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1.) 
INTRODUCTION 
The transition from fossil fuels to renewable energy is hindered by numerous barriers and risks. Clean infrastructure projects such as renewable energy technology
 (RET) projects often suffer from high costs and low returns, making them uncompetitive when compared with conventional fossil fuel energy generation. As a result, access to private capital for such projects is limited and the terms are often prohibitive.

A renewed focus of multilateral agencies on clean infrastructure investment in their borrowing member countries, exhibited for example by the World Bank’s Infrastructure Action Plan,
 the Global Environment Facility’s (GEF) efforts to enhance its engagement with the private sector
, and the availability carbon finance, provide an opportunity to enhance private and public investment flows into clean infrastructure projects. 

This paper was developed with funding from the Public-Private Infrastructure Advisory Facility (PPIAF http://www.ppiaf.org/) to provide background to a workshop of development finance agencies and risk mitigation providers aimed at improving the availability and suitability of financial tools available to facilitate private investment flows into clean infrastructure projects in developing countries and economies in transition.
This paper is intended provide readers with 1) an outline of the barriers and risk management issues facing project developers, financiers, operators and other stakeholders of clean infrastructure projects, 2) an overview of some of the most recent instruments used to mitigate risk and 3) a starting point for a practical discussion about public-private interactions that can soon be developed with assistance from GEF and World Bank Group to mitigate perceived / actual risks and facilitate more efficient and effective financing of such projects. 
Theoretically, the sale of emission reductions can transform a useful but marginal RET or energy efficiency
 (EE) business plan  into a financially viable project. In practice, such projects rarely get built because the actual or percieved barriers and risks involved dissuade private sector participation. The issue: how can useful but marginal projects attract sufficient financial interest to become a reality?
2)  USUAL BARRIERS TO RET/EE FINANCING & INVESTMENT 
A)
Typical Barriers to Financing RET/EE Projects 
Small size: RET/EE projects are usually unattractive prospects for commercial lenders and insurers because the administrative costs associated with risk assessments, loan processing and insurance for such projects are high and the returns are low. Attracting the financial interest of international lenders and insurers generally requires a minimum project size of €10 million, and often much more – particularly when the project location is a developing country. Time and again, the small scale of a potential project has prevented an otherwise viable deal from attracting sufficient private financial interest to become a reality. The tight credit and insurance markets of the last few years have exacerbated the situation. Even in the UK, viable but small-scale biomass (a mature technology) projects with power off-take agreements and fuel supply contracts in place must struggle to attract the attention of insurers and financiers. Theoretically, it is possible to
 “bundle” small projects together to create a package that is large enough to achieve critical mass. In practice, however, there is little evidence of this happening.
High transaction costs: In addition to small size, RET (not EE) projects suffer high transaction costs because they often involve newer technologies and less experienced sponsors.  As a result, these projects are more time-intensive and difficult to execute than conventional energy projects.
Low returns: The low returns generally derived from RET projects are a deterrent to shareholder-driven financial institutions. However, energy efficiency projects can enhance shareholder value and credit.
Counterparty credit risk:  Even when a project is large enough and theoretically profitable enough to attract the interest of banks and insurers, the actual or perceived credit risk posed by the project’s host country or developer can  kill a deal. Amongst the private lenders and insurers interviewed for this paper, credit enhancement is widely believed to be one of the most effective products offered by the public sector to mitigate perceived risk and support private financing of clean infrastructure projects.

‘New’ Technologies: Conventional fossil fuel energy projects generally employ mature technologies that have been proven through years of successful commercial application. Conversely, RE/EE projects often employ recent technologies that risk-averse insurers and financiers penalize with prohibitive premiums and terms. “Institutional memory” amongst insurers lingers on from the 1980s when new wind turbine technologies led to frequent losses. 
B)
“Macro” Barriers Preventing the Uptake of RE/EE.

A discussion of risk mitigation and financing instruments for RE/EE projects should mention some of the background “macro” barriers that constrain their development. These include:

· Cognitive barriers – despite progress in recent years, even in OECD countries the public awareness of potential economic and environmental impacts resulting from climate change still remains alarmingly low.

· Political barriers – while the EC is introducing legislation to curb emissions, across the Atlantic it is being repealed
. 

· Analytical barriers – the quality and availability of information about technology performance determines the quality and availability of insurance products. RE/EE technologies often have little history to provide comfort to underwriters.

· Market barriers – the cheaper fossil fuels are, the less incentive there is to pursue RE/EE projects. For example, subsidies for diesel in Egypt prevent the uptake of RET to pump water for irrigation.

· Administrative barriers – even when a project manages to attract insurance and financing, it is complicated and expensive to process Emissions Reduction Purchase Agreements (ERPAs) for carbon credits.
· Legal & Tax barriers – generally relate to lack of clarity in OECD countries.
C)
Least Developed Countries
RET projects are often intended for implementation in developing economies where there are a range of governance issues that deter foreign direct investment (FDI) and limit the availability of many currently available commercial risk management products. While low-cost, low-wage countries such as India and China are growth markets for FDI and associated risk mitigation products; there is little commercial incentive to develop such markets in Least Developed Countries
 (LDCs). Public involvement in risk mitigation by multilateral or bilateral agencies is necessary for FDI in LDCs because the commercial insurance cover offered for non-commercial risks is either inadequate
 or prohibitively expensive. Ultimately, the only way to reduce the cost of such cover is to remove the need for it by transforming the underlying (or absent) political, administrative, legislative and judicial frameworks to the extent that the perception or actuality of political risk is reduced. In the meantime, public assistance will be necessary to work within existing market mechanisms in LDCs. 
The economic risks in developing economies are generally related to currency, interest rates and associated inflation. Project sponsors do not have control over exchange rates, convertibility or repatriation of currency. Currency risk is frequently treated as political risk but most LDC governments are not in a position to bear such risks. Public assistance for liquidity providing intermediaries
 is useful partial risk coverage – especially if applied in a systematic framework designed to support clean infrastructure projects. It would be onerous for donors to provide foreign investors with this cover on a project by project basis. In Africa, one broad solution could be to widen the Euro-supported CFA zone
 to neighbouring countries. Improved monetary stability tends to reduce capital flight and larger amounts of local currency would be available for project finance. Interest rate risk is generally managed by derivatives unavailable in LDCs, although some large oil or mining firms are able to arrange interest rate swaps with the central bank. However, most LDC host governments are not creditworthy counterparties unless backstopped by a creditworthy institution. An increased program of financial and technical assistance to enable LDC central banks to price and manage interest rate and currency swaps for foreign and domestic investors in infrastructure projects would be a useful long-term risk mitigation measure for World Bank to pursue. 
When asked what could help mobilize debt finance for clean infrastructure projects in LDCs and emerging markets generally, private sector lenders in London focused on credit issues. Several suggested that wider application of credit enhancement for local debt issues would be quite useful and indeed, the IFC is undertaking this in market economies. However, even in LDCs, some local financial institutions such as pension funds and life insurance companies can provide substantial local currency funding for asset-backed (infrastructure) debt investments insured through a multilateral / bilateral agency credit enhancement. In all cases, it is in the interest of both the project sponsor and provider of FDI to secure the interest of a local financial institution because the presence of such an investor can help to mitigate non-commercial risk. One new credit enhancement facility that has attracted some interest is the Guarantee Facility for Sub-Saharan Africa or GaurantCo
 . This local currency guarantee facility is intended for larger infrastructure projects but, if successful, could be adapted for smaller project finance deals as well. 
3) COMMERCIAL VS. NON-COMMERCIAL RISKS IN DEVELOPING   
COUNTRIES

In developing countries, the distinction between “non-commercial” and “commercial” risk is often blurred. This is a critical issue. If financial systems are weak (generally considered non-commercial risk) then they can certainly affect commercial risk. Payments that are not cleared or get lost in antiquated internal systems can affect a project’s cash flow badly enough to disrupt its operation.  When the government are off-take buyers or regulators (e.g. utilities), their commercial behaviour (as distinct from their behaviour as political entities) can result in situations that make it difficult to distinguish whether a non-commercial or a commercial risk has materialised. This is problematic for both investors and insurers and is an area where public assistance and new thinking are needed if more/better FDI is to be attracted into “clean infrastructure” in developing countries; especially those which do not offer any other competitive benefits for FDI in manufacturing or services such as China or India. 
The costs of managing everyday commercial risks in LDCs for foreign private sector investors are higher than in their own markets. This is due to the inadequacies of administrative systems, market supporting institutions, human and social capital constraints and lack of infrastructure. Foreign firms in LDCs might be expected to cover risks (and sub-risks) classified as financial and operational. But these ‘commercial’ risks can not be expected to extend to the business environment itself. Except for certain risks such as renewable energy policy, regulatory and environmental, these risks do not arise in other locations.
This point is important because of the distinction that private insurance companies and multilateral / bilateral insurers make between commercial and non-commercial risks when providing cover. A project sponsor who buys comprehensive non-commercial risk insurance (NCRI) is by no means comprehensively insured for any number of quasi-commercial reversals of fortune and business interruptions  caused by poor communications or hidden agendas in a developing country. NCRI from MIGA or a private insurer addresses obvious risks as well as “creeping expropriation” but typically the risk is more one of commercial or contract frustration. Unless a project has a mandate from the top, disinterested (and even well-intentioned) bureaucrats can tie up expensive human resources with (mis)administration – is this a commercial or non-commercial risk?   Compounding matters, there is as yet no universal framework of risks that is generally accepted with the same terms being used with the same meaning. Risks are mapped under sub-headings.  Different analysts will routinely describe the same risks using different terminology, resulting in confusion. The major sub-sets of risks shown in the figure below are generally recognised. However, the interactions between them in developing countries are complex and it is rarely easy to assign any one cause should a claim arise. This is important since insurance contracts are usually quite specific. MIGA has designed breach of contract coverage, where the political (non-commercial) event is defined as the non-payment of an arbitration award by the (sub-) sovereign.  In this instance, the breach of a contract by a (sub-) sovereign could be either for commercial or non-commercial reasons.  

The risks listed below are not exhaustive - the relative weighting of each risk with regard to other risks will be specific to the situation, country, project and investor. Not all these risks will be relevant to RET/EE projects but there are some additional risks listed in section 8 that are. There are just too many risks to be borne by any one party but many can be avoided. Some can be fully or partially covered through normal business insurance (although developing countries often lack a sophisticated local insurance industry) or through special cover provided either by private insurers or by official (multilateral and bilateral) risk insurance and export credit agencies.  
 Map of Possible Risks faced by Foreign Investors in LDCs
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4)
INSURANCE & RISK MITIGATION
Insurance is a legal contract whereby an approved party, the insurer, in return for a payment, undertakes to pay another party, the insured, a sum of money (or an equivalent in kind) upon the occurrence of a specified event(s) which causes a financial  loss to the insured. Insurance contracts provide financial indemnification for losses arising from a defined set of causes, mainly from acts of nature, from human error and malfeasance and from other accidental causes. As a general guide, pure risks are insurable, entrepreneurial risks are not. 
Traditional insurance contracts are characterised by 4 important features
:

1. The purchaser of insurance must have an insurable interest.

2. Risk must exist at the inception of the contract.

3. The insurance contract must transfer some portion of the risk from the purchaser of the insurance to the provider/seller in return for which some consideration (premium) must be conveyed to the seller by the purchaser.

4. The contract is “of utmost good faith”

The first three criteria differentiate the insurance contract from a gambling contract and are necessary for the contract to be considered insurance for tax and accounting purposes. Of particular importance is the concept of insurable interest which also distinguishes insurance from derivatives contracts. A derivatives transaction involves an optionable rather than insurable interest. The principle of “utmost good faith” means that a higher standard of honesty is applied to insurance contracts than commercial or capital markets transactions. In practice, this means it can be hard to collect on a claim and that a wide variety of factors can nullify the contract.

However, traditional insurance is only one of the mechanisms available to manage and transfer infrastructure project risks. The most significant risk allocation tools are the contracts (including fuel supply & power off-take) governing each project participant's responsibilities. The most effective loss prevention mechanisms are sound business and construction practices: EIAs, proper pre-construction planning, use of proven means and methods, experienced personnel, stringent safety programs and excellent relations with local authorities. Other risk management tools can include a range of OTC structured finance products that pay out immediately when triggered.  One lender commented: “The default position of any insurer is: ‘I’m not going to pay,’ so any other means of risk management is preferable.” (He was not referring to any specific entity)
In any event, only some project risks are insurable – generally those that permit insurers to classify and price the risk. Insurer want risks which have quantifiable losses; reliable estimates of claim frequency and severity; little potential for catastrophic loss; feasible premium levels; and a large pool of potential insured projects to distribute risk. One-off projects, innovative technologies and unfamiliar operating environments are anathema to an actuary.  
5)
INSURABLE RISKS AND INNOVATION

There are general constraints on the types of risks that can be insured as well as the magnitude of risks that are transferred to insurance markets. Underwriters consider the expected severity and frequency of losses along with other economic and political factors. There is a grey area between insurable and uninsurable risks, based on frequency and severity of losses. 
Generally, low frequency / high severity events (e.g., terrorism, tidal wave) are not insurable while high frequency / low severity events are ideal for insurance because the data can be statistically modelled for actuarial studies. The major criteria for the insurability of risk can be classified as follows
:

· the probability of events occurring;

· the maximum total loss associated with an event;

· the average total loss associated with an event;

· the average time span between two events;

· the level of insurance premium required;

· the degree to which insured parties can manipulate the risk (moral hazard);

· the degree to which parties subject to greater degrees of risk are more likely to seek insurance (adverse selection);

· legal limitations; and

· insurance cover limitations (liability limits, deductibles etc.).

