter nal costing of pro vid ing power, in clud ing an assess-
ment of sup ply and demand.

Risk Assessment by De vel oper: Devel op ers un der take a detailed as-
sessment and pricing of risk that takes into account devel op ing the
power pro ject, raising finance to build, secur ing fuel sup ply for, if ap -
plica ble, con structing, and op er ating and main tain ing the plant for the
full term of the PPA.

Risk Assessment by Lender: Lenders typ ically focus on the "bank a bil -
ity" of a deal. Differ ent types of lenders may have differ ing views and
ob jectives.

Risk Assessment Tools

Each stakeholder should seek ap pro priate ad vice to eval uate the technical,
eco nomic, com mer cial, and legal issues in the transaction.

Risk Pricing and Allocation

Risks should be al lo cated to the party best placed to man age or mitigate
that risk.

Com promising on Risk: There are scenar ios where a party that may
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Com promising on Risk: There are scenar ios where a party that may
not necessar ily con trol a risk, but is nonetheless will ing to take that risk
for the right eco nomic ben efit or sim ply to get the deal financed.

Un con trol lable/Unassessable Risk: Par ties need to assess and nego -
tiate who should assume the risk for un con trol lable-unassessable risk.

The Dan ger of Misal located Risk: Effective risk al lo ca tion and distri-
b ution of eco nomic ben efit and reward must result in a long-term, sus-
tain able and viable power pro ject. Misal lo cated risk can ren der an oth-
er wise viable pro ject im practica ble.

Polit i cal Risk: This risk is typ ically that which the host gov ern ment is
con sid ered better placed to man age.

Pay ment Risk: Al though the com po nents of the rev enue stream (ca -
pacity and/or en ergy) are con tractually agreed under the PPA, there still
ex ists the risk that the offtaker does not meet its on go ing pay ments to
the pro ject com pany when required. This is known as pay ment risk.
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a.

b.

c.

d.

5.1. Introduction
This section examines the principal financial obligations of an offtaker in a
power purchase transaction and the role of credit enhancement in reducing
the risk of non-fulfilment of these obligations. The obligations of an off-
taker in a power purchase agreement with an IPP are, broadly speaking, as
follows:

recurring payment obligations payable in the ordinary course of busi-
ness;

extraordinary payment obligations that may arise over the lifecycle of a
project, but which do not arise in the ordinary course of business; and

payment obligations that may arise upon the termination of a PPA,
prior to the expiration of its term or upon the expropriation of either
the shares in a project company or the plant itself.

While these obligations originally reside with the offtaker, investors in an
IPP may require some form of guarantee or credit support to reduce or
mitigate the risk of non-fulfilment of these obligations by the offtaker in
order to finance a deal. The requirement for a guarantee or credit support,
and the scope of such guarantee or support, is usually dependent on:

the investor's assessment of the offtaker's creditworthiness;

the offtaker's ability to meet its current and future obligations;

views of the ratings agencies; and

among other considerations, the investor's ability to price a bankable
deal in light of this assessment.

In some cases, and as discussed in more detail in this section and in Chapter
6 on Sovereign Support, the host government may become directly respon-
sible for certain of these financial obligations. This may occur through the
execution of an Implementation Agreement, which is a contract between
an IPP and the host government. In contrast, a PPA is an agreement be-
tween the IPP and the offtaker, which may be a government-owned or
controlled entity, but is generally not the host government itself.
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Al ter na tively, the host gov ern ment may un der take direct respon sibil ity for
cer tain of the offtaker's finan cial obliga tions by offer ing credit en hance-
ments, such as a sov er eign guar an tee.

Where the transaction risks, in clud ing the offtaker's pay ment risk, are as-
sessed at a level where an in vestor or lender can price a bank able deal with-
out sup plemen tal credit sup port, then such credit sup port or guar an tee
may not be required.
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5.2. Recurring Payment
Obligations under the PPA
The first category of offtaker obliga tions is recur ring pay ments that the
offtaker is required to make to the power pro ducer, in this case, the pro ject
com pany, in the or dinary course. These obliga tions are typ ically set forth
in a PPA and may be broadly referred to as tar iff pay ments. Tar iff pay -
ments are the actual price the offtaker pays to the pro ject com pany for ca -
pacity made avail able and/or en ergy gen er ated.

Tar iff pay ments are im por tant in un der stand ing how to finance a power
pro ject because the pay ment structure and com po nents reflect a pricing of
cer tain risks and an al lo ca tion of cer tain risks between the pro ject com pany
and offtaker. In vestors will assess a tar iff when eval uating the over all bank -
a bil ity of a deal and their con sequent decision to in vest in it or not, and at
what price or ex pected rate of return. Un der stand ing a tar iff is key to un -
der stand ing a con dition or el ement of a deal that may or may not drive the
need for credit sup port.

Components of a Tariff

The com po nents of tar iffs payable for a power gen er a tion fa cil ity will vary
depend ing on a num ber of factors.

Typ ical com po nents of tar iffs in clude ca pacity pay ments and en ergy pay -
ments.

The sections below sum marise each of these com po nents. Prior to such
con sid er a tion, it is useful to note that tar iff com po nents are often affected
by whether the power plant in question is dispatchable, mean ing whether
the plant can respond to the in struction, or dispatch, of a system op er a tor
to pro vide or vary its power. Dispatcha bil ity can depend on the technol ogy
used to gen er ate power. Dispatchable technolo gies in clude gas-fired power
plants, coal-fired power plants, and hy dro electric pro jects with sizeable
reser voirs, and non-dispatchable technolo gies typ ically in clude solar PV,
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run-of-river hydro, and wind, because they are reliant on natural condi-
tions and accordingly, may be intermittent. Tariffs for projects using dis-
patchable technologies usually have capacity payments and energy charges;
projects with non-dispatchable technologies usually only provide for the
payment of energy charges.

Second, tariffs may vary depending on the time of use or provision of
power, and there may be different calculations applicable to baseload, mid-
merit, peaking, and/or self-dispatched power.

Capacity Payments

A capacity payment is a monthly charge for capacity made available to the
offtaker (or deemed to have been made available), regardless of whether
the offtaker actually dispatches the plant.

The capacity payment is structured and calculated to enable the project
company to earn consistent and sufficient revenues under the PPA to en-
able the project company to:

pay all the fixed operations and maintenance costs and any other agreed 
project costs,

pay all corporate and other taxes that are assessed on the project com-
pany and its properties,

repay the project loans (and in some cases the costs of the associated in-
frastructure such as transmission lines), and

pay the sponsors/equity investors a return on equity,

in all cases regardless of whether and to what extent the offtaker actually
dispatches the plant.

In cases where the power plant is unavailable or incapable of generating
electricity as a result of risks the offtaker has agreed to assume (such as po-
litical force majeure events, transmission constraints, changes in law, and
offtaker defaults), the plant may be considered to have deemed capacity.
Deemed capacity is plant capacity deemed to be available regardless of
whether it is actually capable of delivering electricity (net electrical output).
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Energy Payments

En ergy pay ments are monthly charges for the en ergy dispatched by and ac-
tually deliv ered to the offtaker. It is cal culated with refer ence to the net
electrical output of the plant that is deliv ered to an agreed deliv ery point. It
is usually mea sured in units of MWh or kWh.

For dispatchable plants, en ergy pay ments are structured to allow the pro -
ject com pany to recover the cost of in puts (such as fuel) used to gen er ate
the net output deliv ered and to recover op er a tions and main tenance costs
that vary depend ing on the quan tity of net output gen er ated.

For non-dispatchable plants, the en ergy pay ment is structured to allow the
pro ject com pany to recover the costs a ca pacity pay ment would cover in
the case of a dispatchable plant. The en ergy charge rate, which is the price
per MWh or kWh of net electrical output, is priced to en able the pro ject
com pany to recover those costs over time. Typ ically, the pro ject com pany
is required to gen er ate a specified quan tity of net electrical output over a
period of time (e.g. a year) in order to receive the en ergy charge rate. The
quan tity specified is typ ically based on sta tistical prob a bil ity of how much
the plant should be able to pro duce in that period of time. For ex am ple, it
may be based upon how much net output a solar PV plant is ex pected to
gen er ate over a year with a 90% degree of prob a bil ity.

Deemed Energy Payments

Non-dispatchable plants can rely on en ergy pay ments as their sole source
of rev enues because offtak ers are gen er ally ob ligated to pur chase all of the
en ergy the plants gen er ate. In the event that (i) the pro ject com pany is
asked to cur tail the gen er a tion of net electrical output, or (ii) the plant is
not ca pa ble of gen er ating and deliv er ing net electrical output to the deliv -
ery point as a result of risks the offtaker has agreed to assume, then the off-
taker remains obliged to pay deemed en ergy pay ments. The amount of this
pay ment is equal to the en ergy pay ments the pro ject com pany could have
earned by gen er ating net electrical output if the pro ject com pany had not
been asked to cur tail the gen er a tion.

Deemed en ergy pay ments are usually deter mined by cal culating the quan -
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Deemed en ergy pay ments are usually deter mined by cal culating the quan -
tity of net electrical output the plant could have gen er ated dur ing a cur tail -
ment using real-time data for the site con ditions (wind speed and direction
in the case of wind plants, solar ir ra dia tion in the case of solar plants, and
quan tities of water spilled in the case of run-of-river hy dro electric plants).

Pass-through Payments

IPPs which have a sep a rate fuel sup ply con tract will them selves often have
a take-or-pay obliga tion to the fuel sup plier. Under a take-or-pay pro vi-
sion, the pur chaser com mits to pur chase an agreed quan tity of fuel over a
given period of time and will be liable to pay for this quan tity regard less of
whether or not it actually accepts deliv ery of the fuel. By the same token,
the sup plier may have a put-or-pay obliga tion to com pen sate the IPP for
non-deliv ery of fuel. Sim ilar pro visions apply to other feed stock sup ply
con tracts, such as geother mal.

The PPAs for such IPPs will typ ically in clude a pro vision whereby this lia -
bil ity is passed through to the offtaker/host gov ern ment where non-deliv ery
is caused by a risk which is assumed by the offtaker/host gov ern ment. In
other words, if an offtaker fails to dispatch a plant at a level that will en able
the pro ject com pany to con sume the specified take-or-pay quan tity of fuel,
the offtaker (or host gov ern ment, depend ing on the risk) will be required
to make a pay ment to allow the pro ject com pany to cover the take-or-pay
pay ment (in part or whole, depend ing on the PPA pro visions) to the fuel
sup plier.
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5.3. Other Extraordinary Payment
Obligations
In ad dition to con sid er ing the tar iff, in vestors in a power pro ject will also
assess and price the risk of cer tain ex tra or dinary pay ment obliga tions that
may arise over the life of a power plant, as a result of an ex tra or dinary
event (please see below).

In vestors may require credit en hancement from the host gov ern ment or a
third-party provider to mitigate these risks.

Un like businesses in other sectors that have flex ibil ity to recover un ex -
pected costs by ad justing the price of goods sold to their con sumers, an IPP
will not be able to recoup in creased costs from its sin gle customer (the off-
taker) un less a recov ery of these costs is per mitted under the PPA. Even if
the offtaker assumes lia bil ity for such in creased costs under the PPA,
lenders and in vestors may not be com fortable with the pro ject com pany's
abil ity to recover such costs un less they are either:

reflected in the tar iff charged by the offtaker to the end-user; or

al lo cated to the host coun try, in a credit sup port agreement between the
host coun try and the pro ject com pany (often referred to as an im ple-
men ta tion agreement).
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Allocation of Extraordinary Payments

The host coun try is therefore in the best po sition to mitigate these risks, ei-
ther directly by en ter ing into an agreement with the pro ject com pany, or
in directly by al lo cating them to the offtaker and per mitting the offtaker to
pass such risks onto con sumers by in creasing its rates or in clud ing a sur -
charge on electricity builds.

Extraordinary Events that May Require Credit Support

The fol lowing are categories of ex tra or dinary events. Lenders and in -
vestors often seek to have the asso ciated risks mitigated by host coun try
credit en hancement.
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Extraordinary Events of Risk

Changes in Law

Changes in law in clude the repeal, mod ifica tion, or rein ter preta tion of any
law, regula tion, decision, code, or con sent that is in effect when the PPA is
ex ecuted, or the adop tion of a new law, regula tion, decision, code or con -
sent thereafter, that:

estab lishes any requirement for the devel op ment, design, con struction,
financing, own er ship, op er a tion, or main tenance of a plant;

in creases the costs in curred by the pro ject com pany or its con tractors in
con nection with the pro ject, or decreases the rev enues they may earn in
con nection with the pro ject (par ticularly if the change in law is discrim -
ina tory);

other wise has a ma terially ad verse effect on the pro ject com pany or its
con tractors or its/their abil ity to per form their obliga tions or ex er cise
its/their rights under the PPA; or

other wise affects the in ter ests of the in vestors, in clud ing the returns
they may ex pect to earn on their in vestment in the pro ject, in a signifi-
cant or ma ter ial man ner.

Changes in law can in fluence the eco nom ics of a pro ject by, among other
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Changes in law can in fluence the eco nom ics of a pro ject by, among other
things:

requir ing that the pro ject com pany in curs a cap ital ex pense to mod ify a
power plant;

requir ing that the pro ject com pany in curs in creased op er ating ex penses;
or

reducing the rev enues the pro ject com pany may earn.

An ex am ple of the man ner in which a change in law may result in an in -
crease in costs is as fol lows:

Grid Regulations Example

Changes in Tax

A change in tax is the adop tion, repeal, amend ment, rein ter preta tion, or
other change in the laws of the host coun try that in creases the taxes
payable by the pro ject com pany or by the in vestors in respect of their in -
vestment in the pro ject.

Political Force Majeure Events



FINANCIAL OBLIGATIONS SUPPORTED BY CREDIT SUPPORT

86

•

•

Political Force Majeure Events

Force ma jeure events are events or cir cum stances that are beyond the rea -
son able con trol of a party, that ma terially and ad versely affect the per for -
mance by that party of its obliga tions under the PPA, that can not be rea -
son ably over come by that party through the ex er cise of diligence and rea -
son able care. Po litical force ma jeure events are force ma jeure events caused
by events such as war, em bar goes, riots, in sur rections, block ades, ter ror ist
actions, and po litically mo tivated and na tion-wide strikes, in each case in,
or affecting, the host coun try.

Costs asso ciated with po litical force ma jeure events are usually al lo cated to
the offtaker or host gov ern ment. These risks are al lo cated to the offtaker
through pro visions that:

pro vide for the con tin ued pay ment of ca pacity or deemed en ergy pay -
ments dur ing the con tin ua tion of a po litical force ma jeure event or their
effects; and

pro vide for ad justments to the tar iff in the event that a po litical force
ma jeure event requires the com pany to incur cap ital ex penses to restore
a plant that has been dam aged by a po litical force ma jeure event.

In scenar ios where the lenders and in vestors are not com fortable with the
abil ity of the offtaker to make these pay ments, they may seek to have the
costs cov ered by host coun try credit en hancement.

Discovery of Pre-Existing Environmental Conditions
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Discovery of Pre-Existing Environmental Conditions

In the event that a pro ject com pany discov ers an en viron men tal con dition
that ex isted at the pro ject site prior to the devel op ment of the pro ject, ap -
plica ble law will usually require the pro ject com pany to rem edy the en vi-
ron men tal con dition. If the ex istence of the en viron men tal con dition was
not disclosed to the pro ject com pany and its in vestors and could not rea -
son ably have been known by them, then the costs the pro ject com pany may
incur to rem edy the en viron men tal con dition will usually be borne by the
offtaker either through a lump sum pay ment or an ad justment to the tar iff.
This is par ticularly true if the offtaker or the host coun try was respon sible
for selecting the pro ject site. Due to the haz ardous and ma ter ial im pact that
such remedia tion costs can have on in vestors' returns, in scenar ios where
lenders and in vestors are not com fortable with the abil ity of the offtaker to
cover these costs, they may seek to have the costs cov ered by host coun try
credit en hancement.