Insurance industry practitioners emphasise that decisions to insure a particular risk are not taken on theoretical grounds, but in the light of practical experience and commercial considerations. They say the willingness and capacity of insurers to provide insurance for RET/EE projects right now is constrained by: a) regulatory and legal limitations; b) pricing issues; c) demand for insurance elsewhere; and d) the market’s diminished capacity to provide sufficient risk transfer. 

Insurers cite cultural as well as technical difficulties when assessing the risks associated with innovation. They tend to regard new technologies and methodologies as uninsurable entrepreneurial risks. This is because the insurance sector is characterised by ex post evaluations of risk, which by definition cannot be applied to innovation. Even when ‘innovation’ consists of a new combination of established techniques (say, for cogeneration of waste), the exact outcomes and potential effects are nonetheless without precedent. Lack of hard data is the reason for avoiding a proactive stance toward innovation – particularly for smaller projects. This is the reason that activity dependent upon uncertain policy such as Kyoto is deemed uninsurable. However, underwriting is possible even without actuarial data, such as in large, novel engineering projects and sometimes occurs where a government has mandated insurance for certain activities or areas. 

Establishing an operating history and retaining certain operating risks through a self insurance vehicle is one way that several large wind farm developers have gained entry into wholesale reinsurance markets. These captives and captive-like structures (discussed later) are available in certain jurisdictions and may offer occasional possibilities to aggregate projects. Insurance legislation varies from one country to another and specifies what an insurance company can supply under its license. The legal definition of ‘insurance’ in a particular country may mean that certain products are restricted. Whatever the underlying judicial framework, insurance contracts must be legally enforceable.  
6)
REINSURANCE  
A Reinsurer agrees to indemnify another insurance company (the cedant or ‘primary’ company) against all or part of the loss that the latter sustains under a policy or policies that it has issued. The ceding company pays the reinsurer a premium – the transfer of risk is called an assumption. When a reinsurance company (the retrocedant) buys insurance on a reinsured risk, the outward transfer of risk is called a retrocession and the reinsurance company assuming the risk is a retrocessionaire. The purpose of reinsurance is the same as that of insurance: to spread risk. By spreading risk within the insurance industry, reinsurance is the mechanism that enables local and specialist agents to provide cover at a retail and small-scale project level. The type of reinsurance used is determined by the needs of the insurer. The most common reasons for purchasing reinsurance are: 

· Capacity: Allows the reinsured to write larger policies. 

· Catastrophe: Protects the reinsured against a single, catastrophic loss or multiple large losses. 

· Stabilization: Helps smooth the reinsured’s overall operating results from year to year. 

· Financial: Eases the strain on the reinsured’s surplus during rapid premium growth. 

· Withdrawal: Provides a means for the reinsured to withdraw from a line of business or geographic area or production source. 

· Market Entrance: Helps the reinsured spread the risk on new lines of business until premium volume reaches a certain point of maturity; can add confidence when in unfamiliar coverage areas. Wind energy is now fairly “mature” compared to other RETs.
· Expertise: Provides the reinsured with a source of underwriting information when entering a new line of insurance or a new market. The leadership of reinsurance companies is necessary to allow insurers in local markets to offer more cover to RET/EE projects that deploy unfamiliar technologies and processes. 

Who Writes Reinsurance? 

· Direct Writers: Have reinsurance relationships directly with the ceding company. 

· Broker-Market Reinsurers: assume business through reinsurance brokers (intermediaries such as Marsh or Aon) who provide the production or sales support. The broker negotiates and purchases the reinsurance protection on behalf of the primary company, and receives a brokerage commission from the assuming reinsurance companies used by the intermediary. 

· Reinsurance Departments: primary company’s professional reinsurance department that assumes reinsurance business (often a captive).

There are essentially two types of reinsurance arrangements: 

· Facultative Reinsurance: Reinsurance transacted on an individual risk basis. The ceding company has the option to offer an individual risk to the reinsurer and the reinsurer retains the right to accept or reject the risk. 

· Treaty Reinsurance: A transaction encompassing a block of the ceding company’s book of business. The reinsurer must accept all business included within the terms of the reinsurance contract.
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	· Individual risk review 

· Right to accept or reject each risk on its own merit 

· A profit is expected by the reinsurer in the short and long term, and depends primarily on the reinsurer’s risk selection process

· Adapts to short-term ceding philosophy of the insurer 

· A contract or certificate is written to confirm each transaction 

· Can reinsure a risk that is otherwise excluded from a treaty 

· Can protect a treaty from adverse underwriting results 
	 
	· No individual risk scrutiny by the reinsurer 

· Obligatory acceptance by the reinsurer of covered business 

· A long-term relationship in which the reinsurer’s profitability is expected, but measured and adjusted over an extended period of time 

· Less costly than “per risk” reinsurance 

· One contract encompasses all subject risks 


Types of Reinsurance Agreements


Facultative and treaty reinsurance can be written on either a Pro Rata or Excess-of-Loss (XOL) basis. 
Pro Rata: A term describing all forms of quota share and surplus reinsurance in which the reinsurer shares the same proportion of the premium and losses of the ceding company. This is also called a “proportional” agreement and is how MIGA operates in their Cooperative Underwriting Program (CUP – discussed later). The operative relationship is one of sharing.


	Advantages:    
	· Good protection against frequency/severity potential 

· Protection of net retention on first-dollar basis 

· Permits recovery on smaller losses 


Excess of Loss: A term describing a reinsurance transaction that, subject to a specified limit, indemnifies a ceding company against the amount of loss in excess of a specified retention. 


	Advantages:    
	· Good protection against frequency or severity potential, depending upon the retention size 

· Allows a greater net premium retention 

· More economical in terms of reinsurance premium and cost of administration 


7) 
RISK ASSESSMENT & ALLOCATION
A) 
Introduction

The probability and severity of risks for infrastructure projects is assessed on a project by project basis. Perspectives will differ depending on who assesses the risk involved. Some risks can never be properly assessed or quantified. Once assessed, a risk never actually disappears – it is simply transferred (allocated) to somebody else’s balance sheet. Project sponsors and creditors usually focus on business and non-commercial risks. Fund investors, creditors, guarantors and governments are often more concerned about operational and financial risks being taken by the project sponsor relative to its financial and management capability and operational track record. Sponsors and governments may be concerned about the financial risk aversion of creditors and their ongoing commitment should the project run into difficulties during construction. 
For the same project, the risk borne by each of the parties is different, especially in project finance. The first step to mitigating project risks in developing countries is to identify which party involved in a project is ‘best placed’ to take on a particular type of risk. Risks may also be allocated to parties whose actions influence the probability of a particular risk materialising. What represents unacceptable risk to one investor (say, the future value of carbon credits) may not be seen as a significant risk by another. 
Project sponsors are normally expected to take on all the commercial risks. For large infrastructure projects in developing countries, governments (often backed by bilateral / multilateral agencies) need to partially or fully assume the risks that result from their own actions (or lack thereof) including policy, regulatory and country risks. Risks concerning events that neither governments nor project sponsors can control need to be covered by insurance or other contracts/solutions from private sources depending on the insurance premium demanded relative to the risk. Where such insurance is unavailable or premiums are too expensive, then public assistance is required to mitigate risk. Along with subsidized insurance cover and credit enhancement vehicles, public funds can be usefully employed to securitize revenue streams using contingent capital. When a structure for risk sharing can be identified and agreed upon, each of the key risks involved can be allocated and priced under contractually binding arrangements. 
B)
Risk Systems

There are six main ‘risk systems’ including project finance
.
1. Insurance: ‘pure’ risk is a loss – any chance of gain is a speculative or entrepreneurial risk. The insurance industry is the domain of actuaries who analyze pools/portfolios of losses and derive statistical probabilities. Conventional insurance comprises Contractors’ All Risks (CAR) to cover loss or damage to physical property; a liabilities policy to cover physical loss or damage to another person or property; and consequential losses that follow physical damage. Non-physical risks are largely held within a project financing –there is no expectation of a traditional insurance solution for a revenue shortfall.
 The general rule of thumb is that a risk should be handled within a relatively large portfolio of pure risks. This means that one-off projects may not get any portfolio benefit and, as a result, are very expensive to insure. Onshore wind technologies now have ‘ratings’ and benefit from the portfolio effect. Most RETs do not. Financiers and developers should examine the claims performance of their prospective insurer.
2. Statistical Analysis: can be taken to extremes with too few data used to generate probability density functions but is always useful when there is quality input.
3. Risk Modelling: moves on from where statistics leaves off, adding regression analysis, Monte-Carlo simulation and VAR studies. Critical for trading and managing derivatives of all kinds. Risk modelling for hazards is the foundation of actuarial science. In an infrastructure project finance context, risk modelling can be applied with some success to natural resources projects via Real Option Analysis when the underlying output of the project is a traded commodity such as oil, timber or copper. However, without a price history or forward curve there is no realistic volatility input for the real options model. Once there is some solid historical price data available for the carbon markets then this tool will become interesting for renewable energy project finance. 
4. Checklist: as detailed a list as possible of the observations/factors/benchmarks and a long list of questions to verify that the risk management package can comply. While included as a ‘risk system’ in the texts, common sense dictates that this tool is probably more useful as back-up once a deal has been structured or during deal structuring.
5. Contractual: the legal version of a checklist.
6. Project Finance: is all about cash flows. Project finance creates subsets of risks and each one of them is analyzed to see how the risk could impact upon the cash flow profile of the project. There may be 10 – 20 categories of such risks depending upon how they are organized but the crucial factor is cash flow. A project financing is secured on its revenue stream and all other risks flow into and impact (positively as well as negatively) that revenue stream. The fundamental purpose of project finance structures is to enable project sponsors to shed risks to banks and capital debt markets. As a result, the size of the deal has to make sense to the financiers – the administrative costs of project finance are steep because it is extremely credit-intensive so the due diligence required is quite detailed. Minimum size of deal will vary from bank to bank. For instance
, Investec London will look at European renewable energy deals as small as € 5-7 million if they are part of a ‘roll-out’ of technology and will be replicated. Cooperative Bank and Triodos Bank also operate in this space. Generally, very few banks want to do one-off deals of less than € 10 million and at the majors the figure is much higher. In developing countries, higher risks also mean larger project sizes are necessary for international investors to justify costs. However, working with local investors and development institutions, it is possible to create project financing type structures on a small scale. This is what IFC does in many of their energy efficiency deals in Eastern Europe (See section 14 The Role of GEF for some examples)
C) Project Finance
Project finance deals depend entirely on the project’s cash flow projections. This will include; 1) a base case to set the main principal repayment regime, 2) a downside case including completion delays to set the level of reserves (or bin the project – downside must test the transition through the project finance option conversion), 3) breakeven cases – focusing on key cash flows such as price of power / water / carbon credits etc. to determine the viability of contracts and 4) the best case – where risks are managed and upside assumptions kick in – this is also known as the project sponsor’s case. 
Various cash reserves are established to carry through the project financing as a self-sustaining repayment system. These reserves are generally held in escrow accounts thus preventing distribution to equity until the reserves are at a comfortable level and the project’s cash flow performance is as expected. The most common is a debt service reserve (DSR) – generally six months in tenor. Maintenance reserves are for future capex and maintenance payments which can be lumpy in power and water projects.
Once a workable structure has been mapped out for construction/completion, cash flow generation and loan payments, then it is time to calculate credit ratios. There are a number of these but the headline ratio is the debt service cover ratio. Some methods of evaluating this ratio can (but should not) include sub debt. Project finance debt has clear priority and most bankers want to see a ratio of 1.4 or better. The debt equity ratio in project finance deals is generally around 75:25 although deals with low market risk (power purchase agreements in OECD) can achieve 90:10 while deals for mobile phones or commodities are more likely to be around 60:40.
Project financing deals can incorporate a wide variety of instruments for financing and risk mitigation:
	Commercial Bank Loans
Direct Equity 
Portfolio Equity from Infrastructure or Country Funds
Quasi Equity in the form of Preferred Shares
Bilateral Loans or Credits
Multilateral Loans or Credits
Currency, Commodity & Interest Rate Derivatives


	Convertible Loans or Bonds 

Fixed Coupon Bonds or FRNs 

Securitised Receivables under Long-Term Sales Contracts
Export Credit Facilities
Insurance, Reinsurance & Captives
A – loans, syndicated B-loans

Leasing Structures

Guarantees and Warranties




8)
BASIC RET/EE PROJECT RISKS
A)
Physical Project risks 

· Development, Construction & Completion Risks:   Once the EIA is completed and satisfactory, will the project be on time, on budget and is the contractor capable of delivering what he's agreed to? Will an act of God, force majeure or other physical loss impede or otherwise upset the project? Will some outside influence delay or stop the project before it starts? 

· Performance risk: Will the RET/EE technology and management team perform or operate as expected? Elements of performance risk include;
1. Operational Risk 

a) Management Component (very important)
b) Technical Component

c) Cost Component

2. Fuel Supply (resource risk) – lack of wind, sun, wave or other fuel.

3. Technology Risk – uncertainty, lack of historical data

4. Natural Hazard – lightning, fire, flood, earthquake etc.

5. Permit Delivery Risk – shortfall or non-delivery of traded emission reduction permits as specified in ERPA.

B)
 Political / Institutional risks (Non-Commercial)

.

· Regulatory risk: How will evolving RE/EE policy, power market reform, water tariff changes or the future value of carbon credits affect the project’s market? 
· Kyoto Risk: Will Russia ratify the treaty?
· Administrative risk: Will bureaucratic red tape delay the processing of carbon credits, ROCS etc. or otherwise negatively impact the project? Is there a clear chain of command and local support for the project?
· Legal risks: What is the legal framework underlying the project in the broader context of the Clean Development Mechanism, Joint Implementation
 and EU emissions trading schemes? Look at laws, documentation, judiciary enforcement, litigation and liability.
C) 
Big Picture 

The variety of factors that come together to create any bankable infrastructure project 
are complex – particularly when there is political risk and regulatory uncertainty. 
Secure revenue streams and solid relationships with local authorities go a long way to 
creating a bankable deal but it is easy to get lost in details and agendas. Lenders will 
tend to step back for a more holistic view of the potential project and the people 
involved. The diagram from Marsh below is a high level ‘risk radar’ of 
the factors 
that financiers and insurers look at to make a judgement about any project.
 “Risk Radar” illustrates the relationship of high level factors relevant to risk mapping.
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9) 
APPROACHING LENDERS

Lenders need to see a variety of documentation before spending any time on due diligence. This first bankability check often screens out small-scale projects. Required documentation generally includes;

· Memorandum on the project development and CEO’s / developer’s track record.
· Excerpts from the Commercial Register, Articles of Incorporation etc.
· Balance sheet and P&L statement including completion costs and timing. 
· Mid-term budget with a minimum 5 year horizon.

· Data regarding the project-related repayment capacity of the collateralized loan.
· Detailed description of the project / technology.
· Computation of the financial requirements and the anticipated repayment plan.
· Substantiation and supporting documents demonstrating valid contracts and licenses from the relevant local authorities.

· Outline of anticipated country and currency risk.

If the lender is satisfied with all of the above documentation then risk mitigation and risk finance options are seriously explored. 
10)
GUARANTEES
The objective of project finance is often to amalgamate various kinds of guarantees, warranties and contracts from participants so that the financial burden or risk of any one party will not be too much, but the combined guarantees and contracts of all the parties will be a bankable credit. Since most project financings have high D/E ratios, guarantees are especially necessary to mitigate and transfer the risk of the project to one or more third parties and permit the mobilization of debt on an off balance sheet basis. They provide a basis for transferring certain risks to parties (equipment manufacturers, export credit agencies, multilaterals etc.) who are not directly involved in the operation or financing of the project. By having a third party guarantor assuming the defined types of risks of a project financing through a guarantee rather than a loan or contribution to capital, sponsor keeps the guaranteed project debt liability off-balance sheet at its parent company level, while achieving its objective of getting the project built. Both direct and indirect guarantees for the project are monitored by ratings agencies – particularly when they impact on project cash flow projection and various ratios and interest cover may be affected. 

The objectives of third party guarantors vary. Governments, ECAs and MDBs such as World Bank are motivated by economic, political or social needs of the exporting, investments by their nationals or interest of host country. 

Private companies may benefit from providing guarantees by: 

· A construction contract for an infrastructure project.

· Supplying fuel 
· Supplying equipment/products or services used in connection with the construction or operation of the project.

· Earning an investment return on an equity interest in the project.

· Contractors –  Operations & Maintenance etc.
Commercial third party guarantors provide guarantees for a fee and include; banks, insurance companies and investment companies. Banks offer letters of credit
 that are used to enhance the loans of an under-capitalised company. In turn, a sponsor will reimburse the bank against a draw on its letter of credit (LC). There are basically two types of LC: commercial LCs and standby LCs. Commercial LCs relate to the transport of goods while standby LCs may be likened to a letter of comfort. Standby LCs are not actually guarantees but serve the same purpose as they are not actually meant to be drawn upon. Increasingly, firms are looking to contingent capital facilities provided by reinsurers if they feel there is a real possibility they will require a capital infusion at pre-negotiated terms (see section 16) Banks tend to consider standby LCs as contingent obligations. Insurance companies can issue performance bonds and construction completion bonds and some types of insurance policies such as political risk and business interruption insurance are could be structured as financial guarantees. There is a grey area between many types of insurance and guarantees. 

Typical coverage of guarantees includes:

· Commercial Risk – the repayment and performance of loan agreements is the most common assumption of commercial risk in project financing. Most types of commercial risk need to be covered by guarantees from the sponsoring party or from some responsible third party. These generally include; a) completion – sometimes assumed by the contractor, b) cost over-run – many bad experiences means contractors are reluctant to cover this, completion bonds are sometimes used for large projects, d) delay – particular problem in LDC privatisations, e) costs of raw materials & energy – deliver-or-pay contracts  and f) market for product – off-take agreement

· Political Risk – “traditional” political risks plus any other cover as specified. 
Types of guarantees
:

· Limited Guarantees– may be limited in time or amount or both. Guarantees are not required to cover 100% of the lenders’ credit exposure. They make take the form of deficiency guarantees or first-loss guarantees up to a certain amount. WB partial credit guarantees are an example of coverage for a designated part of debt service payments. Limited guarantees for cost over-runs and operating expenses are fairly common as are pre-committed pools of funds (limited amount). Guarantees limited in time can take the form of a bridging guarantee that expires after the project performs to specifications for a certain period of time. 

· Indirect Guarantees – generally take the form of a third party guarantee for rights and obligations of parties in project contracts - take-or-pay (off-take), put-or-pay (supply) or transportation agreements – which would set the contractual framework for limited recourse loans of the project or equity investments. Government subsidies are indirect guarantees.

· Contingent Guarantees – for remote / contingent risks.
· Implied Guarantees - essentially “comfort letters” these are subjective although often given between parent companies and subsidiaries.

· Completion Guarantees – the greatest period of risk in a project financing is during the construction and start-up phases of a project. Completion guarantees are normally provided by a project’s sponsors where their credit standing is superior who in turn may purchase bonds and insurance.

· Construction Contract Guarantees/Bonds
 – include; a) bid bonds – to make sure each bidder is serious, b) performance bonds – to provide funds in the event the contractor fails to perform, c) advance payment guarantee – to assist the contractor to purchase materials and equipment and hire personnel, d) retention money bonds – holding back some payment to cover unforeseen expenses and e) maintenance bonds – to correct construction defects. Typically the performance bond and retention bond are converted to a maintenance bond upon completion of the contract. 

· Deficiency Guarantees – limited in amount to the deficiency suffered by a creditor in the event of default.[all the financial guarantees operate to cover the deficiency only.]

· Political Risk Guarantees – multilateral s/ bilaterals provide explicit political risk guarantees / insurance. In addition, multinational / MFI sponsorship provides comfort for private financiers and may serve as some de facto political risk cover.   

· Export Credit Agencies – provide a variety of political & commercial insurance; as well as comprehensive cover.
· Direct and Indirect Political Risk Guarantees - multinational sponsorship (including multilaterals/bilaterals) provides some de facto political risk cover.   
.
11)
LEASES

Equipment leases: can be used as a form of project finance since many of the objectives of a project financing can be achieved by using a lease. Apart from the use of leasing to achieve a project financing of capital equipment, leases may be used with numerous lending structures. The IFC supports leasing as a financing tool in many countries in the developing world.
.
Leveraged leases: the lessor leverages a 15-30% investment with non-recourse finance for the balance of the purchase price of the leased equipment. The most attractive feature of a leveraged lease is its low cost compared to alternative methods of financing. Leveraged leasing is especially useful for large capital equipment projects with economic lives of up to 25 or more years
. 
This type of leasing structure is considerably more complex than a simple two-party transaction involving a lessee and lessor. Leveraged leases are generally offered by corporations in a tax-advantaged structure. The lessor in a leveraged lease becomes the owner of the leased equipment by providing only a percentage (typically 20%) of the capital necessary to purchase the equipment. The remainder of the capital is borrowed from institutional investors on a non-recourse basis to the lessor. The loan is secured by a first lien on the equipment, an assignment of the lease, and an assignment of the lease rental payments. The cost of non-recourse borrowing is a function of the credit standing of the lessee.  The lessor in a leveraged lease can claim the entire tax benefit incidental to ownership of the leased asset (and residual value) even though the lessor provides only 20% of the capital. This is the “leveraged” aspect of a leveraged lease. Because of this tax advantaged structure, the lessor is able to provide the lessee much lower rates than would be possible under a direct lease. However, the legal expenses and closing costs can be expensive and so leveraged leases are normally employed for large capital equipment purchases. However, leveraged leases are also used for smaller, repetitive transactions where the use of standardized documentation
 holds down legal and administrative costs – this is the sort of program that can be used to promote the use of consumer RETs like domestic PV. Debt for leveraged lease can be sourced from a wide variety of financial institutions and funds.

Facility Leases are often used for power plants and other immobile installations with supply and off-take (PPA) agreements. In this instance the lessor will generally want to either own or have a leasehold interest in the land that is longer than the term of the capital equipment lease. A number of ‘facility support agreements’ exist to structure a facility lease.

Synthetic Leases are non-tax oriented leveraged leases in which a variety of security instruments are used to build the total financing necessary to purchase the asset or equipment to be financed. For example, debt secured by a senior first secured interest may be used to finance 60-70% of the equipment cost. Subordinated debt may then be used to finance the remainder of the cost of the equipment. If the equipment has some kind of residual value then there may be an additional third tier of lenders. Synthetic leases may be structured off-balance sheet for the lessee. These leases may be used in developing countries where a lease is superior to a first mortgage to protect property rights. In a synthetic lease, the tax benefits of the equipment lease are claimed by the lessee. 

Islamic Leases (ijara)
 are a growing source of funding. Leasing accounts for about 10 percent of Islamic financial transactions and is designed for financing vehicles, machinery, equipment, and aircraft. Different forms of leasing are permissible, including leases where a portion of the instalment payment goes toward the final purchase (with the transfer of ownership to the lessee). 

12)
RISK MITIGATION INSTRUMENTS (World Bank Group)
The principal official multilateral providers of Non-Commercial Risk Insurance (NCRI) are: 

The World Bank Group (WB)  (http://www.worldbank.org/)  comprising the two main components of the Bank that lend to governments or to projects with government guarantees - the International Bank for Reconstruction & Development (IBRD) and its soft-window, the International Development Association (IDA) – as well as two organizations that provide financial services directly to the private sector, the International Finance Corporation (IFC http://www.ifc.org/ ) and the Multilateral Investment Guarantee Agency ( MIGA http://www.miga.org/); 

The principal Regional Development Banks including IADB (http://www.iadb.org/ ), ADB (http://www.adb.org/ ) and EBRD (http://www.ebrd.com/ ) and to a lesser extent the AfDB (http://www.afdb.org/ ); 

Sub-regional multilateral insurers including: the African Trade Insurance Agency (ATI – supported by World Bank http://www.ati-aca.com ); the Inter-Arab Investment Guarantee Agency (IAIGA http://www.iaigc.org/ ); and, the Islamic Corporation for the Insurance of Investments and Export Credit (ICIEC – part of the Islamic Development Bank Group http://www.iciec.com/).
This section focuses on World Bank Group products and services.
A)
MIGA

The largest of the multilateral NCRI providers is the World Bank’s MIGA, established in 1988 with an initial capital stock of SDR 1 billion. As of mid-June 2003, MIGA’s capital base was nearly $ 2 billion. MIGA was set up to fill the gaps that were perceived to exist in NCRI coverage at the time for FDI in developing countries and especially in the LDCs. Despite the entry of more aggressive private firms into the NCRI market in the 1990s, MIGA retains a useful role in many countries where the involvement of an intergovernmental agency is perceived to be an essential ingredient in deterring, moderating or correcting host country behaviour that might have an adverse impact on foreign investment.  