Unexpected Remediation Costs
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5.4. Termination and Transfer
A unique fea ture of a regulated power sector is that often there is only one
sin gle buyer in the mar ket who is legislated to pay for the en ergy/ca pacity
pro duced and/or pro vided by a util ity-scale power plant. Usually, this sin -
gle buyer is the util ity, often com pletely or partly owned by the gov ern -
ment. This means the PPA is effectively the only source of rev enues for a
pro ject com pany.

If a PPA is ter minated before its ex pira tion (early ter mina tion), the pro ject
com pany (and the in vestors who financed the com pany, in clud ing con -
struction of the power plant) may end up with a stranded asset that has no
other means to mon etise the power it pro duces to recover the in vestment
made in the pro ject. In order to ad dress this risk of non-recov ery of in vest-
ment/in vestment returns, in vestors and lenders will often require the host
coun try or offtaker to agree to pur chase the plant from the pro ject com -
pany at a pre-agreed price in the event that the PPA is ter minated for rea -
sons that are beyond the rea son able con trol of the pro ject com pany.

In the event a pro ject com pany fails to per form its obliga tions under a PPA,
and the offtaker ex er cises its right to early ter mina tion of that PPA, the off-
taker/the host coun try may seek the op tion to pur chase the power plant
and run and op er ate it itself, or to place the plant with a private third party
whom it believes is well suited to do so.

There are therefore two broad types of rights with respect to the power
plant that are either in favour of the offtaker or pro ject com pany, depend -
ing on the trigger or cause of the early ter mina tion of the PPA:

the right of the offtaker (or host coun try) to pur chase the plant or its
shares (sometimes called a "call op tion" or sim ply "call"); and

the right of the pro ject com pany to require the offtaker or host coun try
to pur chase the power plant or its shares (sometimes called a "put op -
tion" or "put").

These put or call op tion rights may be part of the PPA, as post-ter mina tion
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These put or call option rights may be part of the PPA, as post-termination
obligations of the parties to the PPA (the offtaker and the project com-
pany), or they may be set forth in a separate agreement (such as a "put/call
option agreement"). A put/call option agreement may have additional par-
ties to it that are not parties to a PPA, including, for example, the host
country and project investors.

The diagram below depicts some causes or "triggers" that may result in
early termination of a PPA and the potential sale or purchase rights with
respect to the power plant that may follow. While the diagram illustrates
certain of the key project company and offtaker events of default, it should
be noted that not all events of default result in an early termination of a
PPA. Whether there is an early termination of a PPA will depend, in part,
on the relevant provisions of the PPA and/or other agreements between
the parties. The key point remains, however, that the early termination of
a PPA is a risk that can be assessed by the parties and allocated through ne-
gotiated terms such as power plant sale/purchase provisions.

Termination Triggers
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With respect to triggers, an offtaker event of default could be, for ex am ple,
a fail ure to meet recur ring pay ment obliga tions under the PPA – i.e. the
offtaker fails to pay the pro ject com pany for power/ca pacity pro vided/de-
liv ered per the agreement. A pro ject com pany default pre-COD could be
the fail ure to com mence con struction by a specified time; a pro ject com -
pany default post-COD could be break ing cer tain laws, for ex am ple, com -
mitting cor rupt practices. Cer tain of the other risks, such as po litical and
natural force ma jeure, are described in more detail in Section 5.3 of this
hand book.

The pur chase/sale price of the power plant will vary, depend ing on the
trigger event, in clud ing its cause. A wide va riety of methods can be used to
cal culate pur chase prices, but some fun da men tal build ing blocks are com -
monly used, such as the amount of outstand ing debt, ter mina tion costs, and
outstand ing shareholder con tributions, among others. These build ing
blocks – and the defin itions used below under the col umn "Typ ically
agreed Pur chase Price" – are described in more detail in the "Default and
Ter mina tion" section of the Un der stand ing Power Pur chase Agreements
hand book. It should be stressed that the section sim ply pro vides ex am ples
of how pur chase prices can be cal culated. Other methods could be used to
cal culate pur chase prices. The table below depicts whether a par ticular trig-
ger may result in put or call op tion rights on the part of the pro ject com -
pany or offtaker, respectively. The use of the word "maybe" below reflects
the fact that these matters are often sub ject to discussion and nego tia tion
between the par ties.

The trigger events, the resulting rights, and the con sequent pur chase price
reflected in the table below are in dica tive only. The categories of trigger
events listed are not in tended to be ex haustive, and the exact rights and
price cal cula tions will al ways be sub ject to what is nego tiated and agreed
upon by the par ties.
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Trigger Event Project Company
right to require
purchase of plant
by offtaker
("Put")

Offtaker right to
purchase plant
from project
company
("Call")

Typically agreed
Purchase Price

Offtaker Event of
Default

Yes Maybe Offtaker Default
Purchase Price

Project Company
Event of Default
occurring prior to
the COD

No Yes Pre-COD
Project
Company
Default
Purchase Price

Project Company
Event of Default
occurring after the
COD

Maybe Yes Post-COD
Project
Company
Default
Purchase Price

Expropriation Yes Maybe Offtaker Default
Purchase Price

Prolonged Political
Force Majeure
Event

Yes Maybe Offtaker Default
Purchase Price

Prolonged Natural
Force Majeure
Event

Maybe Maybe Natural Force
Majeure
Purchase Price

Prolonged Fuel
Supply Constraint

Maybe Maybe Varies,
depending on a
number of
factors

The diagram below illustrates some of the building blocks commonly used
in calculating a termination payment. Items in the "Additions" column in-
dicate amounts usually added to the termination payment calculation and
items in the "Subtractions" column indicate amounts typically deducted
from the calculation.
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Elements for Termination Payment Calculation
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5.5. Summary of Key Points
An offtaker in a PPA with an IPP has three main categories of pay ment
obliga tions:

recur ring pay ment obliga tions payable in the or dinary course of busi-
ness;

ex tra or dinary pay ment obliga tions that may arise over the lifecy cle of a
pro ject, but which do not arise in the or dinary course of business; and

pay ment obliga tions that may arise upon the ter mina tion of a PPA prior
to the ex pira tion of its term or upon the ex pro pria tion of either the
shares in a pro ject com pany or the plant itself.

The par ties' assessment of the risk of non-ful fil ment of any of these obliga -
tions by the offtaker im pacts on risk al lo ca tion and pricing of a transaction.
It may also necessitate the need for credit en hancement or other sup port
from the host coun try.

Recur ring pay ment obliga tions are typ ically set forth in the tar iff structure
and for malised in a PPA. The tar iff can in clude pay ments for actual and/or
deemed en ergy ca pacity, pay ments for actual and/or en ergy deliv ered,
and/or pay ments that account for cer tain take-or-pay obliga tions. The par -
ticular tar iff structure adopted will reflect the par ties' assessment of risks
asso ciated with the pro ject.

Power pro ject in vestors may require pro visions that allow for pay ment in
the event of ex tra or dinary events dur ing the lifecy cle of a pro ject. The na -
ture and type of such ex tra or dinary pay ment obliga tions will depend on the
par ties' assessment of risks asso ciated with the cor respond ing events.

Early ter mina tion of a PPA can nega tively im pact both a pro ject com pany
and an offtaker/host coun try. As a result, stakehold ers may agree to cer tain
pur chase/sale terms with respect to the power plant in the event of cer tain
trigger events that may lead to early ter mina tion.
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6. Sovereign Support
6.1. Introduction

6.2. Sovereign Guarantees

6.3. Letters of Comfort and Letters of
Support

6.4. Put and Call Option Agreements

6.5. Liquidity Letters of Credit

6.6. Liquidity Escrow Accounts

6.7. Debt Sustainability

6.8. Host Government Considerations

6.9. Summary of Key Points
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a.

b.

c.

6.1. Introduction
Even as host countries create power markets and begin to move toward
private participation (removing elements of the power market from their
balance sheet), their governments are often still relied upon to extend their
support. This support takes many forms, including legislative support, reg-
ulation, licensing, oversight, and ancillary market functions such as trans-
mission and/or fuel supply.

Governments are relied upon to create an enabling environment, facilitate
project finance structures, allocate and price risks according to generally ac-
cepted project financing principles, all in an effort to help stimulate and
support private power projects. While a great deal of time and effort is in-
volved in such endeavours, by adopting these approaches a government
can increase the likelihood of reaping the benefits of project financing an
IPP project, namely that the up-front cost of the project is provided
through private sector-led financing and not from the sovereign's balance
sheet.

The perceived benefits inherent in these structures, practices, and methods
take time to develop and materialise into mature power markets. Macro-
economic events both external and internal to the host country can dimin-
ish the positive impacts of such approaches. Therefore, even in scenarios
where a government has:

fully embraced project financing,

adopted the var ious practices recommended by the international fi-
nance community, and

agreed to a classic allocation of risks among the various IPP stakehold-
ers,

the private investors' perception of the host country risks may not yet
make the project attractive enough at the agreed price.

One means of remedying this situation is through a more robust pricing of
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One means of rem edy ing this situa tion is through a more ro bust pricing of
the deal to reflect the per ceived risk, but this may not be viable in light of
the im pact on the offtaker or the offtaker's abil ity to pass it through to end-
users. In these in stances, the private sector lenders and in vestors may look
to the sov er eign and its bal ance sheet for ad ditional sup port of the pro ject
to ad dress ma ter ial un mitigated risks through credit en hancements.

There are a num ber of rea sons that a host coun try might agree to pro vide
an IPP with credit en hancement, and a num ber of in struments through
which a host coun try might pro vide this sup port. This chap ter seeks to
iden tify and describe these rea sons and in struments, as well as how a host
coun try might account for credit en hancement it has pro vided, and the
chal lenges a host coun try might face in pro vid ing such sup port.
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6.2. Sovereign Guarantees

Sovereign Guarantees for Payment Obligations of a
State-Owned Offtaker

The need for credit sup port by the sov er eign may be required both to ad -
dress con tin uing pay ment risks, or to ad dress the abil ity to satisfy ter mina -
tion pay ments. If both risks are present in a pro ject, pro ject in vestors and
lenders may require a broader guar an tee from the host coun try, typ ically ti-
tled a sov er eign guar an tee, that cov ers routine pay ment, ter mina tion pay -
ment and other offtaker obliga tions under the PPA.

As noted in the il lustra tion below, the sov er eign guar an tee is not a bilateral
agreement between the host gov ern ment and the offtaker. It is a direct
obliga tion from the host gov ern ment to the pro ject com pany, and by ex -
ten sion to the lenders. It should be noted that the sov er eign guar an tee is
not a guar an tee of the debt obliga tions owed to lenders by the pro ject com -
pany.

Sovereign Guarantee Structure
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Suitability of a Sovereign Guarantee

In deter min ing whether the guar an tee should be pro vided, the par ties to
the pro ject should con sider the cascade of op tions avail able. If it is deter -
mined that sov er eign credit sup port is needed, the host gov ern ment should
model the risk factors to assess the ex tent of ex po sure to such risk and un -
der take a quan tita tive analy sis of the cost of bear ing that risk against the
eco nomic stim ulus ben efits of the power that would be deliv ered by the
pro ject. Therein lies the com plex ity as to deter min ing whether a sov er eign
pay ment guar an tee should or could be fur nished for a given pro ject.

Structure and Value of a Sovereign Guarantee

A sov er eign guar an tee will be a con tin gent lia bil ity on the host gov ern -
ment's bal ance sheet and should require a detailed assessment of:

any regula tory hur dles the gov ern ment may need to over come to pro -
vide such guar an tee;

the im pact of the guar an tee on the sustain abil ity of its over all pub lic
debt lev els and its im pact on var ious finan cial covenants the gov ern -
ment has un der taken to up hold under its var ious do mestic and in ter na -
tional debt obliga tions; and

the pol icy framework on pro jects for which such guar an tees will be pro -
vided, with a view to en sur ing fair and equitable treatment of all in de-
pen dent power pro ducers in vesting in power gen er a tion in the host
coun try.

For the pro ject lenders and the pro ject com pany requesting a guar an tee,
the value of the guar an tee must be pragmatically assessed. The value of the
guar an tee may be in fluenced by the credit qual ity of the host gov ern ment.
The value may also be con strained by a sov er eign debt ceil ing. Prudent
pro ject lenders and pro ject com pa nies should, in all cir cum stances, eval uate
the requirement and practical con sid er a tion of ob tain ing guar an tees, espe-
cially in light of al ter na tive risk mitiga tion prod ucts avail able in the mar ket
which are discussed later in this hand book.



SOVEREIGN SUPPORT

99

Term of the Sovereign Guarantee

A sov er eign guar an tee sometimes ex pires when the debt outstand ing to the
pro ject lenders has been reduced to zero or when the offtaker’s cred itwor -
thiness meets a defined threshold. The ra tio nale is that the risks would
have been assessed and priced by the pro ject com pany and the lenders in
the finan cial model dur ing this period, and what remains should be risk
that the pro ject com pany can mitigate without seek ing any fur ther sov er -
eign pay ment guar an tee or sup port.

Other Entities Whose Obligations May Be Covered by
Sovereign Guarantees

Depend ing on the technol ogy of the power plant and the fuel source, a
power plant sup ply ing electricity to the na tional grid will be in trin sically
linked to the transmission in ter con nection network and/or the fuel trans-
porta tion in fra structure. Where a state-owned en tity, local gov ern ment
author ity or state-owned util ity owns such in fra structure and is respon sible
for the con nection of the in fra structure (from the grid or the fuel trans-
porta tion system) to the power plant, the sov er eign guar an tee may need to
cover the risk of delays in com pletion and deliv ery. This is typ ically cov -
ered con tractually under the PPA where such delay would con stitute a
com pen sa tion event en titling the pro ject com pany to claim deemed avail -
abil ity and/or deemed en ergy pay ments. A sim ilar ap proach may also need
to be taken with respect to grid fail ure or fuel sup ply con straints. In each
case, non-pay ment of the deemed ca pacity and en ergy pay ments (after ex -
hausting all the default and remedia tion pro visions under the PPA) will
trigger a call on the guar an tee.
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6.3. Letters of Comfort and Letters
of Support
How com forting is a letter of com fort? How sup portive is a letter of sup -
port? Are these types of letters legally en forceable? What value do such in -
struments pro vide to the offtaker as credit en hancement?

A letter of com fort is a letter from a host coun try whereby it promises to
fa cil itate a pro ject by offer ing cer tain assur ances to the pro ject devel oper.
Un like a sov er eign guar an tee, which estab lishes legally bind ing obliga tions
on the sov er eign, a letter of com fort may be a sim ple reflection of will ing-
ness and in tent of the sov er eign to sup port the devel op ment of the pro ject.
Since the ob jective of a letter of com fort may not necessar ily be to create
legally bind ing obliga tions, the letter may rather seek to demon strate the
host coun try's com mitment to the pro ject and offer "soft com fort" that the
host coun try will sup port the pro ject, the pro ject com pany and its spon -
sors.

This sup port may in clude fa cil itating ap provals required for pro ject im ple-
men ta tion, gen eral sup port of its offtaker as well as fiscal in cen tives. As
com pared to a sov er eign guar an tee, letters of com fort, par ticularly if
drafted in a man ner that they are not legally bind ing, do not pro vide the
same level of credit en hancement from an in vestor or lender per spective.
This is primar ily due to the real ity that if the host gov ern ment does not ho -
n our its com mitments as specified in a letter of com fort it may, in the
worst case, result in rep uta tional dam age to the host coun try but without
any fur ther legal or finan cial recourse by the in vestors against it.

The primary criticism of letters of com fort is that they put the gov ern ment
in a po sition where it is ex pected to back stop the obliga tions of an offtaker
without en joy ing the full reduction in credit risk of the offtaker, and by ex -
ten sion without granting the full cost sav ings of a lower cost of cap ital or
im proved prob a bil ity of pro ject im plemen ta tion that would other wise be
afforded by a sov er eign guar an tee.