Against a backdrop of difficult financial markets, war, and the SARS epidemic in Asia, MIGA issued close to $1.4 billion in guarantee coverage during the fiscal year (FY) that ended June 30, 2003. The coverage was for 37 projects, up from 33 the previous year. In dollar terms, the amount guaranteed was only marginally higher than FY 2002 and still down from $2.2 billion in FY 2001. Capacity remains an issue in the (re)insurance markets. However, in relative terms, MIGA's performance was strong, with the agency recording the second highest amount of new coverage issued in calendar year 2002 among all the members of the Berne Union (the international union of credit and investment insurers, consisting of 51 member organizations from 42 countries http://www.berneunion.org) and the most of any public insurer. 
MIGA’s main leverage in the NCRI market is its intergovernmental ownership.  As of September 2003 its shareholders comprised 163 countries (divided between 22 industrial countries and 141 developing countries, with 7 countries in the process of fulfilling membership requirements). MIGA can provide risk cover to investors from all its member countries, investing in other member countries. It normally does not provide risk cover to investors investing in their home countries (domestic firms) or in countries that are not members.  Unlike private insurers who are very secretive, MIGA can not provide political risk cover without obtaining the consent of the host government concerned. MIGA’s political risk guarantees cover foreign direct equity and related debt investments, including loans and loan guarantees provided by shareholders provided they have a maturity of at least three years. It can provide NCRI cover for technical assistance, management contracts, turnkey contracts and associated performance bonds, franchising contracts and licensing agreements. 
MIGA's Investment Guarantee Services – Political Risk Insurance (web-links to MIGA site)
Transfer Restriction

Expropriation  
 


War and Civil Disturbance 
Breach
ofContract

Investors are able to choose any combination of coverage for these risks. MIGA does not cover currency devaluation, but is able to provide coverage for contract frustration, and policy and regulatory risk. Cover for “creeping” expropriation is available as well as limited cover for partial expropriation (confiscation of funds or tangible assets).  For breach of contract coverage, claims against MIGA can only be activated and paid out provided the insured claimant is either denied appropriate judicial or arbitration relief, or after a judicial or arbitration award has been made in favour of the claimant but not honoured by the host government. That usually means that settlement occurs 2-3 years after the initial default by the host government has triggered remedial action by the insured investor and only after due process has been followed. MIGA recognizes that there can be a lengthy arbitration process, and hence MIGA is able to provide provisional payments prior to an award having been made in favour of the claimant. MIGA does not cover the incremental costs and losses of the insured claimant during that period of time and these can sometimes be substantial.

Equity investments can be covered up to 90% plus up to an additional 450% of the investment contribution to cover cumulative earnings attributable to the investment. Debt (loans and loan guarantees) can be covered up to 95% of the principal amount (with higher exceptions being made in unusual cases) plus up to an additional 135% of the principal amount to cover accrued interest over the life of the loan.  Risk coverage is typically available for up to 15 and sometimes 20 years. This is twice the tenor of most private insurers active in the market. Its maximum single risk cover limit in 2003 was $ 200 million per project (compared to perhaps $800 million for private insurers – capacity is fluctuating rapidly) although MIGA can arrange for higher limits by syndicating. MIGA does not have a minimum transaction size requirement.
The pricing of MIGA’s risk cover is determined by the nature of country and project risk and the effective price varies depending on the type of investment and the industry or sector. Annual premium rates generally vary between 30 and 100 basis points (0.30% to 1.00%) per risk but can range as high as 150 bps.  Premiums have to be paid at the beginning of each contract period.  Compared to the private sector (with premiums ranging from 25 to 500+ bps) MIGA’s pricing structure is flat.  . Under MIGA contracts, the investor has the option of cancelling coverage (and stopping premium payments) after three years but MIGA cannot cancel the coverage before the agreed final term at its own option unless the insured investor defaults on contractual obligations

MIGA is recognized for working closely with both other public and private insurers
. Cooperation is achieved through: treaty and facultative reinsurance, coinsurance and the Cooperative Underwriting Program (CUP). The CUP is a coinsurance program designed to encourage private insurers to cover political risk insurance for projects alongside MIGA. Under the CUP, MIGA is the insurer-of-record and issues a contract of guarantee for the amount of insurance requested by an investor (subject to available capacity), but retains only a portion of the amount for its own account. This represents public-private interaction in the NCRI market and is a good model for other public insurers. However, due to reductions in the credit ratings of private political risk insurers, the CUP no longer is as attractive, especially to lenders.  Instead facultative reinsurance is the preferred syndication route. Going forward, both facultative reinsurance and the CUP can play a useful role by forming insurance syndicates to take risks in LDCs where private insurers prefer not to assume exposure without World Bank Group’s ‘preferred creditor’ protection.  
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(Courtesy MIGA website) 

MIGA’s Investment Marketing Services 

MIGA has been quite innovative in expanding its range of non-financial investment promotion and technical assistance services to encourage greater FDI flows to the developing world, although they focus more on ‘economies in transition’ than IDA countries.
· Capacity Building – advisory services

· Information Dissemination: MIGA's online investor information services include (follow link):




The Investment Promotion Network



PrivatizationLink 




PrivatizationLink Russia 




FDI Xchange
· Investment Facilitation

B)
IBRD & IDA Guarantees
Partial Credit & Partial Risk Guarantees

The IBRD and IDA can provide guarantees for commercial lenders in a project financing structure. They benefit equity investors by enabling them to mobilize long-term debt. The IBRD and IDA guarantees, which cover government contractual obligations towards private projects, require a counter-guarantee of the sovereign government. When available, a sovereign counter-guarantee can deter unsociable behaviour by host governments against the interests of a particular project or toward foreign investors in general. However, unlike NCRI, these guarantees do not cover equity investments.  If a project fails due to the host government defaulting on its agreements, then only lenders under a project finance structure would be paid under the guarantee if such government breach of contract is specifically covered by the guarantee. From a practical perspective, few RET projects are of a large enough scale to the attract national interest necessary for a sovereign counter-guarantee. 
The Partial Credit Guarantee (PCG) covers all occurrences and causes of non-payment (not just sovereign risk) for a designated part of a creditor’s loan to a project – usually the later maturities. Partial credit guarantees are used encourage private-sector lenders, such as commercial banks and leasing companies, to make loans for projects that they would otherwise not lend to.  These guarantees share the risk of the loan with the private lender so the lender has an incentive to make a good lending decision but has partial downside protection in the event the loan is not fully repaid. PCGs are normally used to cover commercial financing of public borrowers and are only available to IBRD eligible countries (not IDA countries). The IBRD product is generally used to facilitate the extension of tenor in loans and bond issues in the capital markets. PCGs are flexible instruments that can accommodate different structures to suit different needs such as: covering principal for bullet maturity bonds; rolling coupon and principal guarantees for different types of bonds; and later maturity principal repayments of amortising syndicated loans.  

The Leyte-Luzon Power
 project: this geothermal power deal is an older but good example of a partial credit guarantee facilitating the construction of a large RET project. In 1994 IBRD made a direct loan to the project and also provided a guarantee for a $100 million bond issue floated by the Philippine National Power Corporation (PNPC) in the US market.  The guarantee was in the form of a put option enabling investors to ‘put’ the bonds to the IBRD at par on their maturity date in year 15. Without the put feature there was no way that PNPC could have floated a 15-year bond issue to US institutional investors.  The put option, which is one form of a partial credit guarantee, enabled the bonds to be sold into the US 144a institutional market - generally investors that only buy investment grade paper. So, by deploying the PCG for this geothermal plant, the IBRD actually introduced the Philippines to a new fixed income investor base. The Philippine government provided indemnity to the World Bank for providing the put option guarantee. PCGs are generally applied in cases where creditworthy sovereign borrowers have limited access to medium and long-term capital markets or to fill a financing gap for large public or private infrastructure investments. This type of guarantee has been used for sovereign borrowing, but can be structured for private projects, provided that the counter-guarantee is available. 

The World Bank Partial Risk Guarantee (PRG) covers lenders for specific sovereign risks arising from a government (or government agency) default on contractual obligations, or the occurrence of certain force majeure events of a political nature. Examples of such risks or events could include: (1) maintaining an agreed regulatory framework for an RET project; (2) adhering to agreed tariff formulas for an infrastructure project; (3) delivering fuel for a power project; (4) compensation for delays; (5) political events - new governments reneging on commitments of its predecessor; (6) currency convertibility / transferability; (7) unfavourable changes in national laws; (8) expropriation and nationalization; and (9) obstructing an agreed process of arbitration. 

PRGs are useful where there is emerging but untested legal / regulatory frameworks where private financiers perceive a high risk of policy reversal and the WB’s direct involvement is critical to securing private loan financing. In such cases PRGs can help mobilize long-term private financing in infrastructure projects on improved terms with a degree of assurance that the host government’s commitments for projects will be met.  A PRG does not actually increase the host government’s obligation to protect private investors in a deal - it simply upgrades the quality of the obligations it has already made.  

The “Asia Power Deal of the Year 2002”
 is the Phu My 2 Phase 2 Power deal employing an IDA Partial Risk Guarantee syndicated loan. This 715-MW gas fired power project was the first private infrastructure BOT project of any size (total financing requirements of $480 million) to be completed in Vietnam. The debt facility consisted of: a $75 million IDA guaranteed commercial loan, a $25 million ADB ‘guarantor of record’ loan backed by private PRI; a $50 million direct ADB loan; a $150 million JBIC loan and $40 million Proparco loan. ANZ, Soc Gen and Sumitomo were lead arrangers. The principal categories of risks which are covered by IDA are: breach of contract by government entities (PPA & Fuel supply); currency convertibility / transferability; Vietnam political force majeure events including changes in law; natural force majeure events outside the fence; and expropriation. The IDA guaranteed loan has a 16-year maturity including a 2 year construction period.

Enclave Guarantees (see Enclave) are partial risk guarantees structured for export-oriented, foreign exchange generating commercial projects in IDA countries.  
These are useful risk mitigation instruments for leveraging private debt finance for developing countries but relatively little use is made of them. Guarantees account for about 1% of World Bank Group’s total loan exposure and this seems quite low given their utility. Why have so few deals been done? There is a view that WB prefers to lend to countries rather than to guarantee deals for private lenders.  Guarantee fees are set at the level equal to charges on Bank loans to countries. IBRD currently charges a guarantee fee of 75 bps per annum on a contractual basis 
 on the exposure arising from disbursed and outstanding balances paid out under guarantees, along with a standby fee of 75 bps per annum on a contractual basis 
on committed but unused exposure. In addition it charges for IBRD guarantees a front-end arrangement fee of 100 bps on the amount guaranteed.  It charges private borrowers an extra fee of 15 bps or $100,000 (whichever is higher) of the guaranteed debt as well as an additional processing fee of 50 bps of the guaranteed debt to cover the out-of-pocket expenses. 1% front end fees are not payable on IDA guarantees. 

C)
IFC Risk Mitigation Instruments
The IFC has developed significant expertise as the largest multilateral player in financing private foreign and domestic investment in developing countries and also as a packager of project finance and syndicated commercial loans. IFC provides a broad range of financing to private companies, including debt and equity, and also syndicates debt to commercial banks through its ‘B’ loans.  IFC offers private companies a range of risk mitigation products (see http://www2.ifc.org/proserv/products/risk/risk.html). It provides clients with access to asset-liability management services and products such as currency and interest rate swaps, caps, collars and floors by acting as an intermediary between its clients and market counter-parties.  IFC also provides some risk-sharing structures and guarantees that allow its clients to transact directly with market counter-parties without its financial intermediation. 
As of 2001 IFC also began offering partial credit guarantees to clients in some emerging markets. (http://www2.ifc.org/proserv/products/guarantees/guarantees.html). These cover client repayment and interest servicing obligations on bonds and loans.  IFC can also provide local currency guarantees to the extent that it is able to fund its commitments by mobilizing local currency and hedging its exposure in the local swap market. IFC’s guarantees are available for debt instruments as well as trade obligations. They cover commercial as well as non-commercial risk. The IFC instruments are useful because they extend longer the maturities than available to most private players investors in emerging markets. Guarantee costs are consistent with IFC’s loan pricing structure, which is based on commercial market rates and hence depends on country, industry, and project risks.  IFC takes full private-sector risks in its investments (it is not allowed to take government guarantees), in contrast to the risk World Bank which can only lend to governments or to activities carrying government guarantees.  In particular, IFC’s risk guarantees rely solely on private sector credit whereas the World Bank’s risk products must all carry a counter-guarantee from the host government. . The IFC is building up its book of guarantees much more quickly than the World Bank or MIGA. 
IFC's Tlalnepantla Municipal Water Conservation project in Mexico is an example of a small local currency guarantee intended to facilitate sub-sovereign financing. In February 2003, IFC issued a partial credit guarantee (of up to $3 million) to a private Trust to help it raise funds from the local capital market. The Trust is financing water conservation projects carried out by a local water utility that is owned and operated by the municipality of Tlalnepantla. This is the first municipal bond offering in Mexico that is dependent on the full faith and credit of the local municipality without a federal guarantee. The transaction introduces a new local asset class for the Mexican capital markets. Municipal governments provide the majority of infrastructure services in developing countries, but they have often lack access to capital markets. 