Enhanced Letters of Comfort / Letters of Support
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Enhanced Letters of Comfort / Letters of Support

Sometimes letters of com fort are en hanced in that they con tain firm un der -
tak ings rather than a sim ple demon stra tion of sup port for the pro ject. An
en hanced letter of com fort may use the same lan guage as a sov er eign guar -
an tee, even stating that the gov ern ment "shall un der take" cer tain obliga -
tions and go so far as to define no tice and ar bitra tion pro visions. These
types of un der tak ings, whether in a letter or in an agreement, will typ ically
be legally bind ing on the sov er eign (even if the name of the document is
"letter of com fort"). The key is al ways to look at the en forceabil ity of the
obliga tions con tained in the letter of com fort (in clud ing tak ing ad vice from
lawyers – from the attor ney or so licitor gen eral for the gov ern ment and
from local or in ter na tional coun sel for spon sors and their lenders). Ul ti-
mately however, even if the obliga tions are en forceable (and all par ties re-
ceive ad vice or legal opin ions that con firm this is the case), in order for the
in vestor or its lenders to ben efit from the en hanced letter of com fort, they
may need to en force their rights against gov ern ment in court or ar bitra -
tion, whereas under a gov ern ment guar an tee, the route for demand ing
pay ment may be more straightfor ward, par ticularly if this obliga tion is
back-stopped by an ex ter nal finan cial in stitution.

In cer tain jurisdictions these en hanced letters of com fort are called letters
of sup port. In those jurisdictions, the letters of sup port con tain en forceable
obliga tions which, while falling short of finan cial guar an tee obliga tions,
nonetheless pro vide ad ditional and bind ing com fort for in vestors and
lenders in rela tion to a range of risks. These can in clude po litical and other
types of force ma jeure, change of tax, change of law and com pen sa tion on
ter mina tion/transfer. Letters of sup port are more akin to im plemen ta tion
agreements or gov ern ment sup port agreements but fall short of granting
gov ern ment guar an tees.

In many cases, the rea son that letters of com fort or letters of sup port are
given is that guar an tees require (i) par lia men tary or con stitutional ap -
proval; and (ii) as noted in Section 6.7 below, the granting of guar an tees
may im pact on debt sustain abil ity lev els of the sov er eign, which could im -
pact fur ther bor rowing from ex ter nal in stitutions.
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6.4. Put and Call Option
Agreements
In con trast to a sov er eign guar an tee – which guar an tees pay ment of cer tain
(or all) finan cial obliga tions to the power pro ject – a Put Call Op tion
Agreement (PCOA) estab lishes direct con tractual obliga tions between a
host coun try and the pro ject sharehold ers. Specifically, a PCOA estab lishes
two con tractual obliga tions:

the first being a put op tion in favour of the pro ject sharehold ers to re-
quire the pur chase of the assets of the power pro ject com pany by gov -
ern ment; and

the second being a call op tion in favour of the host coun try to require
the pro ject shareholder to sell the assets of the power pro ject.

The PCOA also defines under which con ditions the op tions can be ex er -
cised and defines the for mula for how pay ments under the PCOA are to be
cal culated.

The Put Option

Under a PCOA, the put op tion is a con tractual right, but not an obliga tion,
held by the pro ject sharehold ers that requires the host coun try to choose to
either (i) pur chase the plant and assets of the pro ject com pany, or (ii) pur -
chase all of the shares of the pro ject com pany that are held by the private
sharehold ers, in each case in ex change for a pre-agreed pur chase price,
which differs depend ing on the trigger event.

The put op tion held by the pro ject sharehold ers is sub ject to cer tain con di-
tions defined under the PCOA, which would typ ically in clude either the
ter mina tion of the PPA fol lowing cer tain defined trigger events, or the ex -
pro pria tion of some or all of the pro ject’s assets.

The Call Option
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The Call Option

Sim ilar to the put op tion, the call op tion under a PCOA is a con tractual
right rather than an obliga tion. In the case of the call op tion, the right rests
with the gov ern ment and requires the pro ject sharehold ers to either (i) sell
the plant and assets of the pro ject com pany to the host coun try, or (ii) to
sell all of the shares in the pro ject com pany. The call op tion is also sub ject
to cer tain con ditions precedent, such as the ter mina tion of the PPA or
other defined con ditions.

Trigger Events

As noted above, the put and call op tions under a PCOA are sub ject to
strictly defined con ditions, or “triggers”, that must be satisfied prior to ex -
er cise of the op tion. This con strained na ture of the PCOA is im por tant
since this type of sov er eign credit sup port is, in essence, a “last-resort” op -
tion rather than a guar an tee of actions or pay ments that are in the regular
course of business for a power pro ject. For ex am ple, in the case of default
due to non-pay ment by the offtaker, the pro ject sharehold ers may be re-
quired to first draw, under a stand ing letter of credit (which may or may
not be part of a par tial risk guar an tee arrangement) or from an escrow ac-
count, prior to ex er cising its put op tion under the PCOA. Sim ilarly, in the
case of default due to the seller’s fail ure to main tain the power plant, the
gov ern ment may be required to allow time for the pro ject sharehold ers to
cor rect the op er a tional issue or for a lender to step in and ap point a new
pro ject op er a tor, prior to the gov ern ment ex er cising the call op tion under
the PCOA. Even when it comes to even tually ex er cising the put or call op -
tion under the PCOA, due to the grav ity of the situa tion (i.e. a per ma nent
end to the power gen er a tion business by the IPP), the agreement may yet
pro vide for a final con sul ta tion period for the par ties, with time to rem edy
the situa tion and in crease the prob a bil ity of recov er ing value for all par ties
(i.e. through mutually agreed restructur ing of the financing), before either
of these op tions can be ex er cised.
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For ad ditional detail on default triggers and their op er a tion under a PCOA,
please review the chap ter titled "Default and Ter mina tion" in Un der stand -
ing Power Pur chase Agreements.

Defined Purchase Prices

Sim ilar to the list of trigger events under a PCOA, the pur chase price of the
pro ject assets or of the shares in a pro ject com pany to be paid as a result of
the ex er cising of an op tion under a PCOA, must also be carefully defined.
The for mula for the pur chase price, also known as the ter mina tion pay -
ment, will be directly tied to which trigger event has led to the ter mina tion
of the PPA. For ex am ple, in the case of ter mina tion of the PPA due to off-
taker default, the pur chase price will likely in clude not only the value of the
pro ject assets and the outstand ing pro ject debt, but also the ex pected return
for sharehold ers in the pro ject over a pre-agreed period. In the case of ter -
mina tion due to seller default, the pur chase price may be lim ited to just the
outstand ing pro ject debt. The pur chase price in the case of ter mina tion for
force ma jeure will likely fall somewhere between these two ex tremes and
may depend on who is directly im pacted by the force ma jeure as between
the offtaker or gov ern ment and the pro ject com pany. Ex am ples of the ter -
mina tion price are set out in a table in Section 5.4 above.

For ad ditional detail on the defin ition of pur chase prices under a PCOA,
please review the rel evant chap ter titled "Default and Ter mina tion" in Un -
der stand ing Power Pur chase Agreements.

Expiration of the Options

If a party to the PCOA does not ex er cise a put op tion or call op tion within
an agreed period of time after the ter mina tion of the PPA becomes effec-
tive, then the op tion will ex pire. The ex pira tion period will be defined in
the PCOA and may also be sub ject to mutual agreement by the par ties to
ex tend the period, to allow for fur ther nego tia tions or attempts to resolve
the default that resulted in ter mina tion.
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6.5. Liquidity Letters of Credit
As noted in the previous section, a PCOA is a form of gov ern ment sup port
and is designed to allow in vestors and lenders to exit a pro ject and recover
their in vestment once a PPA has been ter minated, which should only occur
fol lowing a ter mina tion trigger event.

PCOAs are not designed to ad dress the risk that an offtaker may suffer
from short-term liquid ity prob lems. In this way, PCOAs are differ ent from
sov er eign guar an tees because a sov er eign guar an tee is (usually) a guar an tee
both of an offtaker’s obliga tion to pay on go ing pay ments, such as ca pacity
pay ments and en ergy pay ments, and also to pay the pur chase price for a
plant fol lowing the ter mina tion of a PPA. As a result, PCOAs are often
com bined with credit en hancement tools that are specifically designed to
ad dress short-term liquid ity prob lems. A liquid ity letter of credit is one
such mecha nism.

In sim ple terms, a liquid ity letter of credit is a letter of credit posted and
main tained by an offtaker that can be drawn upon by a pro ject com pany in
the event that the offtaker fails to pay a ca pacity pay ment, en ergy pay ment,
deemed en ergy pay ment, or a sim ilar pay ment that is regularly due from
the offtaker within a rel a tively short period after the pay ment becomes
due. The amount avail able to be drawn under such a letter of credit is usu-
ally equal to a few months’ worth of pro jected pay ments under the PPA.

If the offtaker fails to make a pay ment when required under the PPA, then
the pro ject com pany can directly make a demand on this letter of credit.
This pro vides a liquid ity buffer en abling the pro ject com pany to remain
sol vent with con tin ued op er a tions whilst being able to meet over heads and
ser vice its debt, even if the offtaker fails to pay. The offtaker is usually
obliged to replen ish such a letter of credit by pay ing the issuing bank under
a document called the reim bursement and credit agreement, fairly quickly
after a drawing is made.
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Liquidity Letter of Credit with Offtaker Obligation to Replenish

In ex change for posting and main tain ing a liquid ity letter of credit, the ini-
tial fail ure by the offtaker to pay a ca pacity pay ment, en ergy pay ment, or
sim ilar pay ment that is secured by a liquid ity letter of credit, will typ ically
not con stitute an offtaker event of default. Rather, an offtaker event of de-
fault will occur if the offtaker sub sequently fails to replen ish the letter of
credit within a cer tain period of time, or if the offtaker fails to make a re-
quired pay ment under the PPA after the letter of credit is ex hausted.

This same structure can be im plemented with a demand guar an tee gov -
erned by the Uniform Rules for Demand Guar an tees in stead of a letter of
credit gov erned by UCP 600 or ISP 98. In some cases, com mer cial banks
are will ing to issue demand guar an tees at a cost to offtak ers that is lower
than the cor respond ing cost for a sim ilarly-sized letter of credit.

A liquid ity letter of credit may be less ex pen sive (or have less op por tunity
cost) ver sus using a cash escrow account to cover short-term pay ment risk.
In some cases, by not hav ing the reim bursement obliga tion cov ered by a
par tial risk guar an tee, a pay ment guar an tee or a sim ilar DFI prod uct, as
discussed below in Section 7.2 (DFI Guar an tees), the liquid ity letter of
credit will be less ex pen sive, less com plex, and less document-in ten sive
than those op tions.
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Liquidity Letter of Credit with Host Government Obligation to Replenish

However, in other cir cum stances, a freestand ing letter of credit may be un -
avail able or cost-pro hib itive. For ex am ple, com mer cial letter of credit issu-
ing banks may be un will ing to take the credit risk of the offtaker as the re-
im bursing party, (or may only be will ing to do so for the first or two IPP
pro jects in a coun try) or they may only be will ing to take such credit risk in
return for pro hib itively high fees.

In such cases, the host gov ern ment may agree to take on the obliga tion to
replen ish the letter of credit, as shown in the dia gram above. In other cir -
cum stances, letter of credit issuing banks may only be will ing to take the
credit risk of the host gov ern ment, and the host gov ern ment may be un -
will ing to directly take on the reim bursement obliga tion, in which case the
par ties will likely need to pur sue one of the op tions discussed in Chap ter 8
below (Third-party Credit Sup port and Risk Mitiga tion).

A final point to note is that sometimes, the offtaker and the pro ject com -
pany may en gage in nego tia tions about the credit rating of the issuing bank
for the letter of credit. To min imise the risk of the issuing bank not ho n -
our ing the pay ment request under a letter of credit, the pro ject com pany
may seek a bank with a high credit rating, or a lower-rated bank whose let-
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ter of credit has been con firmed by a higher-rated bank. The par ties will
need to agree on what works for each transaction.
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6.6. Liquidity Escrow Accounts
As an other op tion, short-term liquid ity risk may be ad dressed by sim ply
depositing cash into an account (var iously referred to as a liquid ity account,
a reserve account, or an escrow account) held by a deposit bank pur suant to
the terms of an escrow agreement.

The offtaker will be required to fund the account in an amount equal to a
cer tain num ber of pro jected monthly pay ments under the PPA – for ex am -
ple, based on the total ex pected charges for a given num ber of months, or
based solely on the ca pacity charge for that period. The lim ited use of such
escrow accounts is often in ad dition to, or in com bina tion with, other
credit en hancement op tions, since it only ad dresses short-term pay ment
risk.

If the offtaker fails to make a pay ment when required under the PPA, then
the pro ject com pany can draw on this escrow account. This pro vides a
buffer so that the pro ject com pany can con tinue to op er ate and to pay its
debt ser vice, even if the offtaker fails to pay. After any draw on the escrow
account, the offtaker must im mediately (or after a specified num ber of
days) replen ish the account.

Cash escrow accounts have the ad van tage of being clear, sim ple, and
straightfor ward. The only third party that needs to be in volved is a deposit
bank, so the documen ta tion nor mally requires min imal transaction costs,
com pared to other credit en hancement op tions.

However, there are a num ber of rea sons why par ties may prefer not to use
escrow accounts. Cash escrow accounts are typ ically only a short-term so -
lution to liquid ity/pay ment risk. Cash is an ex pen sive credit en hancement
op tion since the cash must be placed in a deposit account that will typ ically
earn little to no in ter est; and in any case, the amount escrowed will earn
less in ter est than the cost of ob tain ing the cap ital. Therefore, there is nega -
tive carry on the amounts on deposit. Whether this cost is directly paid by
the pro ject com pany or the offtaker, it would typ ically be part of the over all
costs that are passed on to the customer through the tar iff.
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In ad dition, the lenders to a pro ject may be con cerned with the offtaker's
abil ity to replen ish the escrow account in the future, if it is drawn upon.
This con cern can be ad dressed by back stop ping the offtaker's obliga tion,
either by the host gov ern ment (if it is will ing and able to take on the re-
plen ishment obliga tion) or al ter na tively by cer tain DFIs. For ex am ple,
DFIs can pro vide a pay ment guar an tee sup porting an escrow account
arrangement, which functions sim ilarly to the pay ment guar an tee backed
by an LC discussed above, but with the escrow account in place of the
guar an teed LC structure. Upon a draw on the escrow account by the pro -
ject com pany, the offtaker or host gov ern ment, as ap plica ble, will have an
obliga tion to replen ish it. If the escrow account is not replen ished, the DFI
provider of the pay ment guar an tee back stops the offtaker's or host gov ern -
ment's obliga tion and replen ishes it. If the DFI provider is an MDB, then
the host gov ern ment pro vides an in dem nity in favour of the MDB as the
guar an tee provider.

An escrow account arrangement could also be set up as a van ishing fund
whereby amounts kept in escrow could pro gressively revert to the offtaker
if it is able to main tain a clean un bro ken pay ment track record for a pre-
agreed period of time.
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6.7. Debt Sustainability

How Should a Government Account for a Guarantee or
Other Form of Sovereign Credit Support?

In ter na tional accounting stan dards ad dress the question of how to deal
with gov ern ment guar an tees, quasi-guar an tees, or other forms of sov er -
eign credit sup port on a gov ern ment’s bal ance sheet. In accounting terms,
these types of gov ern ment sup port obliga tions are termed con tin gent lia -
bil ities.

Con tin gent lia bil ities are po ten tial future finan cial obliga tions whose con -
ver sion into an actual finan cial obliga tion is depen dent on the occur rence
(or ab sence) of one or more future events, which may be outside of the
gov ern ment’s con trol. We outline the types of sov er eign credit sup port
that are treated as con tin gent lia bil ities in accounting terms in this chap ter.

Both the In ter na tional Accounting Stan dards and the In ter na tional Pub lic
Sector Accounting Stan dards deal with this type of con tin gent lia bil ity (in
IAS37 and IP SAS19 respectively, en titled “Pro visions, Con tin gent Liabil ities
and Con tin gent Assets”). Both stan dards require that en tities – which for our
pur poses means gov ern ment trea sury departments or min istries of finance
– recognise and disclose con tin gent lia bil ities un less the possibil ity of those li-
a bil ities being called is remote. Both stan dards state that if a pay ment is
probable, a pro vision is recorded on the bal ance sheet but that if a pay ment
is im probable, it is treated as a con tin gent lia bil ity and disclosed (e.g. by way
of a footnote) but not recorded on the bal ance sheet as an actual lia bil ity.