IFC’s ‘B-loan’ programs
 (see http://www2.ifc.org/syndications/) operate in the same way as MIGA’s CUP, but involve commercial loans instead of syndicated insurance cover. These programs mobilise private sector funds from commercial bank syndicates to participate in the debt component of project financing and risk management structures for investments financings in developing countries. Using this structure, IFC and the banks share in the project financing risk and IFC is the ‘lender of record’ to the project entity.  IFC B-loans are never guaranteed by the host government but IFC’s presence helps to obtain financing for longer maturities at lower cost because: (a) private lenders receive the same treatment as IFC, including immunity from taxation and the preferred access to foreign exchange that IFC may enjoy as a multilateral development institutions and (b).advantage for private lenders is that banks lending to projects in developing countries under the protective umbrella of the IFC B-loan structure can reduce or eliminate the often have lower regulatory risk provisioning requirements of their central banks than would otherwise be the case.
D)
African Trade insurance Agency (http://www.ati-aca.com) 

“The African Trade Insurance Agency (ATI) is an African-wide institution supported by the World Bank, whose objective is to facilitate access to, and improve the terms of trade finance for imports into and exports from African member countries. ATI, which is also supported by Lloyd’s of London underwriters, will achieve this objective by making political insurance readily available to exporters” (from the website). According to the site, there is no minimum size transaction but anecdotal evidence from insurers who have relationships with ATI suggests that the small size of deals is a problem because they are uneconomical to process and manage. The World Bank has provided U$105 million in credits to seven member countries to back up ATI policies. The World Bank loans are placed in offshore trust accounts and are meant to be leveraged by private insurers to provide additional insurance capacity. The leverage ratio currently varies from 1:1.5 to 1:4. ATI currently acts as an agent for private insurers, facilitating and administering the issuance of insurance policies. Zurich Emerging Markets Solutions (ZEMS) has a ‘Memorandum of Understanding’ with ATI but has done little business as yet. 

13)
THE OFFICIAL BILATERAL INSURERS 

The relevant official bilateral insurers (OBIs) are usually the Export Credit Agencies (ECAs). Many only commenced project finance in the mid-1990s. Prior to then ECAs could rely on a bank, government or large corporate’s guarantee to complete a deal. Accepting a range of project finance risks upon completion of a deal is new for most ECAs but they have been quite active. 

ECAs are estimated to support four times the amount of oil, gas and mining projects as the collective activities of all the multilateral financial institutions (MFIs) such as the World Bank Group. Half of all new greenhouse gas-emitting industrial projects in developing countries have some sort of ECA support. A number of NGOs have taken issue with ECAs who “often back such projects even though the World Bank Group and other multilateral banks find them too risky”
. Yet, the ECAs/OBIs are essential to foster private sector development of emerging markets and are increasingly aware of their environmental impacts. For example, at a recent trade show, the Sustainable Energy Expo 2003 in London, the UK’s ECGD renewable energy team was out in force and keen to promote export opportunities for the British RET/EE industry with a new series of programmes and brochures detailing their services. The ECAs recognize that renewable energy and energy efficiency technologies are growth markets for exports. The largest Official Bilateral Insurers (OBIs) in terms of premiums generated and risk assumed are:

Overseas Private Investment Corporation (OPIC) of the USA; 

http://www.opic.gov/ 

Not an ECA but offers PRI and project finance loans of up to $200 million ($300 million for oil & gas) directly.  

Nippon Export and Investment Insurance (NEXI) of Japan; 

http://nexi.go.jp/e/01.html 
In 2001 the Japanese government announced that EID would separate from MITI to form an independent agency. NEXI is emerging as one of the world's largest insurance organizations, with tie-ups to private insurance and credit investigation companies. Some argue that this will keep the government's role in the market large and will push private companies aside. Environmental guidelines were set in April 2000.
HERMES and Treuarbeit of Germany; 

http://www.eastwest.be/east_west/hermes.html 

“Hermes offers companies risk management solutions tailored to their needs... The Euler & Hermes insurance products and services are adapted to the special requirements of every country” (from website). HERMES has long and varied experience of working on project finance deals with KfW and has the advantage of a concessional funding basis, meaning it can usually undercut the German Banks. HERMES provides a wide range of insurance solutions (including Alternative Risk Transfer) and advisory services for German companies.

Compagnie Francaise d’Assurance pour le Commerce Exterieur (Coface) of France; 

http://www.coface.com 

In keeping with the general public-private interaction of French commerce, Coface has followed the lead of enterprising French multinationals. (Proparco is a wholly owned subsidiary of the AfD (http://www.afd.fr/english/groupe/filiales_proparco.cfm) for private sector support and development finance and is particularly active in Francophone Africa and parts of Asia.)

Export Credit Guarantee Department (ECGD) of the United Kingdom; 

http://www.ecgd.gov.uk/ 

The British have entered into some very aggressive 100% Political Risk Insurance deals in areas where Britain is well regarded, including China. Their website features a “premium calculator”. (The Commonwealth Development Corporation, CDC developed an excellent reputation for power and agribusiness deals but since ‘corporatisation’, CDC Capital Partners focuses on private equity/mezzanine rather than project finance.)

Export Development Corporation (EDC) of Canada; 

http://www.edc.ca/index_f.htm 

EDC is noted for an aggressive team who are willing to create packages, work with other agencies and have undertaken a mix of transactions across a wide range of countries (including openings provided by US embargoes). Advocate of clean technology. Nortel is a big customer. 

Sezione Special per l’Assicurazione del Credito all’Exportazione (SACE) of Italy;

http://www.isace.it/portale/home.asp 

SACE has a strong record of project finance deals following Italian contractors and equipment. 

Export Finance & Insurance Corporation (EFIC) of Australia; 

http://www.efic.gov.au/
EFIC is supportive of SMEs but tends to be more of a “local player” according to market sources.

Nederlandsche Credietverzekering Maatschappij NV (NCM) of the Netherlands; 

http://www.fbg.nl/90810 

NCM is a private company owned by the Dutch banks, and a number of insurance and export finance companies.

Compañía Española de Seguros de Crédito a la Exportación (CESCE) of Spain; 

http://www.cesce.es/ 

CESCE has established solid credentials in project finance, particularly in Latin America.

Exportkreditnämnden (EKN) of Sweden.  

http://www.ekn.se/cgi-bin/index.pl?inenglish=1 

As with the other Scandinavian OBIs, EKN follow their corporates closely in their project finance and risk management transactions. Notably, they often include structured-finance components in their deals such as defeasance and leasing.

Trade patterns around the world change and evolve and more “South-South” trade flows and exports are going to be an important source of FDI for LDCs as well as having the potential to get projects built in areas that the West considers too risky. ECAs to watch include:

Credit Guarantee Insurance Corporation of Africa (CGIG) of South Africa
http://www.creditguarantee.co.za/ 

Malaysia Export Credit Insurance Berhad (MECIB) of Malaysia

http://www.mecib.com.my/index1.html 

China Export Credit & Insurance Corporation (SINOSURE) of China

http://www.sinsosure.com.cn 

Payouts

Unlike multilateral or private risk insurers, ECAs/OBIs have paid out over $150 billion in insurance claims over the last ten years and have been compelled to write down roughly $80 billion in their own debt claims on heavily indebted developing countries under debt forgiveness programmes
.  They have salvaged and recovered about 65% of their claim losses from host countries through patient and persistent recovery efforts.  The role of these agencies in world trade is critical. Most of the export credit business of these institutions is accounted for by dealing with one another. Despite the losses they have absorbed, OBIs continue to provide investment insurance against the three basic political risks: expropriation, war and civil war, and currency convertibility/transfer. Non-commercial risk insurance (NCRI) coverage generally applies to investments made by national firms in developing countries. Cover is not usually provided for OECD countries. OBIs will only insure investments in developing countries with which their own country has a bilateral investment treaty.

Definition of Cover

ECAs/OBIs entered the NCRI market by way of the export credit business. They were required to provide cover for commercial and non-commercial risk for the goods/equipment being exported from their country and also to provide the financial facilities that these exports required. Their risk insurance exposure to developing countries has increased dramatically during the last decade. The evolution of these varied agencies and the services they offer has led to some confusion between the following named products; 1) export credit insurance, 2) investment insurance, 3) political risk insurance (PRI) and 4) NCRI. Though often used interchangeably, the last three do not actually mean the same thing. Investment risk insurance covers both commercial and political risk insurance (PRI). PRI comprises only one component of NCRI.  Most OBIs now provide PRI
for equity and debt. 
Adverse Selection?

There is now a grey area between what was traditionally called ‘export credit insurance’ and political risk insurance to cover investment. In the past, the bulk of PRI was issued under standard export credit arrangements. However, the oligopoly that ECAs/OBIs had over the NCRI market has diminished since the early 1990s as private insurers have now taken a large part of market share. As a result, ECAs/OBIs are being squeezed into being NCRI providers of last resort - taking only business or political risks that neither the private insurers nor multilateral agencies want just so they can promote their own country’s capital exports. How will the ECAs’/OBIs’ priorities shift over the next few years as a result of this potentially adverse selection? Mandates are coming under strain. Governments generally do not allow ECAs/OBIs to provide NCRI cover if private insurers are willing to take the risk and so they end up tackling the worst risks - while being required to break even financially at the same time.
However, private sector insurers are required to pay taxes and are subject to sometimes onerous regulatory oversight. Many ECAs/OBIs are not subject to these regulations. Also, the political risk cover facilities that ECAs/OBIs provide result in the banks they insure being able to avoid statutory “provisioning requirements” (a zero weighting in central bank risk matrices). Private insurers do not get this benefit. Going forward, more public-private partnerships (PPPs) between the ECAs/OBIs and private insurers would be a welcome development for increasing the flow of private investment capital into clean infrastructure projects in developing countries.

14)
THE GLOBAL ENVIRONMENT FACILITY (GEF) 

A)
Introduction

The Global Environment Facility
 (GEF) is the financial mechanism of the Convention on Biological Diversity (CBD) and the United Nations Framework Convention on Climate Change (UNFCCC), and functions under the guidance of, and is accountable to, the Conferences of the Parties of these Conventions
. The GEF is currently in the “GEF-3” period (FY03-06) and the total resources available during this period are US$ 3 billion. At COP7 three new funds were announced. Two are related to the UNFCCC; the Special Climate Change Fund and the Least Developed Countries Fund. While the third, the Adaptation Fund, is related to the Kyoto Protocol. The GEF was requested to operate these new funds. However, to date, only the Least Developed Countries Fund is operational and it provides technical assistance to governments but does not fund projects. 

“The GEF shall operate, on the basis of collaboration and partnership among the Implementing Agencies
, as a mechanism for international cooperation for the purpose of providing new and additional grant and concessional funding to meet the agreed incremental costs of measures to achieve agreed global environmental benefits in the following focal areas
: 



(a) Climate Change, 



(b) Biological diversity, 



(c) International Waters, and  



(d) Ozone Layer Depletion.” 

RET-related projects fall largely within the GEF’s climate change mandate. Initial elements of a proposed GEF approach to support projects that address “vulnerability and adaptation to climate change” were presented at the May 2003 Council meeting in an the information paper
. The approach described in the paper is based on three key components: (1) support provided under the GEF climate change focal area for those adaptation activities which fall within the context of national communications; (2) support for projects that link climate adaptation strategies with other measures that achieve other GEF-supported global environmental benefits; and (3) greater consideration to climate change impacts as a long term risk to the sustainability of other GEF projects.

The second and third points above are interesting because GEF is proposing to thread the climate change theme (and associated funding) through all its focal areas. For example, within the biodiversity focal area, assessment of ecosystem vulnerability to climate change can be financed in the context of threat analysis. In addition to these activities, it is proposed that dedicated resources be provided under the climate change focal area so as to demonstrate through a more focused and strategic approach projects the link between climate change adaptation strategies and other measures that achieve GEF-supported global environmental benefits. Recently it was agreed that top priority should be given to funding of adaptation activities to address the adverse impacts of climate change from the resources of the Special Climate Change Fund
. The importance of linkages among focal areas is currently being emphasized. However, since the Special Climate Change Fund and Adaptation Fund are not yet operational, a nominal US$50 million in FY05-07 is to be allocated within the climate change area to “advance learning on how best to respond to adaptation”
. 

B)
Financial Resources Available for Projects

The GEF’s “Strategic Priorities and Projected Levels of Financing” can be found in GEF/C.22/6 GEF Business Plan FY05-07 and are summarized below. The breakdown provides an idea of areas where funds may be available to finance renewable energy related research and projects.
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Capacity Building

Enabling Activities (biodiversity, climate change, and POPs) 


128 



Cross-cutting Capacity Building 



 

68
 


TOTAL 






 

196


Biodiversity

Catalyzing Sustainability of Protected Areas 




 393 


Mainstreaming Biodiversity in Production Landscapes and Sectors 

 252 


Capacity Building for the Cartagena Protocol on Biosafety 


 75
 


Generation and Dissemination of Best Practices for Addressing

Current and Emerging Biodiversity Issues 




 64 


TOTAL 
 







 784 


Climate Change

Transformation of Markets for High Volume Products and Processes 
 
 95 


Increased Access to Local Sources of Financing for Renewable

Energy and Energy Efficiency 
 





 156 


Power Sector Policy Frameworks supportive of RET/EE



 127 


Productive Uses of Renewable Energy 

 



 160 


Global Market Aggregation and National Innovation of Emerging

Technologies 
 







 100 


Modal Shifts in Urban Transport & Clean Vehicle/Fuel Technologies

 84

Piloting an Operational Approach to Adaptation 

 


 30 


Short-term Measures 

 





 12 


TOTAL 

 






 764 


International Waters

Catalyze Financial Resources for implementation of agreed actions 

 191



Expand global coverage with capacity building foundational work 

 148 


Undertake Innovative Demonstrations for reducing contaminants and

addressing water scarcity 






 59 


TOTAL 








 398 


Ozone - Methyl Bromide Reduction 





 12 


(Continued below)
Persistent Organic Pollutants

Targeted Capacity Building 






 9 


Implementation of policy/regulatory reforms and investments 


 114 


Demonstration of innovative and cost-effective technologies 


 90 


TOTAL 








 213 


Sustainable Land Management

Capacity Building 







 90 


Implementation of innovative and indigenous sustainable land 

management practices 







 160 


TOTAL 








 250 


Integrated Approach to Ecosystem Management 



 112 


Small Grants Program
 






 170 


Total -- Focal Areas and Themes 





 2900 


Corporate Services 







 100 
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Wind Onshore
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Wind Offshore
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Solar PV

n / a 

n / a 

Wave / Tidal

Geothermal

Biogass

Small Hydro

n / a 

n / a 

Biomass

Availability of cover

Increasingly comprehensive and competative cover - rates going down, cover being extended

Broad cover - leading markets available, standard rating available, possible high premiums / deductibles 

Partial cover - Growing market interest, some gaps in cover, limited capacity, high premiums / deductibles, 

Very limited cover - Few markets, restrictive terms and conditions, many exclusions 

No cover available from traditional insurance markets


C)
The Project Approvals Process 

The Secretariat reviews each new project concept to ascertain that: (1) it is eligible according to the GEF’s Project Review Criteria; (2) it addresses a “strategic priority”; and (3) it can be accommodated within the projected level of financing for that priority. Only projects that meet all three criteria are recommended to the CEO for inclusion in the Work Program. The Secretariat and the Implementing and Executing Agencies are working together to improve the predictability and timeliness of GEF’s resources. The Secretariat, on the basis of information provided by the Trustee
, proposes a certain level of funding in the business plan period (i.e. GEF-3) and projects the levels of approvals expected under “expedited procedures”. 

The GEF approvals process is probably too slow for direct engagement with the private sector. The process to approve GEF “full-size” (over U$ 1 million) projects takes about three years. As a result, expedited procedures are available for “medium-size” projects (known as MSPs and may be valued up to U$ 1 million) and “Enabling Activities” (EAs). On average, it takes about one year for a MSP from identification, preparation to approval.  Project preparation grants of up to $25,000 are available for the development of a medium-sized project. EAs requiring GEF grants of less than $450,000 for the biodiversity and climate change focal areas also follow an expedited procedure but this still takes about a year according to World Bank
. Short-term projects may include “initiatives to seize unforeseen opportunities and to meet contingencies” as well as “mitigation measures in areas for which operational programs have not yet been developed - such as transport, carbon sequestration, and agricultural waste.”
 
During the “Third Replenishment Period of the GEF” (for FY03-FY06: GEF-3) donors lobbied the GEF for a performance-based system to allocate GEF resources. Such a system would provide for varied levels and types of support to countries based on transparent assessments of those elements of country capacity, policies and practices. Targets are scheduled for GEF-4.

D)
Partnership and Performance of GEF Entities

The GEF will works through the three Implementing Agencies, the seven Executing Agencies, and the Scientific and Technical Advisory Panel (STAP) using a system of comparative advantage to decide how to allocate funding. The GEF Instrument (para 22) refers to the need for the Implementing Agencies to operate “within their respective areas of competence.”  These areas are defined in GEF/C.22/6 GEF Business Plan FY05-07 and summarized below
. 


Comparative Advantages of the GEF Implementing Agencies

· UNDP: Capacity building and technical assistance projects at the country or multi-country level.

· UNEP: Catalyzing the development of scientific and technical analysis and advancing environmental management on a regional or global basis, in complement with UNEP’s own programs.

· World Bank Group: Investment Projects at the country or multi-country level, mobilizing private sector resources, and policy dialogue and policy reforms in various economic sectors.


Comparative Advantage of the GEF Executing Agencies

· Regional Development Banks: Investment projects at the country or multi-country level and mobilizing private sector resources within their respective regions.

· FAO: Persistent organic pollutants in the agriculture sector.

· IFAD: Land degradation, with emphasis on smaller countries, particularly in Africa, through community-based natural resource management and poverty alleviation and national execution arrangements.

· UNIDO: Persistent organic pollutants in the industrial sector.

E)
Partnership with the Private Sector

The GEF’s Monitoring and Evaluation Unit recently completed a Review of GEF’s Engagement with the Private Sector (GEF/C.22/Inf.6). Based on the findings of this review, another document was prepared presenting the process of developing an approach to engaging the private sector; A Strategic Approach to Enhance GEF’s Engagement with the Private Sector (GEF/C.22/Inf.10). A more detailed version of the approach will be presented to the Council for the May 2004 meeting. The anticipated approach will strengthen existing project focused practices and will support “experimenting with innovative approaches.” Depending upon the “innovative” approaches adopted, the GEF has a number of useful financial mechanisms that could be put to use either directly or indirectly developing private sector RET projects.
F)
GEF Contingent Finance Mechanisms

· Contingent Grant: Unlike a conventional grant, a contingent grant is repaid to the GEF if the project is successfully financed.  The project proponent views the grant as a short-term, unsecured loan that is included in total project costs.  If the project is unsuccessful, the GEF funds paid out become a grant.  
· Performance Grant: This type of grant is provided on the basis of completion or satisfaction of certain milestones.  A contingent grant and a performance grant could be combined so that a project sponsor receives funds upon completion of certain milestones (performance) and funds could be forgiven if the project is not successful (contingent).  

· Contingent or Concessional Loan: A contingent loan differs from a contingent grant in that a loan is treated as debt and therefore has a higher repayment priority than the converted grant.  A grant is treated as project equity or an asset unless another arrangement is negotiated.  A contingent loan is repaid on a similar schedule and with similar interest to other loans.  Similar to the contingent grant, it could be forgiven if the project fails.  A concessional loan refers to GEF’s ability to provide loans at below-market rates. The availability of the concessional loan could be contingent upon participation of other commercial lenders to achieve co-financing and leveraging of non-GEF funds.  Contingent or concessional loans would likely supplement (and probably be subordinate to) other project debt.  

· Partial Credit Guarantees
 are used encourage private-sector lenders, such as commercial banks and leasing companies, to make loans for projects that they would otherwise not lend to.  These guarantees share the risk of the loan with the private lender so the still lender has an incentive to make a good lending decision but has partial downside protection in the event the loan is not fully repaid.  GEF partial risk guarantees were pioneered in the IFC/GEF Hungary Energy Efficiency Co-financing program 
 and are also being used in the IFC/GEF projects in a number of other countries countries. PCGs have proven to be quite effective at leveraging private investment flows.

· Investment Funds are for-profit, private sector, environmental funds that receive grant and/or non-grant funding from the GEF.  The objective is to provide commercial or quasi-commercial financing to subprojects through a fund manager, with a possible financial return on capital.  GEF has supported investment funds in several ways, including: (i) grants for the incremental fund management costs to identify and process GEF-eligible investments; (ii) concessional co‑financing for smaller/riskier projects; and/or, (iii) as a lower tier of capital to boost investment returns to higher-tier, commercial investors.
· Reserve Funds: A reserve fund is a method of leveraging GEF capital by allowing lending institutions access to a pool of reserves (or bank capital).  For example, a GEF grant to a bank for $8 million could increase lending for renewable energy or energy efficiency to $100 million.  Depending upon their capital adequacy ratios, these lenders can provide additional credit at some multiple of GEF support (U.S. commercial banks usually have ratios of 8 percent, which means for every $100 lent, they must maintain $8 in capital coverage).  
G)
Utility of GEF Contingent Finance Instruments

Contingent financing is conceptually attractive when there is substantial uncertainty about the existence and extent of incremental costs, characteristics not unusual in projects endorsed by development institutions. Instead of committing to a grant which may subsequently prove to have been unnecessary, contingent financing recognizes the potential need for support but draws on GEF resources only when justified later, on the basis of actual rather than projected costs.  To avoid moral hazard (inducing project failure to “collect” a grant), contingent loans and contingent grants are carefully structured to include risk sharing arrangements. Project sponsors are expected to cover normal commercial costs while the GEF can cover the incremental costs of achieving environmental benefits.

In many cases, the barrier to private sector investment has been identified as “perceived risks rather than a clearly identifiable higher cost” and so the GEF is interested in using guarantees or other alternatives to grants. Wider application of credit enhancement has been identified time and again by the private sector as being of paramount importance to attracting investment capital to work in developing countries and uncertain projects. The presence of GEF funds in a deal provides comfort to other lenders. However, working with GEF is a slow process, as noted earlier, and this is a deterrent to the private sector.

H)
Sample GEF Projects & Programs

In 2000, China received GEF assistance of $12 million for a $98 million windpower project. The remaining funds will be provided by the Asian Development Bank (ADB – a new implementing agency), and provincial power companies and banks in China
. To meet GEF criteria, the project had to demonstrably help remove barriers to wind power development and promote private sector investment. Additionally, the venture created significant local employment opportunities. Of the $12 million contributed to the project out by GEF, $ 6 million was a grant and other $6 million will be an interest-free contingent loan. This loan will be repaid if the wind farms are successful, but will be converted into a grant if they are not. This approach allows GEF to help bear the perceived risks associated with wind farms while helping to build confidence in the new technology.
Generally, the IFC operates as a commercial investor. However, in certain cases there are strategic and/or developmental reasons that justify the use of below-market rate financing.  In addition, there are instances in which concessional financing may be used to fund strategic market interventions that remove barriers to Energy Efficiency technologies and business activities. In such instances, the IFC accesses GEF funding. The portfolio of GEF-assisted IFC Energy Efficiency projects is listed below with links to the IFC site:

Poland Efficient Lighting Project (PELP):  PELP was the first GEF climate change mitigation project designed to work directly through private sector delivery channels.  It was a $5 million initiative designed to reduce electricity consumption in Poland by stimulating the consumer market for efficient lighting products.  PELP applied competitive, market-based program approaches to achieve sustained price reductions for compact fluorescent lamps and to dramatically increase consumer awareness and support for such technologies.  PELP also mobilized additional financing from industry services and consumers. 

Efficient Lighting Initiative (ELI):  Based on PELP, ELI is a three-year, US$15 million program that aims to help overcome barriers to energy efficient lighting technologies in Argentina, the Czech Republic, Hungary, Latvia, Peru, Philippines, and South Africa.  
Hungary Energy Efficiency Co-Financing Program (HEECP):  HEECP utilizes US$5.7 million of GEF funds pooled with a $12 million IFC investment to build the energy efficiency financing capability of Hungarian financial intermediaries.  The program provides partial credit guarantees (and a small amount of technical assistance) to support energy efficiency projects originated and funded by IFC’s partner financial intermediaries.  

IFC also executes another program with GEF funding, the IFC/GEF SME Program
 which stimulates greater involvement of private small and medium enterprise (SME) sector in addressing two specific GEF objectives – biodiversity and climate change. (SMEs are defined as viable businesses with less than $5 million in assets).  Viable institutions working with SMEs in GEF eligible countries are eligible to act as IFC/GEF SME Program Intermediaries. SME Program Intermediaries receive a long term low interest rate loan of from $500,000 to $1 million (for up to 10 years at an interest rate as low as 2.5% p.a.). Intermediaries use the loan proceeds for debt or equity financing of the approved project(s) which address the biodiversity or climate change objectives of the GEF. (A list of projects is available on the website). To date 22 Intermediaries operating in more than 20 countries have been approved and are now financing over 130 different SMEs or SME projects. IFC is currently designing a follow-on SME Program. 

I)
COP 9 and Beyond
 
The GEF reported to COP 9 in Milan (December, 2003) and also received guidance. From “Additional guidance to an operating entity of the financial mechanism
” (advance draft copy):

“The Conference of the Parties,

2. Requests the Global Environment Facility:
a) To continue its support for education, training and public awareness activities relating to climate change;

b) To operationalize the new strategic priority in the climate change focal area (Piloting an operational approach to adaptation) as soon as possible;

c) To include in its report to the Conference of the Parties at its tenth session information on specific steps undertaken to implement this decision;

3. Invites the Global Environment Facility to give appropriate consideration to addressing the priority needs identified by non-Annex I Parties in their regional action plans…”

Nothing unexpected emerged from COP 9, however the GEF has been under some scrutiny recently and it will be interesting to see how 2b (highlighted above) is interpreted. There have been a number of recent personnel changes at the GEF that could ultimately augur some new approaches to how the institution interacts with the private sector. Some direct contact from the “financial mechanism” with the financial markets would be welcome but is not imminent. GEF will continue operate through its Agencies who are interested in expediting the use of the GEF’s contingent financing instruments to leverage additional private investment flows. 