Gov ern ments typ ically man age their accounts on either a cash or ac cruals
basis, with an in creasing trend for accruals accounting. The move to wards
accruals accounting is based on the fact that cash accounting may not ad e-
quately account for all pub lic sector assets and lia bil ities. For ex am ple, on a
cash account basis, gov ern ments may not disclose sov er eign credit sup port
for power pro jects as a con tin gent or un funded lia bil ity, even though this
sup port will crystallise into a lia bil ity to be funded if the guar an tees or
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quasi-guar an tees are triggered. Under cash accounting guidelines, guar an -
tees are recorded in the fiscal accounts only when the lia bil ity is crystallised
and a finan cial obliga tion is recorded. Under accrual accounting, expected
costs are set out in the fiscal accounts at the time a guar an tee (or an other
form of sov er eign credit sup port) is granted.

The issue with reporting on a cash basis is that this gives the il lusion of
positive finan cial results in the short-term – possibly at the ex pense of
longer-term finan cial health and fiscal sta bil ity. Accrual accounting al lows
gov ern ments to demon strate an in creased desire for both transparency and
accountabil ity. It al lows better in for ma tion for decision-mak ing across all
sectors of gov ern ment. A move to accrual accounting may be part of a
wider finan cial sector reform pro gramme that looks to im prove gov ern -
ment op er a tions across the board as well as con tributing to the long-term
sustain abil ity of pub lic finances, given the abil ity for gov ern ments to an tic-
ipate and react more read ily to wider risks or threats to the finan cial health
of a coun try.

That said, accruals accounting is not the only method to in creased trans-
parency. In respect of guar an tees and credit sup port, transparency can also
be strengthened by disclosing sup plemen tary in for ma tion in bud get docu-
ments, fiscal reports and finan cial statements.

The chal lenge of accounting in a more transpar ent way may be that it puts
a coun try at a disad van tage on a com par a tive basis against an other coun try
which may not reflect their con tin gent lia bil ities in the same way and
which may be able to attract in ter na tional financing more read ily, as a re-
sult.

Why Does the Accounting Treatment Matter?

We start from the premise that guar an tees and other forms of credit sup -
port are a legitimate form of gov ern ment back ing for power and in fra -
structure in vestments, where the gov ern ment is seen to be the best placed
to an ticipate, con trol and min imise cer tain key risks.
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Ex ter nal lenders to the sov er eign (whether MDBs or com mer cial banks)
are likely to ex am ine the quan tum of and na ture of con tin gent lia bil ities in
the same man ner as actual lia bil ities, to assess the credit risk of the sov er -
eign (and the terms of the bor rowing itself).

The accounting treatment of guar an tees matters in light of the long-term
sustain abil ity of gov ern ment pro grammes. Issues may arise in the con text
of future gov ern ment spend ing as a result of poor accounting – and as seen
most recently by cer tain Euro pean coun tries post-finan cial crisis – this can
have po ten tially major fiscal con sequences. Both the recent global finan cial
crisis and the Euro pean sov er eign debt crisis has led to heightened con -
cerns about the size of po ten tial con tin gent lia bil ities and asso ciated pub lic
debt sustain abil ity. This means that defin ing and accounting for a con tin -
gent lia bil ity is now keenly looked at by in ter na tional in stitutions, par ticu-
larly the In ter na tional Mon etary Fund (IMF).

The in creasing atten tion given to this form of con tin gent lia bil ity ap pears
to be driven by three main factors. The first is a possible in crease in the ad -
verse im plica tions of macro eco nomic risks. Where those risks are not
transpar ent (because they haven’t been booked prop erly), in vestors will al -
ways face un cer tainty as to the true ex tent of a gov ern ment’s finan cial lia -
bil ities. Secondly, the fiscal risks in her ent in con tin gent lia bil ities may be
system ically related—for ex am ple, guar an tees of an offtaker’s finan cial
obliga tions under a series of PPAs may easily be called at the same time (if,
for ex am ple, there are serious credit issues within that offtaker). Third and
per haps most im por tantly, as discussed above, con tin gent lia bil ities im pose
no ex press bud getary con straint (un like tra ditional spend ing) that can hin -
der macro eco nomic con trol.

Accord ing to the IMF, guar an tees ex pose gov ern ments to greater fiscal
risks because of: (i) the growing vol ume and volatil ity of private cap ital
flows; (ii) the transfor ma tion of the gov ern ment’s role from financier to
guar an tor of ser vices (without the accom pa ny ing accounting entry); and
(iii) pro jects and the moral haz ard that may result from guar an teeing out-
comes to be deliv ered by the private sector.



DEBT SUSTAINABILITY

114

Essen tially the con cern is that this distorts decision-mak ing within private
sector in stitutions because the decision mak ers do not an ticipate hav ing to
ab sorb the cost of a nega tive outcome (such as an offtaker default). The im -
plica tion is that gov ern ment guar an tees or other forms of credit sup port
may in the short run ap pear attractive because of their hid den na ture (their
fiscal cost is in visible until they become due), however, they may turn out
to be more ex pen sive in the long run, par ticularly if gov ern ments guar an -
tee all, rather than a part of the un der ly ing assets.

Credit-rating agen cies and in vestment banks are accord ingly pay ing more
atten tion to con tin gent lia bil ities in assessing sov er eign cred itwor thiness.

How Else Could These Liabilities Be Accounted for?

The main accounting and reporting chal lenge is that the con tin gent na ture
of guar an tees makes valuing them difficult. However, a num ber of an a lyti-
cal techniques are avail able to value guar an tees and forms of credit sup port.
The tools to do this in clude both sim ple and more com plicated analy ses
and quan tifica tion of the credit risk.

It is cer tainly the case that con tin gent lia bil ities which are likely to be called
should be pro vided for in an nual bud gets as ap pro pria tions.

It has been suggested that gov ern ments should take into account the
volatil ity of pub lic financing and the po ten tial im pact of large pro jects on
their over all risk ex po sure. In some cases, it may be better for a gov ern -
ment to pro vide direct bud getary sup port than a guar an tee because of the
value of being able to predict pub lic financing requirements.

A reserve fund may also partly reduce the fiscal risks that can result when
con tin gent lia bil ities fall due.

How Does the IMF Treat Government Guarantees or
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How Does the IMF Treat Government Guarantees or
Other Sovereign Credit Support?

The Bretton Woods in stitutions, being the IMF, to gether with the World
Bank Group (WBG), look at a coun try’s pub lic sector debt (PSD) for a
num ber of pur poses, in clud ing to mon itor a coun try’s eco nomic and finan -
cial devel op ment and in order to pro vide it with either pol icy ad vice or to
pro vide it with financing and other forms of sup port.

PSD is used in a coun try's debt sustain abil ity analy sis (DSA) which assesses
how a coun try’s level of debt and prospective new bor rowing affects its
abil ity to ser vice its debt in the future. A differ ent DSA framework is used
for low-in come coun tries in order to help pol icy mak ers strike a bal ance be-
tween achiev ing devel op ment ob jectives and main tain ing debt sustain abil -
ity.

In col lab o ra tion with the WBG, the IMF deter mines the baseline used to
assess debt sustain abil ity and also deter mine the risk classifica tions for each
coun try. The assessment in cludes var ious aspects such as:

cal culating cur rent and future debt bur den in dica tors;

iden tify ing the coun try-specific factors to be in cluded in the DSA;

com par ing ex ter nal debt bur den in dica tors with ap pro priate in dica tive
debt thresholds; and

im por tant for the power sector, analysing how do mestic debt or con tin -
gent liabil ities affect a coun try’s ca pacity to ser vice future debt.

The main point to note here is that IMF/WBG guidelines, policies and
analy sis vary from coun try to coun try and over time.

The IMF/WBG debt sustain abil ity analy sis classifies coun tries accord ing to
their prob a bil ity of debt distress. There are four categories: low risk, mod -
er ate risk, high risk, and in debt distress. Debt sustain abil ity can be assessed
on the basis of differ ent debt and debt-ser vice in dica tors rel a tive to mea -
sures of a coun try’s abil ity to repay. For in stance, differ ent risk classifica -
tions also take into account other factors such as a coun try’s previous track
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record in remain ing cur rent on its debt-ser vice obliga tions. The most rel e-
vant mea sure of repay ment ca pacity depends on the con straints that are the
most bind ing for a specific coun try. Ad dition ally, since ex ter nal official
debt is the dom inant source of financing in many low-in come coun tries,
the assessment critically con sid ers the coun try's abil ity to ser vice ex ter nal
pub lic debt.

The classifica tion of risk distress forms the basis for deter min ing future
grant, loan and guar an tee al lo ca tion by IDA and by other mul tilateral cred -
itors such as the African Devel op ment Fund. The classifica tion affects both
the amount and the pricing of such loans.

How Do Government Guarantees or Other Forms of
Credit Support Factor into the IMF's Risk Analysis?

Gov ern ment-guar an teed private sector ex ter nal debt is often seen by the
IMF as a con tin gent ex plicit lia bil ity because it is a legal obliga tion for the
gov ern ment to make pay ments to an ex ter nal cred itor. For in stance, in the
event that a large state-guar an teed power pro ject runs into pay ment diffi-
cul ties, the gov ern ment likely will pro vide pub lic financing to cover such
con tin gen cies, with the con sequence that these con tin gent lia bil ities can
lead to large in creases in pub lic debt.

Key to the IMF's analy sis will al ways be to look at the en tity to which gov -
ern ment owes the obliga tions (i.e. who is able to call the guar an tee). In
most cases, the guar an tee will be in favour of an ex ter nal (for eign) in vestor
or lender. In some cases, however, monies under a sup port agreement or
guar an tee may technically be owed to a lo cally-in cor po rated pro ject com -
pany. A gov ern ment may therefore quite fairly con sider this not as "ex ter -
nal" debt but rather as debt owed within the coun try.

It is nonetheless prudent to believe that IMF would con sider guar an tees in
favour of a local pro ject com pany as being a con tin gent legal lia bil ity for
the gov ern ment to make pay ments to an exter nal cred itor and therefore
classify it as ex ter nal debt for its DSA. The rea son is that the lo cally-in cor -
po rated pro ject com pany is likely to have its actions and accounts con -
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trolled by ex ter nal pro ject finance lenders as part of a security pack age
given to lenders as part of the transaction. The assump tion should, there-
fore, be that sov er eign credit sup port in a power pro ject financing will be
seen by the IMF as "ex ter nal debt" and, therefore, an ex plicit con tin gent li-
a bil ity.

As part of un der tak ing a holistic DSA, the rel evant teams assess how other
factors such as con tin gent lia bil ities can affect a coun try’s ca pacity for ser -
vicing future debt ser vice pay ments. This is viewed at the most gen eral
level as a “fiscal risk”, which may be defined as any po ten tial differ ences be-
tween actual and ex pected fiscal outcomes (for ex am ple, fiscal bal ances and
pub lic sector debt).

It is clear that con tin gent lia bil ities in gen eral, are con sid ered when the
IMF assesses a coun try’s debt sustain abil ity. However, as noted above, gov -
ern ments are not required as such to disclose in for ma tion on their ex po -
sure to all types of possible future fiscal lia bil ities. There fore, it is not
possi ble to spec ify to what extent gov ern ment-guar an teed pri vate-
sec tor exter nal debts fac tor into the IMF’s risk analy sis. It may be the
case that gov ern ment-guar an teed private sector debt (that has not become
due) is not en tirely taken into account in a risk analy sis because not all gov -
ern ment con tin gen cies are disclosed to the rel evant teams. When con tin -
gent lia bil ities fall due and become the guar an tor’s respon sibil ity, they are
transpar ent and taken into account since the gov ern ment must then pay
the amounts due.

Until then, while these con tin gent lia bil ities may not ap pear on a bal ance
sheet or directly restrict gov ern ment bor rowing lim its by ex ter nal lenders,
this should not ob scure the fact that a finan cial un der tak ing by the gov ern -
ment remains a valid and en forceable legal obliga tion with po ten tially sig-
nificant finan cial con sequences in the future. It is, therefore, prudent for
gov ern ment departments to con tin uously mon itor and review a gov ern -
ment's total bor rowings.
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6.8. Host Government
Considerations
Pro vid ing credit en hancement in favour of IPP financing can result in a
num ber of po ten tial ben efits to a host gov ern ment, but it also presents sig-
nificant chal lenges. Host gov ern ments are often un clear as to why their
sup port is needed and what is actually required. In mak ing decisions about
the sup port needed from gov ern ment, all stakehold ers should have an ap -
precia tion of the var ious factors the gov ern ment must bal ance when
weighing the ben efits and chal lenges of granting credit en hancement.

Often the main rea son cited for why host gov ern ment credit en hancement
is required is sim ply "if you don't give the sup port, the pro ject will not be
bank able because lenders will not lend." While there may be some truth to
this statement, it does not do justice to the var ious con sid er a tions a host
gov ern ment must decide upon.

In stead, it is per haps better to highlight some of the sub stan tial ben efits to
a host gov ern ment of pro vid ing credit en hancement, while acknowl edging
that there is no one-size-fits-all ap proach and that pro vid ing such credit
en hancement presents a num ber of chal lenges for the host gov ern ment.

Active Limitation of Credit Enhancement Scope
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Active Limitation of Credit Enhancement Scope

One of the ben efits of pro ject finance is its po ten tial to reduce the im pact of
financing an IPP pro ject on a host gov ern ment's bal ance sheet. Due to var i-
ous con sid er a tions, however, the private in vestors who would fund the up -
front costs of an IPP may deter mine that they will not pro vide fund ing to
the com pany un less host gov ern ment credit en hancement is pro vided.
Such credit en hancement may im pact the host gov ern ment's bal ance sheet,
but it may be possible to min imise this im pact through active nego tia tion
with the in vestor par ties. As noted in Section 7.7, depend ing on how a host
gov ern ment accounts for the type of credit en hancement pro vided, they
may only need to book it as a con tin gent lia bil ity on the host gov ern ment's
bal ance sheet, rather than full en cum brance of its bal ance sheet. This will
depend on their method of accounting and the type of in strument that is
selected.

In ad dition, depend ing on the risks that the in vestors to the IPP are seek ing
to cover, it may be possible to nego tiate for credit en hancement that closely
tracks the con cerns of the in vestors and does not rep resent a guar an tee of
the en tire cost of the IPP. However, this will largely depend on the con -
cerns of the in vestors and in some situa tions, they may not be satisfied with
any thing less than a full guar an tee from the host gov ern ment.

Establishing a "Brand" Through Credit Enhancement

A host gov ern ment with a nascent power mar ket may be able to use the
pro vision of credit en hancement not only to attract in ter na tional in vestors
to finance an IPP, but also to estab lish a "brand" for the coun try as a good
place in which to do business. This is par ticularly true if mul tiple IPPs are
financed in this man ner and the host gov ern ment and the offtaker are able
to demon strate a reliable track record of pay ment to the IPP. Once this
"brand ing" and track record are estab lished, it should become easier for the
host gov ern ment to reduce or do away with the pro vision of credit en -
hancement for future IPPs.

Costs of Credit Enhancements Decrease Over Time
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Costs of Credit Enhancements Decrease Over Time

The im pact of any credit en hancement pro vided by a host gov ern ment in
sup port of an IPP's financing should reduce over time as the IPP pays
shareholder div idends and repays its debt. Therefore, even if a host gov -
ern ment was required to treat 100% of a credit en hancement as an actual li-
a bil ity on its bal ance sheet, this lia bil ity will decrease over time.

Limits of Host Government Financing

A host gov ern ment may reach a stage where they deter mine that they do
not have ad equate bal ance sheet ca pacity, or avail able financing at accept-
able prices from third par ties, to finance the con tin ued growth of its power
mar ket. At this stage, if it is un able or un will ing to utilise the devel oper fi-
nancing and resource based pro ject financing model, it may elect to avail it-
self of the pro ject finance model. If it does so, and the private in vestors
refuse to lend their sup port without credit en hancement, the host gov ern -
ment will need to decide between the ex pan sion of its power mar ket and
pro vid ing credit en hancement. In the latter scenario, the gov ern ment en -
joys the ben efit of greater power pro duction and (as discussed above) po -
ten tially lim iting the im pact on its bal ance sheet of the credit en hancement
being sought.