15)
INSURANCE FOR FINANCING RET PROJECTS

A) 
Introduction

Quite a few RET projects are built on-balance sheet because financiers and insurers, while interested in a growth area, are not prepared to work with risks they do not yet fully understand. More lenders are willing to step in once a project is operational because costs overruns and delays in start-up are particular concerns. Generally, revenue exposure as a result of delays and maintenance issues is the prime focus of the relationship between financiers and insurers in the West. In the UK, efforts to find financing for RET would be underpinned by a long-term, binding commitment by the government to the Renewable Obligation Certificates
 (ROCs) market. Germany has been successful in developing the EC’s largest wind industry through a program of tax incentives – a useful example for all OECD countries. 

In section 5, the inability of insurers to price innovation was discussed. The challenges with regard to RET/EE projects may be briefly summarized as follows:

· Lack of underwriting practices that deal with uncertainty of new technologies

· Lack of material information on likelihood and severity of risks

· Lack of suitable risk transfer mechanisms / structures

· Poor loss histories associated with certain RET

There are three principal stages (testing phase included in construction/completion) of risk financing for RET projects and associated insurance policies that correspond to each phase:

1. Pre-Construction Phase 

· Transit – marine, air, road – damage or delay


2. Construction Phase

· Contractor’s All Risks (CAR)

· CAR – Advanced Loss of Profits

· Business Interruption (BI)

· BI – Advanced loss of Profits

· Latent Defect / Decennial 

3. Operation Phase

· Property Commercial All Risks

· All Risks Business Interruption

Of particular importance are the clauses in the policies. Non-Vitiation ensures that lenders are reimbursed in the event of a loss despite a material breach of policy conditions / warranties. All policies carry standard exclusions. The primary objective of the financier is to transfer as much risk as possible to insurers or contract parties with primary consideration to;

· The impact on project finance costs and

· The collateral requirements of financiers / investors

Each phase has different risk considerations and often different insurers. Project financiers are primarily concerned with project completion and debt service payments. They will generally make stipulations with regard to the size and applications of deductibles.
On the following page is a “heat map” providing rough indications of RET insurance cover available in the private market, courtesy of Marsh Marine & Energy Practice
 

This diagram provides the reader with a rough idea of the availability of commercial insurance across different lines for renewable energy technologies. (Courtesy Marsh Ltd.)

B)
Wind Energy

A number of insurers had costly experiences with wind power in the 1980s and early 90s because they did not fully understand the wind energy business and the technology was immature. Policies were provided for the performance of relatively untested wind turbines, their efficacy and even the lack of wind. In effect these insurers were underwriting the wind industry's research and development risk. As losses mounted, the insurance industry backed away from wind energy and became much more diligent about technology in general and RE technologies in particular. The wind energy industry has undergone enormous growth and the technology has matured considerably since these early poor experiences but many insurers still remain cautious and want to see technologies “tested to death” according to one broker. A year ago, Miller Insurance approached 47 different insurers for underwriting to renew their wind energy facility and 30% of these companies would not engage in any discussion of wind power at all. (Miller and a number of other brokers in the UK and USA now offer “WindPro
” WindPro is specialized service provider based in California that will underwrite wind energy developments almost anywhere in the world.) A year on and there is considerably more capacity in the market for onshore wind, although premiums are still high. Large wind developers sometimes employ captives (see ART products section 16) to reduce their overall cost of cover.

Onshore Wind
Nsure Renewables
 has been insuring renewable energy developers in the UK and Europe for the last 11 years. As of this November, the renewable energy insurance manage has a mandate to work with anybody worldwide. In the past he has worked with UK companies in developing countries but now the remit has been extended to foreign companies in overseas locations because insuring onshore wind energy has become a competitive business. Nsure has a reinsurance relationship with Willis to back capacity but rarely use it. When approaching a potential new account, he and other insurers, generally open the dialogue with a Risk Assessment (see Appendices) and the look over the Engineering Reports provided by the client before the underwriter’s survey. Warranties for onshore wind energy equipment are longer in tenor (out to 5 years vs. 2 for Biomass) and more extensive than any other RET (partly as a result of the loss hangovers of the 1980s/90s). Material Information (loss history) is usually not a factor in pricing a wind project because they are generally new risks, not existing businesses. New sites are ‘adjusted’ after 3-5 years experience. Rush thinks that premiums for onshore wind are starting to level out after deductibles increased fourfold and premiums more than doubled during 2001/2002; “It’s a cyclical market and premiums should start trending lower again in 2004/2005.” Pricing structures for onshore wind are now standardized through Rating Programs that do not exist for other RETs. This is a numbers game – the more projects there are, the easier it is to create a rating and price policies more competitively. A rating is a premium figure on the value of a project/equipment & revenue stream as a percentage of the policy that an insurer wants to cover. Ratings determine coverage and excess levels (deductibles). Once a rating structure is in place (as for property & casualty insurance) then premiums are more predictable over time. Wind premiums are currently sustainable but insurers are wary about the growth in the size of turbines – until recently most onshore turbines were around 300-900kw but now 1.5MW is fairly routine and offshore turbines can be massive - as large as 4MW
. The largest certified offshore turbine is a 3.6MW (GE
) – at least 8000 hours of testing is required for certification. While the premium calculation will vary from risk to risk (site to site), the rating structure ensures that onshore wind energy insurance cover can be priced almost anywhere in the world. However, the cost of political risk cover has killed some deals including a large planned development in Turkey. 
The table below lists some of the main providers of cover for onshore wind developments. 

Onshore Wind Energy Insurers
	Market/Location
	UK Projects
	International Projects (ex USA/Canada)
	US/Canadian Projects

	Munich Re/London
	Y
	Y
	Y

	Royal & Sun Alliance/London
	Y
	N
	N

	Allianz/London
	Y
	Y
	Y

	ACE Global Markets/London
	Y
	Y
	Y

	ACE Europe/London
	Y
	Y
	N

	AIG/London
	Y
	Y
	Y

	Aegis/London
	Y
	Y
	Y

	Millennium/London
	Y
	Y
	Y

	Swiss National/Zurich
	Y
	Y
	Y (self procured)

	Partner Re/Zurich
	Y
	Y
	Y

	Converium/Zurich
	Y
	Y
	Y

	MARP/Munich
	Y
	Y
	Y

	AXA Paris / Hamburg
	Y
	Y
	N

	Liberty International/London
	Y
	Y
	Y


Offshore Wind

Offshore wind poses a marine risk and turbine sizes are much larger. A broker at Heath Lambert
 describes the construction risks as being particularly difficult to insure. Piling operations of the size and magnitude required for 4MW wind turbines have never been done before. The size of monopile installations is an issue and engineers are considering a move toward a “tripod” type of installation. Anecdotal evidence suggests that GE will need to employ favourable leasing structures get the largest turbines installed. Lenders do not have an appetite for offshore risk in the UK despite the good wind conditions. Until there is more security around the ROCs market that will probably remain the case. Offshore wind poses construction and maintenance risks that impact upon completion times and business interruption insurance. For a start, there are simply not enough properly equipped barges to complete projects or maintain existing projects. Forster cites the example of the Mayflower – a state of the art marine construction barge – which has been due back in the UK (from China) for months to start on an offshore project. Previous policies written for North Sea oil work do not transfer to offshore wind farm construction for a variety of reasons. Nigel Baker of Swiss Re
 says that, for too long, the insurance industry has been trying to adapt existing marine policies and that this simply will not work – the current products are uninsurable – new policies must be written from scratch. In many instances, it is simply logistics that holds back the development of new policies designed for renewable energy technologies.

C)
Other RETs

Biomass

Biomass technology is generally mature but new and larger scale processes are emerging all the time. Finding cover and financing is often an “economies of scale” issue with smaller projects in diverse geographical locations. Several insurers are examining the possibility of bundling together proximate biomass projects in the UK but have not had any luck so far. One issue that comes up repeatedly when seeking financing for biomass / biogas and cogeneration projects is security of fuel supply – effectively business interruption cover for supply chain and crop yield insurance issues. Financiers want fuel supply insured but as yet there is no product to do it. Marsh and Swiss Re are currently working in a to develop risk financing instruments to secure forward streams of Renewable Obligation Certificates as well as power off-take and waste supply contracts. These are all crucial for securing finance for biomass projects.

Geothermal

Geothermal projects are expensive to drill and build and often employ some degree of public assistance. The following power generation processes are usually covered;
· Dry steam plants, which directly use geothermal steam to turn turbines; 

· Flash steam plants, which pull deep, high-pressure hot water into lower-pressure tanks and use the resulting flashed steam to drive turbines; and 

· Binary-cycle plants, which pass moderately hot geothermal water by a secondary fluid with a much lower boiling point than water. This causes the secondary fluid to flash to steam, which then drives the turbines.

Geothermal exploration and drilling risk has been notoriously expensive to cover but this situation is improving as underwriters become more familiar with the technology. There may be some similarities to insuring a fossil fuel drilling operation but the risk / reward is quite different from a financial perspective and often geothermal energy drilling projects get only one try. This is in part the result of and compounded by the fact that small geothermal projects are generally not backed by large corporations but by developers who are viewed as a credit risk thereby inflating premiums. Certain risks are insurable. Marsh is providing Control of Well / Operators Extra Expense cover for the geothermal drilling phases of a Hot Dry Rocks
 project. This follows a relatively standard drilling procedure but in slightly different geological formations and this is reflected by higher rates. The cover provides indemnification for the cost involved in bringing an out of control well under control plus any redrilling expenses.

Solar / PV

Often tends to be a small-scale or consumer product and so does not usually attract the attention the commercial insurers. However, in Australia the government has thrown its support behind a proposed $800 million, 1km-high tower that stands atop a transparent solar collector measuring 7km in diameter. The process works by heating air at the base - which is about 30C hotter than air at top of the tower. The resulting convection force creates a powerful updraft which generates 650 GW of clean power a year. A London broker will be placing insurance for both the construction (Property Damage / delay) and operational (Business Interruption) phases of the development.

In California, the state government is investigating the use of large scale solar to pump water and a major reinsurer has looked into providing cover should the project go ahead.   

Wave / Tidal
The wave / tidal / ocean current sector is rapidly developing with many devices showing potential to become commercial. However, it will be a long time before underwriters are comfortable enough with the technology involved to start writing technology based risks. Some marine insurers will provide cover for the construction, delay in start up and liability risks associated with small demonstration projects. As this technology may have great promise in the UK, there is considerable interest in getting pilot facilities built. 

Hydro
Large scale Hydro is well understood and can be insured up to $250 million+ occurrences. Small-scale hydro schemes are typically defined as having an installed capacity of less than 10mw. Small run of the river facilities can be covered for contractors all risks as well as property damage
. Although hydro is often regarded as a 'proven' technology that is fully commercialised, developments continue on all design aspects, such as new materials, improved construction techniques, and better appropriate ancillary systems. The most modern plants wave energy conversion efficiencies of up to 90%. Small scale hydro has been a mainstay of rural energy development for many years. China alone accounts for 80% of small hydro capacity in developing countries driven by long standing rural electrification programmes from the government. However, small-scale and micro-hydro developers at the London Sustainable Energy Expo in October reported difficulties finding commercial insurance cover to operate outside the OECD.

D) 
Developing an Insurance Market for Small-scale RET
Size Matters
Projects below a certain size fall off the radar of most commercial brokers although a local agent will take on a small risk if it is a line that he is comfortable with. In the UK Nsure cover several one tower wind energy installations – all of which are community financed. Nsure believes that community financed renewable energy projects will grow in popularity in the UK.
In the UK, an experienced commercial broker will look at a smaller RET deal but generally needs to charge a minimum £10,000 to come up with a solution assuming a fairly “light touch”. If any detailed due diligence / structuring is required (which is likely for any construction) then the minimum fee is closer to £25,000. According to one broker familiar with the market, even at this level there would be little or no margin and he would be looking to the operating insurances to make the margin. In developing countries with restrictive insurance policies the profit margin is often too thin to work with. “The opportunity costs of small to medium size projects are very high and not career enhancing.” Assuming a brokerage/consulting fee of 10%, £25k translates into a £250,000 premium which at say 1% - 3% of project value for construction translates to £8.5 million to £25 million. For consulting work with no transaction revenues, attached minimum fees are generally around £10,000.
Gap in the Market

There is a gap in the market. Even viable RET/EE and other clean infrastructure projects with a market value of less than $15 million have difficulty finding insurance cover, and as a result, financing. (However, a fully financed wind project will usually find cover even if it is only a single installation) Only niche insurance operations with low overheads are able to service small-scale developers and even then there is a steep learning curve and indeterminate risk reward ratio for many projects. 
New Entrants – The Way Forward for Small Projects
Recently, there have been several developments in the insurance market that appear promising for small projects / sustainable development. In July of this year, the management bought out Gerling’s Global Sustainable Development Group
 in Marseilles.  The management founded the group in 1998 and, as a result of their independence, are now free to focus on smaller projects or long-term climate change related business development opportunities that were not were not on the parent company’s agenda. Some of these include; a biogas development in Vietnam, RE business partnerships in North Africa and several research projects, including a UNEP study on risk mitigation for RET.