Government Control

The risks that credit en hancement is in tended to cover often relate to per -
ceived risks that the sov er eign is best able to mitigate, such as cer tain po lit-
ical force ma jeure events. As such the host gov ern ment is best po sitioned
to con trol and po ten tially dimin ish these per ceived risks. The pay ment risk
of the gov ern ment offtaker will likely dimin ish as the power mar ket ma -
tures and the offtaker builds up a solid pay ment track record.

Diversity of Interests within Government
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Diversity of Interests within Government

When deal ing with gov ern ments, there are mul tiple gov ern ment stake-
hold ers in volved directly and in directly in the nego tia tion of a power pro -
ject. These could in clude the offtaker (if it is a state-owned util ity), Min -
istry of En ergy, Min istry of Finance, Min istry of Justice, the regula tory
agency for the sector, the in vestment pro mo tion agen cies and the Par lia -
ment, among others.

A PPA is usually signed by the offtaker and the pro ject com pany. The other
gov ern ment stakehold ers are often not directly in volved in the decision-
mak ing process but they may significantly in fluence the process. Min istries
of En ergy set the pol icy and will often ad vo cate for private in vestment in
the sector in order to assist them in meeting their goals of pro vid ing af-
ford able electricity to the citizens of the host coun try. In vestment pro mo -
tion agen cies are estab lished to en cour age private in vestment and fa cil itate
in ter actions between in vestors and gov ern ment bod ies. The regula tory
agency primar ily seeks to bal ance the com peting in ter ests of the citizens
(afford able power) and the pro ject com pany (rea son able return on in vest-
ment).

When deal ing with issues of credit en hancement, min istries of finance seek
to bal ance the finan cial needs of the sov er eign, min istries of justice seek to
pro tect the legal rights and en sure con tracts com ply with na tional legisla -
tion, while par lia ment seeks to rep resent the views of the wider citizenry
and is often required, by law, to ap prove cer tain types of con tracts or gov -
ern ment obliga tions.

Hav ing the in puts of each of these gov ern ment stakehold ers in the process
requires significant co or dina tion and a bal ance of con stituent in ter ests with
po litical im plica tions that must be ap preciated by all stakehold ers.

Concerns Regarding Precedent
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Concerns Regarding Precedent

Host gov ern ments may well be con cerned about setting a precedent in giv -
ing cer tain types of credit en hancements. They may fear that if they pro -
vide a credit en hancement to one IPP, it may be per ceived as mar ket prac-
tice and this may be required by all future IPPs. While it may be chal leng-
ing to change the per cep tion of the mar ket regard ing the avail abil ity of
credit en hancements, a healthy pay ment track record for ex isting IPPs and
an estab lished brand for the coun try, as a good place to do business, will
greatly fa cil itate such discussions.

Debt Sustainability

When offer ing credit en hancements, host gov ern ments should con sider
the im pact this will have on the over all debt sustain abil ity framework. This
is discussed in more detail above in Section 6.7. The im pact of these frame-
works is that gov ern ments have lim ited head room to ab sorb ad ditional lia -
bil ities (con tin gent or other wise). The op por tunity cost of accepting an ad -
ditional lia bil ity should be con sid ered by all stakehold ers.

Fur ther more, many legal frameworks require that any con tract that creates
a lia bil ity or con tin gent lia bil ity for the host coun try will require par lia -
men tary ap proval. This ap proval process can be com plex and time-con -
sum ing as most par lia ments have a com plicated com mittee system and
meet spar ingly. Par lia ments must bal ance the value of any one credit en -
hancement against the com peting needs of the citizenry.

Multiple Developers Knocking on the Door
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Multiple Developers Knocking on the Door

A host gov ern ment may be ap proached by mul tiple devel op ers at once. If
one of these devel op ers in dicates that it will not require any credit en -
hancement, the host gov ern ment may be in clined to select that devel oper
over others. However attractive the prospect of lim ited or no credit en -
hancement may ap pear, in all cases the host gov ern ment should per form
full due diligence on all such devel op ers to en sure that they have the abil ity
to deliver on their promises. A key con sid er a tion in such due diligence is
ver ifica tion of the track record of the spon sors of such pro jects and con fir -
ma tion of whether they have successfully com pleted pro jects of sim ilar
magnitude in other jurisdictions. Rep uta tional due diligence is also im por -
tant to avoid ex po sure to ‘vul ture’ funds who prey on coun tries under the
guise of in vestments, especially where the sov er eign has con sid er able ex po -
sure under a sov er eign guar an tee.

Finan cial fail ure of a pro ject may result in discon tinuity or full cessa tion of
its op er a tions, which will be disrup tive to the power mar ket. In ad dition,
any such disrup tion could prove costly to the offtaker who may need to
com plete the pro ject or cover the shortfall in power pro duction through
ex pen sive emer gency mea sures (im ports or reserve power) or, worse,
through load shed ding that translates to loss of eco nomic output. The gov -
ern ment may also have spent a con sid er able amount on ad visors before the
pro jects ended prema turely. One of the ways of lim iting this po ten tial
down side is to require prospective IPPs to pro vide devel op ment security
and per for mance bonds to sup port their com mitment to drive pro jects to
con clusion of plant con struction and com mencement of com mer cial op er a -
tions.

Foreign Currency Exchange Concerns
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Foreign Currency Exchange Concerns

While pro ject financing often leads to in creased for eign in vestment and fi-
nancing in a coun try, a key con sid er a tion remains that power tar iffs are
usually denom inated in the local cur rency of the host coun try. This is dealt
with in greater detail in Section 3.4. It is therefore in cum bent on the host
gov ern ment as it for mulates eco nomic pol icy to al ways con sider the im pact
on the broader econ omy of long-term PPAs that require on-go ing for eign
cur rency-in dexed pay ments.
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6.9. Summary of Key Points
Gov ern ments need to create the en abling en viron ment to fa cil itate the de-
vel op ment of the host coun try power sector. The en abling en viron ment
may not be sufficient by itself, and therefore, to catal yse IPP deals in the
mar ket, the host coun try gov ern ment may need to offer credit en hance-
ments. In vestors are con cerned with al lo cating the risks of con tin uing pay -
ment obliga tions and ter mina tion pay ments.

Sov er eign Guar an tees are one of the more com prehen sive forms of
credit en hancement that the sov er eign can offer to in vestors.

Let ters of Com fort and Support pro vide less sup port than a full sov -
er eign guar an tee but are not un com mon.

Put and Call Option Agree ments (PCOA) typ ically deal with more
significant events trigger ing ter mina tion, and do not pro vide en hance-
ments for con tin uing pay ment obliga tions.

Con tin uing pay ment obliga tions can be cov ered by either Liquid ity
Let ters of Credit or Liquid ity Escrow Ac counts. These in struments
do not pro vide cov er age for ter mina tion-related events.

It should be noted that the sov er eign guar an tee is not a guar an tee of the
debt obliga tions owed to lenders by the pro ject com pany.

Gov ern ments should be cognisant of the im pact of credit en hancements on
their sustain able debt frameworks devel oped in co op er a tion with the IMF.
Host gov ern ments have many factors to con sider when deter min ing
whether to pro vide sov er eign credit en hancements.
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Government Options for Sharing Risk

The dia gram above is an il lustra tive ex am ple of the var ious lev els of risk
that a gov ern ment can take when aim ing to deliver a power pro ject. It
shows that a gov ern ment fully procur ing and pay ing for a power plant on
its own bal ance sheet is an assump tion of a significant por tion of risk by
the gov ern ment. Where risks remain with the devel oper or private sector,
these are mitigated, en hanced or other wise al lo cated via the var ious credit
en hancement methods described in this hand book (both by the sov er eign
and by third par ties). The above dia gram is in dica tive and il lustra tive only
– the strength or other wise of the var ious gov ern ment credit en hancement
documents and how en forceable they are – will be a function of what they
actually con tain and will al ways be sub ject to drafting and nego tia tion and
are primar ily a function of the wider macro eco nomic and regula tory en vi-
ron ment of a coun try. Nonetheless, the ob jective of the dia gram is to il lus-
trate in sim ple terms the al lo ca tion of risk between the gov ern ment and
the devel oper.
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7.1. Introduction
This section fo cuses on the differ ent credit en hancement and po litical risk
mitiga tion prod ucts that third par ties offer in the con text of IPPs. These
prod ucts can be used for two sep a rate pur poses.

First, they can be used to pro vide a second level of credit en hancement to
that pro vided by a sov er eign:

if the credit of a sov er eign itself is not strong enough to offer the level
of assur ance required by in vestors and lenders;

where the sov er eign is un will ing to offer a full sov er eign guar an tee to a
devel oper; or

where the designated offtaker in a coun try is not cred itwor thy enough
to take on the full pay ment obliga tions resulting from the PPA. This is
par ticularly rel evant in rela tion to an offtaker or host coun try’s obliga -
tion to pay a pur chase price fol lowing the ter mina tion of a PPA or the
ex er cise of a put op tion.

Secondly, a few of these tools – such as po litical risk in sur ance – can be
used to ad dress risks that are not cov ered by direct con tractual obliga tions.

Credit en hancement by third par ties can bring significant ben efits to the
pro ject and to the var ious stakehold ers, in clud ing:

widen ing the financing op tions avail able to the pro ject com pany;

reducing debt pricing; and

lengthen ing the tenor of the debt.

Spon sors and com mer cial lenders will also often wel come MDB or DFI
par ticipa tion in a pro ject because of the gen eral "halo effect" that the par -
ticipa tion in a pro ject by MDBs or other DFIs can have on the bank a bil ity
of a pro ject, as a po litical risk mitigant.
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7.2. DFI Guarantees
There is a range of guar an tees that can be deployed by MDBs and other
DFIs to ad dress the differ ent types of finan cial risks for an IPP. These guar -
an tees can pro vide credit en hancement by mitigating risk, and are some-
times referred to by var ious DFIs as Par tial Credit Guar an tees (PCGs), Par -
tial Risk Guar an tees (PRGs), or Pro ject-Based Guar an tees. These guar an -
tees can be divided into loan guar an tees and pay ment guar an tees, which
are described in detail below. DFI guar an tees will typ ically sup port the
most critical finan cial obliga tions in a power pro ject, such as the debt ser -
vice obliga tions on loans or pro ject bonds or pay ment obliga tions under
the PPA and other pro ject agreements.

Advantages of DFI Guarantees

DFI guar an tees offer finan cial risk mitiga tion and credit en hancement to
power pro jects in a num ber of ways. Gov ern ments and DFIs work to gether
on a broad portfo lio of devel op ment initia tives, and therefore host gov ern -
ments have strong in cen tives for main tain ing a positive rela tion ship with
these in stitutions. This in cen tive will often lead gov ern ments to main tain
their pay ment or con tractual obliga tions, or direct their state-owned en ti-
ties to do so, in transactions in volv ing DFI sup port.

A gov ern ment or state-owned en tity's fail ure to ho n our com mitments in a
DFI-sup ported pro ject could:

jeop ar dise ex isting and future devel op ment financing to the coun try;

trigger reim bursement obliga tions under an in dem nity agreement or
counter-guar an tee from the host gov ern ment (if ap plica ble); and

threaten the gov ern ment's abil ity to seek other sources of fund ing, since
DFIs are often seen as lenders of last resort.

The close work ing rela tion ship between DFIs and gov ern ment en hances
the credit not only of the loans that are guar an teed by the DFI, but also
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serves as a risk mitigant that further enhances the overall credit of a power
project. This enhancement is sometimes referred to as a "halo effect".

Types of Guarantees

The products offered by DFIs to mitigate financial risk and enhance the
credit of a power project are typically grouped into two broad categories,
since they benefit two different stakeholders in the project structure. While
this section describes some of the most common DFI guarantee structures,
it should be understood that DFIs have a wide variety of guarantee prod-
ucts, structures and loan instruments, not all of which are covered in this
handbook.

Loan Guarantee

The first broad type of DFI guarantee is the loan guar an tee, which mitigates
the risk of non-payment by the project company to the project's lenders,
commonly referred to as a debt service default, as the result of action or in-
action by the government or the state-owned offtaker. The latter condition
is a critical feature of the loan guarantee, since this ensures that the product
does not act as general coverage of the debt payment obligation of the pro-
ject company to the project lenders. The beneficiary of the loan guarantee
in the IPP context is the project's lenders rather than the project company.
It is important to note that if there is a dispute about the government's
obligations, payment to the beneficiary under the DFI guarantee is made
only after the dispute has been resolved amicably or through the dispute
resolution procedures set out in the project contracts.

The typical structure of a loan guarantee is set out in diagram below. It
should be understood that this diagram does not represent every type of
loan guarantee or partial credit guarantee available from a DFI. In particu-
lar, certain DFIs may offer guarantees without an indemnity agreement,
but correspondingly at a higher cost to the project, since the DFIs are ex-
posed to the commercial risk of the project without a host government in-
demnity to support the obligation. Instead of an indemnity agreement, cer-



THIRD PARTY CREDIT SUPPORT AND RISK MITIGATION

131

•

tain DFIs may have a bilateral or treaty-level agreement with the host gov-
ernment, which may also impact the cost of coverage.

Loan Guarantee

Payment Guarantee

The second broad type of DFI guarantee is the pay ment guaran tee. Unlike
the loan guarantee, the payment guarantee is meant to benefit the project
company directly and may cover a number of different payment obliga-
tions. These payment obligations may include, among other things:

Recurring payments by the offtaker to the project company under a
PPA;

Special instances of revenue replacement payments by the government
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Special instances of revenue replacement payments by the government
to the project company for obligations for which government is liable;
and

Early termination payments by the government to the project company.

The typical structure of a payment guarantee is set out in the diagram
below. It should be understood that this diagram does not represent every
type of payment guarantee or partial risk guarantee available from a DFI.
Certain DFIs may offer payment guarantees without an indemnity agree-
ment, with similar implications to those set out in the loan guarantees sec-
tion above.

Payment Guarantee

Contractual Framework for Guarantee Structures
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Contractual Framework for Guarantee Structures

The con tract structure of a DFI guar an tee can be ex tremely com plex, given
the numer ous legal obliga tions that must be estab lished among the host
gov ern ment, the offtaker, the DFI, the com mer cial lenders, the pro ject
com pany and (if ap plica ble) the LC issuing bank. The key agreements ne-
go tiated in a guar an tee transaction in clude:

Guar an tee Agree ment – the rel evant guar an tee between the DFI and
the ben eficiary.

Project Agree ment – gen er ally between the DFI and the pro ject com -
pany, custom ar ily setting out obliga tions from the pro ject par ties in
favour of the DFI to pay the rel evant guar an tee fees and un der tak ings as
to the con duct and im plemen ta tion of the pro ject in accor dance with
the rel evant DFI’s guidelines. Breaches of these un der tak ings may result
in ter mina tion and/or suspen sion of the guar an tee cov er age fol lowing
no tifica tion by the DFI to the issuing bank and an ap pro priate grace pe-
riod.

Support Agree ment – these may be nego tiated between the DFI and
the offtaker, between the DFI and the gov ern ment or even sim ply be-
tween the pro ject com pany and the offtaker depend ing on the guar an tee
structure offered by the DFI. The sup port agreement custom ar ily sets
out the offtaker/gov ern ment’s un der tak ings with respect to the pro ject.
Depend ing on the DFI’s ap proach and the na ture of the pro ject, these
pro visions may be con tained in a sep a rate agreement (such as a Direct
Agreement) or in the un der ly ing transaction agreements.

Host Gov ern ment In dem nity Agree ment – is nego tiated between
the host gov ern ment and the DFI, under which the host gov ern ment
agrees to in dem nify the DFI if the DFI pays upon a demand for pay ment
under the guar an tee. This is sometimes referred to as a counter-guar an -
tee. (As noted above, however, cer tain in stitutions may offer guar an tees
without an in dem nity agreement, but cor respond ingly at a higher cost
to the pro ject, given the lack of a host gov ern ment in dem nity to sup port
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the obliga tion. In stead of an in dem nity agreement, cer tain DFIs may
have a bilateral or treaty-level agreement with the host gov ern ment,
which may also im pact the cost of cov er age.)

All of the finance and pro ject documents are required to be in a form ac-
ceptable to the DFI pro vid ing the guar an tee.

General Considerations for DFI Guarantees

Applicability and Duration of Guarantees

DFI guar an tees are in tended to be flex ible and can be used for any com -
mer cial debt in strument (loans, bonds) pro vided by any private in stitution,
in clud ing debt pro vided by spon sors in the form of shareholder loans.
They can also sup port other pay ment obliga tions to private-sector en tities,
such as pay ments to private-sector sell ers or sup pliers under a PPA. The
dura tion of the guar an tee is also flex ible and will nor mally cor respond to
the term of the un der ly ing guar an teed debt in vestment or obliga tion.

Allocation Issues

In deter min ing whether to use a DFI guar an tee that requires a host gov -
ern ment counter-in dem nity, the host gov ern ment must con sider how the
guar an tee will im pact their bal ance sheet, their over all coun try strategy,
and their coun try al lo ca tions for financing from the ap plica ble DFI.

Gov ern ment bal ance sheet issues are discussed in Section 6.7 (Debt Sus-
tain abil ity).

In the case of MDBs, coun try al lo ca tions are set on a periodic basis, keep -
ing in mind that these in stitutions must al lo cate their lim ited resources
across their el igible coun tries. While a guar an tee typ ically has a differ ent
im pact on a MDB's coun try al lo ca tion than a direct loan, the guar an tee still
uses up some of the avail able coun try al lo ca tion. Whatever the precise im -
pact on the coun try al lo ca tion, this will mean that less resources will be
avail able for the host gov ern ment’s other devel op ment prior ities.

Partial vs. Full Scope of Guarantees
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Partial vs. Full Scope of Guarantees

DFI guar an tees may offer full or par tial cov er age of debt.

DFIs gen er ally or often prefer par tial (rather than full) cov er age for a num -
ber of rea sons, in clud ing:

when a DFI pro vides full guar an tee cov er age, the com mer cial lenders
and other par ties may not con duct as ex ten sive a due diligence on the
un der ly ing risk;

par tial financing is con sistent with a devel op ment pol icy goal of assist-
ing gov ern ments or pub lic-sector en tities in creating a track record of
cred itwor thiness as bor rowers or pay ers by retain ing some un guar an -
teed pay ment obliga tions; and

par tial financing al lows the DFI to catal yse more third-party financing
with less of its own funds.

Ul timately, the pur pose of these credit en hancements is to mitigate risk
and to distrib ute it more ap pro priately in a par ticular pro ject, not to elim i-
nate it or shift it all to one party.

Certain Financial Considerations with DFI Guarantees
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Certain Financial Considerations with DFI Guarantees

The guar an tee may or may not cover accel er ated debt (i.e. full repay -
ment of outstand ing debt) in a default situa tion, depend ing on the par -
ticular DFI's policies. If the guar an tee does not cover accel er ated debt,
the rel evant DFI will typ ically pay out under the guar an tee on the basis
of the original amor tisa tion sched ule, sub ject to that DFI’s par ticular in -
stitutional requirements.

From the time that a pay ment has been missed to a guar an teed party,
the ben eficiary of the guar an tee must fol low a specific course of action
to claim and draw down on the guar an tee. This process could take up to
sev eral months or even years, depend ing on the cir cum stances of the
default and the par ticular DFI's in stitutional requirements.

The guar an tee typ ically pro vides the DFI with a right of sub ro ga tion, so
that, after the DFI makes a pay ment under the guar an tee, it can step
into the shoes of the ben eficiary and recover the amount, if any, that the
guar an teed party failed to pay.
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7.3. DFI-Guaranteed LC Structures
While a DFI guar an tee can be used for a va riety of pur poses, in many cases
there are lim ita tions on the DFI's abil ity to make pay ments under the guar -
an tee in strument without a full reso lution of disputes and passing of a
specified period of time. Therefore, in serting a standby letter of credit
(SBLC) into the structure is a com mon way to create liquid ity sup port
where the finan cial po sition of the state-owned offtaker may be con -
strained or lim ited. This guar an teed LC structure – sometimes referred to
as a "PRG LC" – al lows the ben eficiary to draw from the LC as pay ment de-
faults occur, rather than seek pay ment from the DFI for each in stance of
pay ment default.

The guar an teed LC structure en tails the pro vision of an SBLC or equiv a -
lent in strument by a com mer cial issuing bank in favour of the pro ject com -
pany. The SBLC is typ ically put in place by the state-owned offtaker to
cover the offtaker's pay ment obliga tions under the PPA. Issuance of the
SBLC will likely be a con dition precedent to effectiveness of the PPA and
may also be a pre-con dition for the disbursement of senior debt for the
con struction of the pro ject.

A typ ical structure for a guar an teed SBLC is set out in the dia gram below.
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Guaranteed LC Structure

As il lustrated in the dia gram above, there are three primary finan cial com -
mitments under the guar an teed LC structure:

First, if the offtaker fails to make a pay ment to the pro ject com pany under
the PPA, the pro ject com pany may draw from the LC issuing bank under
the guar an teed LC to satisfy the non-pay ment by the offtaker.

Secondly, if the pro ject com pany then makes a draw under the guar an teed
LC, the drawing will auto matically con vert into a loan from the issuing
bank to the offtaker pur suant to a reim bursement and credit agreement
(RCA) between the offtaker and the issuing bank. The gen eral rule is that
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the offtaker then has an ex tended period (typ ically 6-12 months) in which
to repay the issuing bank for any such loan, with in ter est accruing at the
agreed rate dur ing that period.

Third, if the offtaker fails to reim burse the issuing bank under the RCA
when repay ment is due, the issuing bank may make a demand for pay ment
from the DFI under the guar an tee. If this occurs, the DFI will make a pay -
ment directly to the issuing bank to satisfy the outstand ing pay ment due
from the offtaker.

The ul timate recourse for a DFI under a guar an teed LC is the in dem nity
agreement with the host gov ern ment, sim ilar to the gen eral pay ment and
loan guar an tees outlined above.

Role of the LC Issuing Bank

Pay ment is made by the issuing bank against a demand by the pro ject com -
pany, without fur ther ex am ina tion of questions of fact (e.g. whether the
pay ment was actually due under the PPA, etc.) This is of fun da men tal im -
por tance to the issuing bank, which is ul timately look ing to the credit of
the DFI as guar an tor (and not to the offtaker or the host gov ern ment) to
cover its ex po sure. The structure, therefore, pro vides liquid ity sup port for
the offtaker, en sur ing a more bank able PPA for the ben efit of the pro ject
com pany and the lenders. A fur ther rea son for LC issuing banks not being
required to in vestigate the un der ly ing rea son for the LC being drawn is the
fact that the LC transaction is distinct from the un der ly ing business trans-
action, and issuing banks, as a gen eral prin ciple, deal with documents alone
and are not best suited to un der take such en quiries.

Contractual Framework for Guaranteed LC Structures
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Contractual Framework for Guaranteed LC Structures

The con tractual framework of a DFI-guar an teed LC is sim ilar to the con -
tract structure for gen eral DFI guar an tees described in Section 7.2 above,
in clud ing a Guar an tee Agreement between the DFI and the LC issuing
bank as the ben eficiary, a Pro ject Agreement between the DFI and the pro -
ject com pany, a Sup port Agreement between the DFI and the offtaker or
host gov ern ment, and an In dem nity Agreement from the host gov ern -
ment. In ad dition, the guar an teed LC structure will in clude:

SBLC – a standby letter of credit, which is an un con ditional and ir rev o -
ca ble pay ment un der tak ing in favour of the ben eficiary from the issuing
bank. While such un der tak ings are gen er ally char acterised as ir rev o ca -
ble, the SBLC will con tain specific ter mina tion and suspen sion events,
in clud ing those set out in the DFI guar an tee and the PPA ter mina tion
clause. SBLCs may be gov erned by stan dard terms such as the Uniform
Customs and Practice for Documen tary Cred its or the In ter na tional
Standby Practices, and the issuer is obliged to make a pay ment against a
demand that con forms to those stan dards (in clud ing all ap pro priate sup -
porting documents).

RCA – a loan agreement between the ap plicant/offtaker and the issuing
bank, pro vid ing that any drawing under the SBLC con verts into a loan
owing from the offtaker to the issuer, gen er ally to be repaid within 6-12
months of the date of draw under the LC. The RCA will gen er ally in -
clude classic covenants, events of default and con ditions precedent. The
RCA will also describe the cir cum stances giv ing rise to a right to sub sti-
tute the issuing bank. Note that a ter mina tion or rescission of the guar -
an tee would in turn nor mally be an event of default under the RCA, en -
titling the issuing bank to accel er ate and ex er cise its remedies against
the offtaker (e.g. cash-col later alise outstand ing obliga tions, declare out-
stand ing ad vances im mediately due and payable, etc.).

All of the finance and pro ject documents are required to be in a form ac-
ceptable to the DFI pro vid ing the guar an tee.

Detailed Considerations for Guaranteed LC Structures
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Detailed Considerations for Guaranteed LC Structures

There are a num ber of more detailed issues to con sider when structur ing a
Guar an teed LC which in clude the fol lowing:

Tenor of SBLC

The SBLC will gen er ally be required to remain in force for an ex tended pe-
riod, gen er ally equiv a lent to the term of the PPA / senior debt. Nor mally,
the LC structure is such that there is a fixed max imum amount (e.g.
$100m) avail able under the LC for the full term of its avail abil ity (e.g. 15
yrs.), however, SBLCs may sometimes set out lower and/or fluctuating an -
nual sub-lim its. This can allow a cost sav ing for the ap plicant (where there
was no need for the full $100m in, say, years 1 – 3 of the PPA, or where
sub-lim its were ap pro priate throughout the life of the PPA). However, as a
result of Basel III, the issuing bank will now essen tially be required to lock
up cap ital equiv a lent to the max imum amount for the en tire term of the
LC, ir respective of whether the full max imum amount is ca pa ble of being
called in one given year, or not.

One al ter na tive, to save costs for the ap plicant, would be to have a se-
quence of short-term LCs in line with the rel evant ex po sure under the
PPA, i.e. ad justing the max imum amount each year resulting in a one-year
tenor. This, however, gives rise to a need for an nual replacement, and,
therefore, replacement risk on the part of the power pro ducer. Note in par -
ticular, that the guar an tee structure does not allow for a drawdown of the
SBLC if the offtaker is mak ing timely pay ments but there is a replacing gap.
Spon sors have in many cases taken the view that the long-term cer tainty of
avail abil ity outweighed the cost sav ings and replacement risk, al though this
may not be the case in every transaction.

Scope of Pay ments Guar an teed under the SBLC

The cov er age of the LC will be nego tiated, but the gen eral prin ciple is that
the SBLC will be avail able for (1) routine pay ments under the PPA
(whether ca pacity/en ergy/fuel stock/etc.) and (2) lump sum ter mina tion
com pen sa tion. Depend ing on the detail of the un der ly ing transaction, cov -
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er age is also possible on other matters (e.g., loss to the pro ducer arising
from local events of po litical force ma jeure, where that is cov ered by the
gov ern ment/offtaker in question, e.g. under a sep a rate state guar an tee).

DFIs will gen er ally only sup port pay ment of undisputed amounts, or
amounts disputed which have been settled at the time of mak ing the de-
mand. The ben eficiary of the LC will, in its demand, be required to cer tify
that the pay ment is undisputed, and/or that a rel evant grace period has
passed without no tifica tion of a dispute occur ring. In some cases, com mer -
cial banks have ap plied differ ent mar gins to drawings depend ing on the
sta tus of pay ments as disputed/undisputed (if per mitted by the DFI).

Scope for Suspen sion and Ter mi nation under the Guar an tee

The guar an tee pro vided by the DFI is in tended to be “un con ditional”.
Where the issuing bank makes a pay ment under the LC, then so long as it
is made against a con form ing demand – i.e. so long as the issuer does not
pay out against non-con form ing or in ad equate documents or make some
equiv a lent error – the gen eral prin ciple is that the guar an tee will apply to
that ad vance.

The DFI may seek to suspend or ter minate its obliga tions under the guar -
an tee. This may be for breach of the pro ject agreement on the part of the
com pany or offtaker (e.g. sanction able practices or cor rup tion on the part
of the com pany, unautho rised change of con trol, in sol vency, un ap proved
privatisa tion, etc.), or the rel evant host na tion ceasing to be a mem ber in
good stand ing by the rel evant DFI.

The guar an tee may also be ter minated as a result of cer tain issuer-specific
events, in clud ing cor rup tion/sanction able practices in rela tion to the pro -
ject and/or in sol vency type events. There may be a discussion in the RCA
around the event of default for guar an tee ter mina tion where this is trig-
gered as a result of acts of the issuing bank. Non-pay ment of fees by the
ben eficiary/offtaker (as the case may be) will also trigger a ter mina tion
right.

The gen eral rule, however, is that the guar an tee will con tinue to apply to
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The gen eral rule, however, is that the guar an tee will con tinue to apply to
ad vances made prior to the suspen sion/ter mina tion.
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7.4. Political Risk Insurance
Political risk insurance (PRI) offers coverage for political risks not directly
covered under the PPA or to backstop those risks that are covered under
the PPA. Political risks are associated with government actions which deny
or restrict the right of an investor or lender (i) to use or benefit from the
project assets and negatively impact the project revenues; or (ii) which re-
duce the value of the project company. Political risks include war, revolu-
tions, government seizure of property, and actions to restrict the move-
ment of profits or other revenues from within a country. A further defini-
tion is contained in Section 4.4 above.

Providers

PRI can be provided by both public and private insurers.

Public insurers include both ECAs and DFIs. These insurers typically have
mandates to support the policy goals of their sponsoring government(s) or
institution(s), such as fostering development or facilitating exports in cer-
tain emerging markets. These mandates may also place restrictions on the
types of investments that are eligible for coverage. Such restrictions may
address environmental issues, the nationality of the investors, eligibility of
the investment, or other issues derived from the insurers' policy objectives.

Private insurers have greater flexibility in the types of projects and breadth
of coverage they can underwrite, but have lower tolerance for risk to pro-
vide coverage in high-risk markets or to underwrite risks which cannot be
reinsured. They also typically have shorter tenors.

What is Covered?
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What is Covered?

Traditional PRI policies are insurance contracts that provide protection
against commercial losses that result from asset-backed and trade-related
risks. Asset-backed risk includes confiscation, expropriation, nationalisa-
tion, deprivation, forced divestiture, forced abandonment, arbitral award
default, license/permit cancellation, embargo, war and political violence.
Trade-related risk includes currency inconvertibility, currency transfer re-
strictions, contract frustration and wrongful/unjust withdrawal of a guar-
antee.

PRI coverage can cover project stakeholders (sponsor or lender) against the
project company's failure or loss due to a breach of contractual obligations
if the failure or loss is caused by one of the defined political risk events
under the PRI. PRI can also cover non-honouring and breach of contract of
financial obligations by a host government or state-owned offtaker and as
such can serve as additional credit enhancement for the project.
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Political Risk Insurance Structure

PRI coverage can be used to supplements commitments provided to a pro-
ject company by the host government under an implementation or govern-
ment support agreement (or even the PPA itself, if the offtaker is suffi-
ciently creditworthy). Any government guarantees would stand in front of
the insurance cover. For example, while the host government would nor-
mally provide an undertaking to ensure the convertibility of currency
throughout the term of the project, in the event the host government has
insufficient foreign currency reserves to meet its conversion obligations, a
PRI policy which covers currency inconvertibility can provide a cover by
converting the portion of the currency that was not serviced by the gov-
ernment.

PRI providers typically subrogate to the rights of the investors and lenders
covered, and require an assignment of the underlying rights. Depending on
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the political risk insurance provider, and the type of coverage being sought,
a counter indemnity with the host government may also be required.

Considerations

Aside from determining the length of time involved and the cost of seeking
PRI cover, there are many other practical considerations when an investor
or lender seeks insurance cover. These include:

Eligibil ity: Does the political risk coverage being sought meet the in-
surer’s underwriting guidelines, for example, the geographic location of
project, country risk limits, environmental and social requirements, per-
ception of political and economic instability?

Abil ity to recover: An ability to receive payment under a claim can depend
on contract language ambiguities, exclusions and deductions to cover-
age, gaps in coverage, and/or subjective determination of cause and ef-
fect.

Timeline/process for payment of claims: Payment of claims can be subject
to waiting periods, require an exhaustion of remedies, or resorting to
international arbitration rulings or another dispute resolution proce-
dures specified under the agreements.

Salvage and sub ro gation: The clauses require the policyholder to cede
ownership of imperiled assets to the insurer in the event of a total loss
as well as underlying rights to the project agreements. This feature al-
lows insurers to recoup losses to the extent of their ability to salvage
value in the assets or salvage from the host government directly. The
ability to transfer these rights may be complicated by existing security
that has been granted to the other financ ing parties in the transaction.
The parties may address these issues under a document known as a
Claims Cooperation Agreement.

Pricing and Syn dica tion: Unlike DFI policies, PRI coverage is market-
priced and may allow for syndication, enabling greater leverage of the
policy.
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7.5. A/B Loan Syndication
In ad dition to the prod ucts described ear lier in this section, there are other
prod ucts pro vided by MDBs, such as A/B Loan fa cil ities that can help catal -
yse financing from com mer cial banks or other private sector lenders.

Under an A/B syn dicated loan, the MDB, as lender of record, ex tends an
"A" loan to the pro ject com pany from its own resources and a "B" loan
which is funded (under a par ticipa tion agreement) by com mer cial banks.
The MDB is the lender of record for both the A loan and the B loan. From
the pro ject com pany's per spective, this al lows lend ing to be mo bilised
through a com bina tion of MDB and com mer cial lender funds within a sin -
gle loan structure.

The com mer cial lenders take com mer cial risk on repay ment of the loan
under the terms of the par ticipa tion agreement. However, the fact that the
MDB is the lender of record brings a num ber of ben efits, which are fur ther
described below.

A/B Syndicated Loan Structure
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What are the Advantages of an A/B Syndicated Loan?

Since the MDB is the lender of record, the B loan lenders will ben efit from
the MDB's preferred cred itor sta tus (with respect to cur rency con vertibil ity
and transfer risk) as well as other ad van tages that may be en joyed by the
MDB, such as ex emp tion from withhold ing and other taxes and duties.

The fact that the MDB is lender of record will also bring a wider "halo ef-
fect" and help mitigate com mer cial lenders' con cerns with respect to more
gen eral coun try and po litical risks. The MDB is not giv ing a guar an tee to
the com mer cial loan par ticipa tion, but they will nonetheless take com fort
from the wider devel op men tal rela tion ship that the MDB has with the host
gov ern ment and the in fluence that that can bring.

B-loan par ticipants may also be ex empted from the manda tory coun try-
risk pro vision ing requirements that regula tory author ities may im pose if
these banks lend directly to pro jects in host coun tries.

These ben efits should ul timately allow com mer cial lenders to price their
debt lower than if they were lend ing directly to the pro ject com pany.

Considerations

There are typ ically restrictions on el igibil ity for B-loan par ticipants:

Finan cial in stitutions can not be in cor po rated, nor can they have their
head office, in the coun try where the bor rower is in cor po rated. The B-
loan par ticipant can not have an office or branch that is resident in the
host coun try.

Finan cial in stitutions can not be an official agency such as an ECA or
other gov ern men tal, quasi-gov ern men tal or mul tilateral devel op ment
bank.
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7.6. Summary of Key Points
There are a range of third party guar an tee prod ucts avail able which can
cover repay ment of debt directly or sup port pay ments due to the pro ject
com pany from other pro ject par ticipants.

A/B Loan structures allow MDBs to mo bilise com mer cial lenders and
widen the financing resources avail able to a pro ject.

The ben efits of third-party credit en hancement to a pro ject and to the var i-
ous stakehold ers can in clude:

widen ing the financing op tions avail able to the pro ject com pany by, for
ex am ple, mo bil ising the com mer cial lenders;

reducing debt pricing; and

ex tend ing the tenor of pro ject debt.

Spon sors and com mer cial lenders often value the gen eral "halo effect" that
some DFIs bring to a pro ject in ad dition to any direct credit en hancement.

Gov ern ments will need to con sider the accounting im pact and coun try al -
lo ca tion im plica tions of differ ent forms of guar an tee prod uct, depend ing
on the provider and con ditions of the prod uct.
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Glossary
A/B Loan prod uct – see Section 7.4

Ac counts Agree ment – agreement setting forth the terms for the flow of
funds through a pro ject com pany’s accounts. See also Section 3.2.

African De vel opment Bank Group (AfDB) – a mul tilateral devel op -
ment finance in stitution estab lished to con tribute to the eco nomic devel -
op ment and so cial progress of African coun tries. The AfDB was founded in
1964 and com prises three en tities: the African Devel op ment Bank, the
African Devel op ment Fund (ADF) and the Nigeria Trust Fund (NTF). The
ADF is the con cessional win dow of the AfDB Group. The NTF, estab lished
by the Niger ian gov ern ment is a self-sustain ing revolv ing fund.

Appropri ation – in bud getary terms means the setting aside of money for
a specific pur pose. Var ious sources of gov ern ment fund ing should be ap -
pro priated each year for gov ern ment pro grammes and this should be con -
tained in a gov ern ment’s an nual or periodic bud get. In business use, an ap -
pro pria tion may also be known as a "cap ital al lo ca tion”.

Ar bi tration – a dispute reso lution mecha nism where the matter in dis-
pute is referred for deter mina tion by an ar bitral panel in accor dance with a
pre-agreed set of rules.

Assign ment – a legal term describ ing the act of transfer ring the rights, but
not obliga tions, of a party under an agreement to an other party. The right
of a party to assign its rights under an agreement will be sub jected to re-
strictions and lim ita tions set out in the rel evant agreement and may require
the prior con sent of other par ties to the agreement.

Bal ance Sheet Fi nanc ing – the financing of a pro ject which is pro vided
in full by a spon sor.

Bankable – a pro ject or con tract is said to be “bank able” if it com prises a
level of risk al lo ca tion which would be gen er ally acceptable to lenders.
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Base load Power or Capac ity – gen er ating ca pacity within a na tional or
regional grid network that the offtaker or grid op er a tor in tends to dispatch
or utilise on a con tin uous basis.

Black-outs – a total reduction of power sup ply to electricity con sumers.

Brown-outs – a par tial reduction of power sup ply to electricity con -
sumers.

Call Option – the right of the offtaker (or host coun try) to pur chase the
power plant or its shares.

Capac ity Pay ment - a pay ment for ca pacity by the offtaker which is based
on the abil ity of the power plant to gen er ate a cer tain amount. The pay -
ment is designed to allow the pro ducer to recover their fixed costs (cap ital
costs and fixed op er ating costs) and agreed-upon profits. These charges are
paid so long as the power plant is made avail able or deemed avail able for
dispatch, regard less of whether the power plant is actually dispatched.

Col lat eral - prop erty, con tract rights, or other assets in which a bor rower
grants a security in ter est to a lender in order to secure the repay ment of a
loan.

Com mer cial Oper ations Date or COD - a key milestone date defined in
the PPA when the power plant com mences com mer cial op er a tion, as es-
tab lished by the con clusion of the per for mance tests and cer tified by an in -
depen dent en gineer.

Com mon Terms Agree ment – agreement among the pro ject com pany
and the lenders that con tains all the financing terms com mon to all the dif-
fer ent loan fa cil ities (for ex am ple, con ditions to fund ing, finan cial
covenants, events of default, rep resen ta tions and other un der tak ings). See
also Section 3.2.

Con cession - the right granted by the host gov ern ment to build and op er -
ate the power plant and sell electricity in the host coun try for a num ber of
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years. A con cession agreement is the agreement by which the con cession is
granted to the pro ject com pany. An im plemen ta tion agreement serves a
sim ilar pur pose.

Con di tions Prece dent - a set of con ditions that must be ful filled before a
con tract or parts of it become effective.

Con tin gent Li abil ity - a lia bil ity that has not yet ma terialised but which
may ma terialise in the future.

Cor porate Fi nance - used to distin guish Pro ject Finance (see below).
Cor po rate finance im plies that the lender has recourse to the sharehold ers
of the rel evant bor rower and/or to assets over and above the asset being fi-
nanced.

Cost-re flec tive Tar iffs – tar iffs charged to end con sumers which reflect
the true cost of gen er a tion, transmission, distrib ution and sup ply to end
con sumers.

Credit En hance ment – the pro vision of guar an tees or other forms of
sup port to en hance a pay ment obliga tion.

Cure Pe riod - the time period dur ing which a defaulting party has a
chance to cor rect a breach which would other wise lead to an event of de-
fault.

Cur tail ment – an in struction by the offtaker or grid op er a tor to the
power pro ducer of a non-dispatchable power plant to reduce gen er a tion.
This may be mo tivated by end-user demand, the avail abil ity of al ter na tive
gen er a tion resources, transmission network ca pacity and/or grid sta bil ity.

Deemed Capac ity – the ca pacity that a power plant would have been able
to make avail able, but for the occur rence of an event or cir cum stance for
which the offtaker bears the risk.

Deemed En ergy Pay ments – pay ments made with respect to deemed
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Deemed En ergy Pay ments – pay ments made with respect to deemed
gen er a tion.

Deemed Gen er ation/En ergy – the electricity that a power plant would
have been able to gen er ate, but for the occur rence of an event or cir cum -
stance for which the offtaker bears the risk.

De liv ery Point – the point to which a pro ducer is respon sible for deliv er -
ing electricity gen er ated by the power plant. The deliv ery point is typ ically
on the high voltage side of the step-up transform ers. The electricity that is
gen er ated by a power plant is mea sured at the deliv ery point.

De vel oper - see Spon sor.

De vel opment Fi nance In sti tutions – finan cial in stitutions with a man -
date to finance pro jects that achieve devel op ment outcomes. They in clude
MDBs. Ex am ples in clude the World Bank, AfDB, EBRD, ADB, IDB, OPIC,
FMO, DEG, CDC, DBSA and Proparco.

Di rect Agree ments - con tracts or agreements between lenders and coun -
ter par ties of the pro ject com pany (in clud ing the offtaker and, where rel e-
vant, the host gov ern ment), under which the rel evant pro ject coun ter party
acknowl edge the security in ter ests granted by the pro ject com pany to the
lenders, and al lows lenders the op por tunity to step in to rem edy breaches
by the pro ject com pany. Direct Agreements may also be used to clar -
ify/amend the un der ly ing pro ject con tract.

Di rect Loss - a loss arising directly as a result of a defaulting party's fail ure
to per form its obliga tions under the agreement.

Dispatch - an in struction by the grid system op er a tor to the power plant
to pro duce electricity.

Dispatch able Plant - a power plant that is ca pa ble of respond ing to the
in structions of the transmission com pany on demand to vary its output on
short no tice. Plants that fall within this category in clude coal-fired plants,



APPENDIX

156

gas-fired plants, and renewable plants with a rel a tively con stant or stor able
source of en ergy such as a hydro plant with a reser voir and/or a bio mass
plant.

Draw down - in the con text of a loan, means the disbursement of funds
from the lender to the bor rower.

En ergy charge rate – see En ergy pay ment.

En ergy Pay ment – a pay ment for electricity by the offtaker which is based
on the actual amount of power gen er ated and dispatched. The pay ment is
designed to allow the pro ducer to recover fuel costs and variable op er ating
costs.

En gi neer ing, Procure ment and Con struc tion Con tract or EPC Con -
tract - one or more con tracts to be en tered into between the EPC con trac-
tor and the pro ject com pany for the pur pose of setting out terms and con -
ditions for the design, en gineer ing, pro curement of ma terials and equip -
ment, the con struction and com mission ing of the power plant.

En vi ron men tal re me di ation – the action which needs to be taken to
rem edy en viron men tal con ta m ina tion of a power plant site fol lowing ter -
mina tion of a PPA.

Equity – money in vested by the spon sors in the pro ject that is not bor -
rowed by the pro ject com pany. The term "Equity" may sometimes be used
to in clude shareholder sub or dinated debt (which is finance made avail able
to the pro ject com pany by the spon sors or sharehold ers of the pro ject com -
pany, which is sub or dinated to debt made avail able by the lenders).

Escrow Ac count LC – see Section 6.6.

Event of De fault – a default that the par ties to a con tract agree is a ma ter -
ial default. The occur rence of an Event of Default usually grants the non-
defaulting party the right to ter minate the con tract if such default is not
cured within any ap plica ble cure period.
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Export Credit Agencies – public agencies and entities that provide gov-
ernment-backed loans, guarantees and insurance to corporations from their
home country that seek to do business overseas in developing markets.

Facil ity Agent – agent on behalf of any debt fa cil ity. See also Section 3.2.

Feasi bil ity Study – a technical and finan cial study of the via bil ity of the
pro posed power pro ject.

Fi nan cial Closing (Fi nan cial close) – either (i) the ex ecution of the Fi-
nancing Documents, or (ii) the ex ecution of the Financing Documents and
the satisfaction of all of the con ditions for disbursement of the pro ject
loans.

Fi nan cial In vestor – a finan cial in stitution, fund or in sur ance com pany
which in vests in a power pro ject.

Fi nanc ing Doc uments - the set of con tracts and agreements other than
the pro ject documents (in clud ing the Loan Agreements, Direct Agree-
ments, and Security Agreements), that define the rights and obliga tions of
the lenders and the pro ject com pany in rela tion to the financing of the
power plant.

Force Majeure Event – an event beyond the con trol of the affected party
that prevents it from per form ing one or more of its obliga tions under the
rel evant con tract. Events con stituting force ma jeure are gen er ally fur ther
classified into Po litical Force Ma jeure Events and Non-Po litical Force Ma -
jeure Events, with differ ent finan cial and con tractual con sequences to the
con tracting par ties. Natural Force Ma jeure falls within the latter category.

Fuel Supplier - a sup plier of fuel used to gen er ate electricity.

Fuel Supply Con tract/ Agree ment - the agreement between the pro ject
com pany and the fuel sup plier (in the case of a con ven tional PPA), or be-
tween the offtaker and the fuel sup plier (in the case of a tolling agreement
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or en ergy con ver sion agreement), under which the fuel sup plier sup plies
fuel to the pro ject com pany.

Gen er ator - see Seller.

Gov ern ment Con cession and Support Agree ment – agreement be-
tween the host gov ern ment and the pro ject com pany, under which the
host gov ern ment agrees to cer tain un der tak ings with respect to the pro ject.
This agreement typ ically goes beyond the custom ary pro visions of an Im -
plemen ta tion Agreement and may in clude an ex plicit guar an tee of the per -
for mance obliga tions of a gov ern men tal en tity, such as an offtaker or fuel
sup plier.

Grid - a system of high ten sion ca bles by which electrical power is distrib -
uted throughout a region.

Hedging in struments – In struments used by pro ject stakehold ers to pro -
tect against movements in cur rency ex change rates, in ter est rates and com -
mod ity price fluctua tions.

Host Gov ern ment – the gov ern ment of the coun try in which the power
plant is lo cated.

Im ple men tation Agree ment – agreement pro vid ing for direct con trac-
tual obliga tions and un der tak ings between the host gov ern ment and the
pro ject com pany to sup port the pro ject, in clud ing, among other things, un -
der tak ings from the host gov ern ment with respect to taxes and co op er a -
tion in ob tain ing necessary per mits and ap provals for the pro ject and un -
der tak ings by the pro ject com pany to com ply with its con tractual obliga -
tions with its coun ter parts that are state-owned en tities and com pliance
with other requirements.

In de pen dent Power Producer - a privately-owned pro ducer of electric-
ity.

Ini tial Public Of fer ing – First sale of equity in ter est, or stock, by a pri-
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Ini tial Public Of fer ing – First sale of equity in ter est, or stock, by a pri-
vate com pany to the pub lic.

In sol vency - the in abil ity of an en tity to pay its debts when or as they be-
come due.

In ter con nec tion – the point at which the transmission system and the
power plant in ter con nect.

In ter con nec tion Agree ment - an agreement between the pro ject com -
pany and the transmission system op er a tor pro vid ing for the con necting of
the power plant to the transmission system.

In ter cred i tor Agree ment – agreement among the lender groups pro vid -
ing financing to a pro ject, or among the agents or other rep resen ta tives on
behalf of each lender group. See also Section 3.2.

In ter nal Rate of Re turn or IRR – the an nualised effective com pounded
rate of return earned on an in vestment over a period of time.

In vestor – see Spon sor.

Lenders - the providers of loan financing to the pro ject com pany.

Let ter of Com fort – letter from a host gov ern ment whereby the host gov -
ern ment promises to fa cil itate a pro ject by offer ing cer tain assur ances to
the pro ject devel oper. See also Section 6.3.

Lim ited Re course Fi nanc ing – see non-recourse pro ject financing.

Liquid ity – the avail abil ity of cash and cash equiv a lents to cover a party's
short-term finan cial obliga tions.

Loan Agree ment - creates the com mitment of the lender to make a loan
to the pro ducer to finance the power pro ject, and the obliga tions of the
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pro ducer/bor rower to repay the loan with in ter est and to com ply with var -
ious covenants set forth in the loan agreement.

Merit order – describes the order of prefer ence in which power plants
will be dispatched by a transmission system op er a tor.

Mezzanine debt – finance pro vided by lenders which ranks below senior
debt and above sub or dinated debt and equity.

Mid-merit – a mid-merit power plant is one that sits between baseload
and peak ing power plants in the merit order.

Monoline In surer – an in sur ance com pany that guar an tees the repay -
ment of bonds.

Mul ti lat eral De vel opment Banks - an in stitution, formed, owned and
con trolled by its mem ber coun tries, that pro vides financing and ad visory
ser vices for the pur pose of devel op ment. Ex am ples in clude the World
Bank (IBRD and IDA), AfDB, and MIGA.

Net Elec tri cal Out put - the net electrical en ergy, typ ically ex pressed in
MWh, that is gen er ated by a power plant and deliv ered to the deliv ery
point, as mea sured by the meter ing system lo cated at the deliv ery point.

Non-dispatch able Plant – a power plant that is not ca pa ble of respond -
ing to in structions from a transmission system op er a tor to vary its output
due to the in ter mittent na ture of the en ergy resource base being used such
as wind or solar.

Non-Polit i cal Force Majeure Events - a force ma jeure event that is not a
Po litical Force Ma jeure Event.

Non-Re course Fi nanc ing - financing that will be repaid solely the cash
flow pro ceeds of a pro ject structured as a special-pur pose vehicle. The
obliga tions of the sharehold ers in the special-pur pose vehicle are usually
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limited to their obligation to contribute capital and, in some cases, to pro-
vide other limited and well-defined support to the special-purpose vehicle.

Offtaker - the party to a PPA whose obligation is to purchase the capacity
made available and the electricity generated by the power plant, subject to
the terms and conditions of the PPA. Also referred to as the Buyer.

Operating and Maintenance Agreement or O&M Agreement - the
agreement between the project company and a plant facilities operator
under which the operator operates and maintains the power plant and as-
sociated facilities.

Partial Credit Guarantee - see Sec tion 7.2.

Partial Risk Guarantee – see Section 7.2.

Pass Through – in relation to a cost, a mechanism under which the pro-
ducer passes such cost on to the offtaker by operation of the tariff.

Peaking – a peaking power plant is a plant which is only dispatched to
meet peak electricity demand.

Political Force Majeure Event - a force majeure event that is political in
nature. Typically these would include any act of war, conflict, act of foreign
enemy, blockade, embargo, or revolution, strikes of a nationwide or politi-
cally motivated character, changes in law, and the revocation or non-is-
suance of concessions or other authorizations.

Political Risk Insurance – see Sec tion 7.4.

Power Africa – a U.S. government-led initiative, launched by President
Obama in June 2013, comprised of numerous public and private sector
partners working together to double access to electricity in Sub-Saharan
Africa by adding 30,000 MW of cleaner, more efficient electricity genera-
tion and 60 million connections in Sub-Saharan Africa by 2030.
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Power Purchase Agreement or PPA – a contract between two parties,
one of which produces or generates power for sale (the seller/producer)
and one of which purchases power (the buyer/offtaker). This contract is
sometimes referred to as an "offtake" agreement.

Producer - see Seller.

Project bonds – debt instruments issued in the capital markets to finance
or refinance a power project.

Project Company – See Seller.

Project Documents – the contracts or agreements required for the con-
struction, operation and maintenance of the power plant. Typically this
will include the Power Purchase Agreement, the EPC Contract, Fuel Sup-
ply Agreement, Operations and Maintenance Agreement, and the Inter-
connection Agreement.

Project Finance - see Non-Recourse Financing.

Project Loan – a loan from one or more lenders to the project company,
made for the purpose of financing a power project.

Public Private Partnerships - arrangements between the public and pri-
vate sectors whereby a service or piece of infrastructure that is ordinarily
provided by the public sector is provided by the private sector, with clear
agreement on the allocation of associated risks and responsibilities.

Put Option – the right of the project company to require the offtaker (or
host country) to purchase the power plant or its shares.

Quasi-sovereign bond – see Section 3.3.

Regulator – competent authority of the host government having the
statutory right to regulate agencies and entities participating in the sector,
including the Project Company.
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Reimbursement and Credit Agreement – see Sec tion 7.3.

Resource-based Infrastructure Financing – grants rights to extract
natural resources in the host country in exchange for an agreement by the
holder of the extraction rights to design, construct, and implement a pro-
ject.

Security Agent – agent on behalf of any debt facility with respect to secu-
rity and collateral matters. See also Section 3.2.

Security Documents – the documents that grant the security interests,
mortgages, pledges and other security rights that secure the repayment of
the project loans in favour of the lenders.

Self-dispatched – a power plant which delivers electrical power directly
into the grid without being dispatched by a transmission system operator.

Seller – the entity which is selling power under the PPA. Also referred to
as the Project Company, Power Producer or Generator.

Senior debt – finance provided by lenders which ranks ahead of mezza-
nine and subordinated debt.

Shareholders Agreement – organisational agreement among the share-
holders to a project company, establishing the governance structure of the
project company and the rights among the shareholders.

Site (project) – the land upon which the power plant is located.

Sovereign bond – debt instruments issued by host governments in the
capital markets.

Special-Purpose Vehicle – a corporate entity established specifically for
the purpose of pursuing a specific project and is prohibited from undertak-
ing any activity beyond the project in question. Often called the project
company for the purposes of this handbook.
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Sponsor – a shareholder or other parties affiliated with the shareholders of
the project company, also known as the Investor or Developer in this
handbook.

Spot Market - in the context of the supply of electricity, the wholesale
electricity market into which the project company can sell electricity other
than under a long-term PPA. In the context of a fuel supply arrangement,
the market from which the project company can acquire fuel without en-
tering into long-term fuel purchase obligations.

Standby Letter of Credit – see Sec tion 7.3.

Step-in Rights – the rights granted to the lenders under a Direct Agree-
ment to step-in and cure a default by the project company, under a project
agreement, before the counterparty to the project company may take any
action to enforce the contract against the counterparty or terminate the
contract.

Stranded asset – a power plant which has no power purchase agreement
with an offtaker and no other means of monetizing its generating capacity.

Sub-sovereign bond – a debt instrument issued by a region, province,
state, municipality or state owned enterprise.

Take-or-Pay (Fuel) – in the context of a PPA, the obligation of the off-
taker to pay for an agreed quantity of fuel over a given period of time and
will be liable to pay for this quantity regardless of whether it actually ac-
cepts delivery of the fuel.

Tenor – see Term.

Term – the period of time during which a contract will remain in force,
unless terminated earlier by either party in accordance with the terms and
conditions of the contract. The term of a PPA is usually expressed to run
until a date falling a fixed number of years after COD.
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Volts (voltage) – a derived unit for electrical potential.

Wheeling – the transmission of power by one or more third-party trans-
mission line operators between a power producer and a buyer of electrical
power.

World Bank - International Bank for Reconstruction and Development
(IBRD) and International Development Association (IDA).

World Bank Group – collec tively, the International Bank for Reconstruc-
tion and Development (IBRD), the International Development Association
(IDA), the International Finance Corporation (IFC), the Multilateral In-
vestment Guarantee Agency (MIGA), and the International Centre for Set-
tlement of Investment Disputes (ICSID).

Yield co – Holding company that a developer/sponsor may form, com-
prised of its interest in a project company or companies that have reached
COD and are earning revenues.
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Online Resources
The fol lowing is a non-ex haustive list of ad ditional on line resources:

Understanding Power Purchase Agreements

Understanding Power Purchase Agreement: http://go.usa.gov/FBzH

Country Risk Classifications

Standard & Poor's Risk Ratings: http://www.spratings.com

Moody's Country Risk Ratings: http://goo.gl/QVUG8n

Fitch Ratings Sovereigns: http://goo.gl/ymFQIV

OECD Country Risk Classification: http://goo.gl/vEKPuY

Environment and Social

African Development Bank's Integrated Safeguard System:
http://goo.gl/hWTO5p

Equator Principles: http://www.equator-principles.com

IFC Environmental and Social Performance Standards:
http://goo.gl/pNaCOv

Debt Sustainability

Government Finance Statistics Manual 2014 (IMF):
http://goo.gl/iuxirn

IMF Debt Sustainability Analysis: http://goo.gl/3eCSGz

Public Sector Debt Statistics Guide (TFFS): http://goo.gl/eDm693

Quarterly External Debt Statistics (World Bank): http://goo.gl/RhYYp0

World Bank-IMF Debt Sustainability Framework: http://goo.gl/nsLcEa

Development Finance Institutions
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Development Finance Institutions

Africa Finance Corporation: http://www.africafc.org

African Development Bank Group: http://www.afdb.org

Agence française de développement: http://goo.gl/c8wNXY

Asian Development Bank: http://www.adb.org

Commonwealth Development Corporation (CDC):
http://www.cdcgroup.com

DEG German Investment Company: https://goo.gl/YG0QvH

Development Bank of Southern Africa: http://www.dbsa.org

European Bank for Reconstruction and Development:
http://www.ebrd.com

European Investment Bank: http://www.eib.org

FMO Netherlands Development Finance Company:
https://www.fmo.nl

International Finance Corporation: http://www.ifc.org

Islamic Development Bank: http://www.isdb.org

KfW Entwicklungsbank: http://goo.gl/gUuUzD

Proparco Investment and Promotions Company for Economic
Cooperation: http://www.proparco.fr

Overseas Private Investment Corporation: http://www.opic.gov

Swedish International Development Corporation (SIDA):
http://www.sida.se/English/

UK Department for International Development: https://goo.gl/yTqt8R

World Bank Group: http://www.worldbank.org

Export Credit Agencies
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Export Credit Agencies

OECD List of ECAs: http://www.oecd.org/trade/exportcredits/eca.htm

CESCE (Spain): http://inglaterra.cesce.es

COFACE (France): http://www.coface.com

Delcrede – Ducroire (Belgium): http://www.delcredereducroire.be/en/

EDC (Canada): http://www.edc.ca

EKF (Denmark): http://goo.gl/ATUH5K

ExIm (USA): http://www.exim.gov

FEC (Finland): http://www.finnvera.fi/eng

Hermes (Germany): http://www.eulerhermes.com

JBIC (Japan): http://www.jbic.go.jp/en

KEXIM (Korea): http://goo.gl/sVWZrB

NEXI (Japan): http://nexi.go.jp/en

SACE (Italy): http://www.sace.it/en

UK Export Finance (United Kingdom):
http://www.ukexportfinance.gov.uk

Guarantees

African Development Bank: Partial Risk Guarantees:
http://goo.gl/kRVCFl

World Bank: Guarantees: http://goo.gl/RXm2Tn

Negotiation Support

African Legal Support Facility: http://goo.gl/hux9Va

Host Government Negotiation Support Portal:
http://www.negotiationsupport.org

Political Risk Insurance
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Political Risk Insurance

Africa Trade Insurance Political Risk Insurance: http://goo.gl/ptnyoA

MIGA Political Risk Insurance: http://goo.gl/8rBvwe

OPIC Political Risk Insurance: http://goo.gl/cl1MWr

Power Sector Guides

Africa Power Guide: http://www.africapowerguide.com

Geothermal Handbook: Planning and Financing Power Generation by
World Bank: http://goo.gl/Ftms70

IEA Wind Power Technology Roadmap: http://goo.gl/5uaStk

Important Features of Bankable Power Purchase Agreements by OPIC:
http://goo.gl/fBRXys

Power Africa: http://www.usaid.gov/powerafrica

World Energy Outlook: http://www.worldenergyoutlook.org

Procurement

African Development Bank Procurement Guidelines:
http://goo.gl/ZegcL9

EIB Procurement Guidelines: http://goo.gl/GXd0U3

South Africa's Renewable Energy IPP Procurement Program: Success
Factors and Lessons: http://goo.gl/1YnSGy

World Bank Procurement Guidelines: http://goo.gl/cT3X47

Project Finance

Harvard Business School Project Finance Portal: http://goo.gl/HQufjo

Project Finance Key Concepts (PPPIRC): http://goo.gl/xlTpFN

Public Private Partnerships
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Public Private Partnerships

Infrastructure Consortium for Africa: http://www.icafrica.org

Unsolicited Proposals – An Exception to Public Initiation of
Infrastructure PPPs: http://goo.gl/hXJgFZ

World Bank Public Private Partnership in Infrastructure Resource
Center: http://www.worldbank.org/pppirc

Syndicated Loans

B Loan Structure and Benefits (IFC): http://goo.gl/ep4BzO

Universal Recognition of B Loan Structure (IFC):
http://goo.gl/tFN80U

Uniform Legal Provisions

ISP 98 – http://goo.gl/tSBG63

TSAO 4878 – https://t.co/bVRRfSozLi

UCP 600 – http://goo.gl/QNp1SX
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Acronyms
ADB – African Development Bank

ADF – African Development Fund

AfDB – African Development Bank Group

CDC – Commonwealth Development Corporation

COD – Commercial Operations Date

DBSA – Development Bank of Southern Africa

DEG – Deutsche Investitions und Entwicklungsgesellschaft, German
Investment Corporation

DFI – Development Finance Institution

DSA – Debt Sustainability Analysis

ECA – Export Credit Agency

EIB – European Investment Bank

EPC – Engineering, Procurement and Construction

FMO – Nederlandse Financierings-Maatschappij voor
Ontwikkelingslanden N.V, Netherlands Development Finance Company

IAS – International Accounting Standards

IBRD – International Bank for Reconstruction and Development

ICSID – International Center for Settlement of Investment Disputes

IDA – International Development Association

IFC – International Finance Corporation
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IMF – International Monetary Fund

ISP – International Standby Practices

IPP – Independent Power Producer

IPO – Initial Public Offering

IPSAS – Independent Public Sector Accounting Standards

IRR – Internal Rate of Return

LIBOR – London Interbank Offered Rate

LC – Letter of Credit

MDB – Multilateral Development Bank

MIGA – Multilateral Investment Guarantee Agency

MLA – Mandated Lead Arranger

KWh – Kilowatt Hour

MWh – Megawatt Hour

O&M – Operations and Maintenance

OPIC – Overseas Private Investment Corporation

PCOA – Put and Call Option Agreement

PCG – Partial Credit Guarantee

PPA – Power Purchase Agreement

PPP – Public-Private Partnership

PRI – Partial Risk Insurance
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PRG – Partial Risk Guarantee

PPA – Power Purchase Agreement

PSD – Public Sector Debt

RCA – Reimbursement and Credit Agreement

SBLC – Standby Letter of Credit

UCP – Uniform Customs and Practice

WBG – World Bank Group
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