In the UK, Forestry Risk management Services is currently in the process of forming a new entity named Forest Re (see Appendices for an information sheet) to meet the needs of the small scale global forestry sector. This proposed venture offers an example of the way forward for the type of niche reinsurers that will be required to fill the current capacity gap at the small end of the market in RET. In Forestry, banks will provide bonds or guarantees for $500m projects but projects with values from $4m to $100m have difficulty mobilizing such financial support other than at excessive transaction costs. For these lower value projects, insurance is a more cost-effective solution. However, capacity for conventional forestry insurance has decreased significantly in the last 12 months. Additionally, there is no extant insurance capacity to support environmental income flows arising from forestry projects. Forest Re intends to cover community projects and carbon sequestration activities as well promote biodiversity. The insurance market appetite for forestry as a business class has significantly reduced in 2003 with forestry companies paying premium rates of between 100% and 300% over those in 2002. In addition, there are higher excesses and lower loss limits applied in the contract renewals. The market is likely to remain hard over the medium term under existing market conditions. The leading forestry reinsurer in 2002 will reduce participation in 2003 to about one third of the 2002 values. This will be similar to reductions by other reinsurers, particularly in the critical London market. In order to target both commercial forestry and forestry environmental projects, the proposed new capacity has to have the potential to provide risk cover for revenues arising from environmental services as well as conventional forestry products. The current business plan is for Forest Re to form a Lloyd’s syndicate to take advantage of the institution’s ‘A –‘ credit rating and 65 global operating licenses as well as make use of the expertise native to the London market.

If the multilateral financial institutions are interested in providing better risk management products to the developers and financiers of small scale infrastructure projects then serious consideration should be given to the formation of a publicly supported small specialist insurer as a pilot program. GEF funds could potentially be made available for the purposes of a capacity building study to identify the most cost-effective and politically expedient method of implement such a pilot program. Some ideas as to how this might be accomplished are offered in the summary of the next section.
16)
ALTERNATIVE RISK TRANSFER & RISK FINANCE
A)
Background

Prices for traditional commercial insurance have climbed steadily since the late 1990s, when the supply of risk capital (capacity) began eroding. This usually cyclical trend has accelerated since September 11th and, while capacity has returned to certain lines such as property, some types of cover are simply no longer available at any price. As a result, corporate risk managers searching for new risk solutions are looking closely at the various financing arrangements known collectively as Alternative Risk Transfer (ART). These products, which blend elements of corporate finance and insurance, are designed to protect balance sheets from the financial repercussions of natural and man-made disasters. ART products are known informally as the derivatives of the insurance industry
 and a fair amount attention has been given to the so-called “convergence” of the insurance and capital markets over the last few years.
However, according to industry sources, there is a lot more looking than buying. Chris Tagg, of the Structured Risk Practice at Marsh, estimates that only about 1% of ART-related enquiries actually result in transactions. According to Swiss Re
, the global ART market was worth U$88 billion in 2001 and will grow by an average of 10% a year for the next several years. However, these figures are mostly premiums related to self-insurance vehicles (discussed below) which are not considered “pure” ART by specialist practitioners. Pure ART includes only products that combine finance and insurance tools, and / or involve recourse to new capital markets. The best known example of pure ART is the securitizing of catastrophe risks by repackaging insurance premiums into interest bearing securities and sourcing new capital from outside the insurance industry. Other types of insurance risk can be securitized as well and these instruments are often called “risk linked securities”.
For the purposes of this text the term “ART” will include self-insurance / captives, which have been around since the 1970s. This should underscore the additional point that ART products are not necessarily new financial contracts but are often variants of traditional risk management methodologies. “New” risk mitigation instruments (say, for RET) will continue to evolve from products and practices currently deployed elsewhere. 
B)
Risk Transfer vs. Risk Finance
Commercial or non-commercial, core or non-core, the process of risk management is about distinguishing risk so that a retention decision can be made about a project or line of business. In the case of most RET projects; the financing options will determine the amount of retained risk that a project can carry. The more equity there is available for a project, the more risk that can be retained. A company’s retention decision is both a risk management and capital structure decision. There is a basic cost / benefit trade-off to determine whether the benefit of transferring risk is above the cost at the margin (if it is possible to transfer at all). Considering the already marginal nature of many RET projects, lenders (especially in developing countries) can require an onerous degree of risk transfer before committing funds and the expense of buying this cover can easily kill an otherwise economically viable project. When discussing products and solutions that fall under the ART umbrella it is important to clearly delineate between risk transfer and risk finance. Some specialists refer to the former as synthetic equity and the latter as synthetic debt. 

The fundamental question for any risk management scenario is – what risks can be retained and what risks can be/need to be transferred? Risk that is retained and self-insured is a risk financing and not a risk transfer solution. Discussions about ART solutions often include combinations of both risk finance mechanisms (including captives and a variety of ‘finite risk’ products – usually involving sharing of risks and returns) and risk transfer (Integrated Risk Management products, layered risk transfer structures etc.). ART products arrive as “contracts, structures and solutions” (Culp 2002). For example; many weather-related ART products are essentially derivatives transactions, while some are clearly insurance contracts. Recently, relationship-intensive deals combining re/insurers, banks and customers working together have become more popular. These can combine a complex collection of contracts/structures with advisory services to create synthetic contingent capital facilities and balance sheet optimization. As discussed above, ART is really a term of convenience for all efforts to expand the scope of what insurance companies and investment banks can do to help their clients manage risk. 

Risk equates to both danger and opportunity and businesses retain their core risks – the risk of doing business in their chosen field. Of course, the definition of what a core risk is will vary from one company to the next. Some airlines will hedge out the forward costs of jet-fuel in the derivatives markets because they do not consider it a core risk, while others may make a conscious decision not to hedge. The same sort of example holds true for fuel-supply agreements to power infrastructure projects. Core risks are transferred when the risk in question exposes a firm to a catastrophic loss potential (example: weather – both threat and resource for RET). Most risk transfers involve non-core and contingent risks. All else being equal, a company will prefer to transfer high severity/low frequency events (natural disaster etc.) and retain low severity/high frequency events (small property damage etc.). In developing countries, lenders often want to transfer quasi-commercial risks (failed wire transfers etc.) that would normally be retained as a matter of course in OECD countries. An unfunded retention is the retained risk of a project for which any losses are not financed until they have occurred, while funded retention means that specific funds are allocated to carry particular losses. A funded retention or preloss financing can either be paid-in or contingent capital.

C)
Why ART?
ART underwriters can add value by being willing to deal with risk problems for which there are no readily available insurance or capital market solutions. These risk problems may have one or more of the following characteristics:

· Uniqueness - since many risk markets are designed to handle certain predefined kinds of risk, any risk not fitting into one of these categories will be difficult to transfer or trade. 

· Complexity - the risk problem may be based on a set of facts and circumstances that require a deep understanding of the client’s industry or other aspects of the client’s situation, often coupled with other complex subject areas like accounting, tax, legal, etc. 

· Cyclicality - certain problems relate to the fact that revenues or expenses may fluctuate from accounting period to accounting period and ART solutions can provide a ‘revenue smoothing’ effect that does not alarm shareholders. 

· Illiquidity – any one or more of the above attributes can create the problem of an “illiquid risk,” for which there is no active insurance or capital market that is readily willing to take on that risk - for a price. Illiquid risks are expensive to insure.

There are some generalizations that one can make about ART products
. Generally;

· The customer and re/insurer both participate in the risk/reward of an ART deal,

· Art products bundle together multiple contracts/structures then are packaged and priced as a single product to the customer,

· ART deals cover multiple risks and tend to blur the distinctions between reinsurance and insurance,

· The customer often gets paid much more quickly than traditional insurance – there is often a banking relationship built in for this purpose,

· Claims are often automatic/triggered and so do not have to be submitted,

· And ART products always impact the economic risk capital structure of a firm.
D)
ART Products
1. Integrated Multi-trigger & Multi-line Products

Steep rises in insurance premiums hikes that have increased the attractiveness of products such as multi-trigger business-interruption policies that pay off for a disaster only if one or more “trigger” events occur – an insurance event followed by a non-insurance event. Such “integrated risk management” (IRM) products are designed to provide enterprise-wide risk transfer solutions. 

Traditional reinsurance and many derivatives transactions allow companies to manage their risks through an approach known as layering. Typically, a non-financial company ‘X’ such as a utility or commodity producer faces three types of natural risk:

1. Production-related risk (supply chain, demand shock)

2. Financial Risks


A) Market Risk

a) Interest Rate risk (on debt and liabilities)

b) Currency Exchange Rate risk

c) Fuel/Commodity/Raw Material supply risk



B) Credit Risk on all Assets

3. Operational & Business risks

· Liability

· Property

· Casualty

The relation between the risk transfer suppliers and the order in which those suppliers absorb losses incurred by company X for the above risks is layering. Traditional (re)insurance is a vertical risk management product (excess-of-loss, for example) – for the customer, this translates to a different risk mitigation product for each risk. Each risk is managed independently of the others. When a single company underwrites losses arising from more than one source of risk, the resulting ART product is called an integrated risk management solution.

Munich Re described a double-trigger deal recently done with the power company Aquila for Business Interruption risk for gas-fired turbines in the USA as follows: IF a gas-fired turbine faced an unscheduled inoperative period THEN the reinsurer would finance the purchase of power to feed the grid in Aquila’s name. The two triggers for activation of the product are; 

1) An unplanned outage at the facility AND 

2) A spike in spot electricity prices – the contingent event for which the product would 


provide financial coverage.

The caveat in this policy – 24 hours notice to the reinsurer of the unplanned outage. However, this could be designed with an immediate trigger if there is an electricity price spike.

Trigger structures may be fixed or variable – generally the first trigger is fixed as in the Aquila example: unscheduled down time of a gas-fired turbine. The second trigger is then like a currency knock-in or other barrier option whose exercise is contingent upon a second event. In the case of Aquila, the second event is a spike in volatile spot electricity prices that would make it very expensive for the firm to buy power from the market to meet its power delivery obligation to the grid. The fixed trigger exists solely to limit the conditions under which the policy can be exercised but does not usually affect the value of the policy conditional on an exercise occurring. 

Multi-line policies often have switching single triggers – or triggers that will vary according to some weighting scheme defined in the trigger definition across the multiple risks of the policy. These triggers depend upon the specific weights of the assets and liabilities of the firm in question. Say an insurance firm has investment losses on its portfolio – if the loss is not bad then it may not require any cover unless underwriting losses are also large. Under a switching trigger, the policy is activated only when underwriting losses exceed a certain threshold level X for an investment loss level of Y.

Multi-line IRM solutions can be complex. Several years ago, the Canadian company, United Grain Growers (UGG) worked with the broker Willis and identified 47 risks affecting UGG’s cash flows, earnings, and/or value
. The most important risk was determined to be the weather. The weather can cause a decline in grain volume that impacts revenues by up to 20%. However, after two years of efforts, UGG decided that neither weather derivatives nor vertical (stand-alone) solutions made sense. Ultimately, UGG went to Swiss Re for a multi-line structure – in this case, a three year program that combines credit, counterparty, weather, environmental, inventory and grain price coverage with property/casualty cover. This is essentially an “earnings-per-share” (EPS) risk management solution triggered by differences between the long-term grain volume averages and actual volume as measured by the Canadian wheat board. Swiss Re mitigated the moral hazard posed by an EPS-policy (If financial performance is guaranteed why invest in the business?) by using a grain index whose value was not unduly influenced by UGG.

Blended covers
 combine multi-trigger structures and multi-line IRM products with finite risk products – a mixture of risk transfer and risk financing. On their own, the risk transfer features of multi-trigger and multi-line excess-of-loss (XOL) policies are can be equated to synthetic equity. Combining this synthetic equity with a finite risk product designed to help firms prefund their losses and manage timing risks results in a hybrid security that functions a bit like synthetic mezzanine debt.

2. Finite Risk Products

Finite risk products are also called ‘financial reinsurance’ because the principal risk they are intended to address is timing risk that losses will occur faster than expected and adversely impact quarterly results released to the financial markets. The primary difference between traditional reinsurance and alternative finite risk products is that the latter helps cedants to diversify their risks across time, rather than across other risk types. While finite risk products rearrange the loss development experience, they do not necessarily change who bears the ultimate risk – these are generally risk finance, rather than risk transfer vehicles. Finite risk contracts are multi-year, limited liability contracts where the premium is based on expected investment income.

Most finite risk products exist to help firms manage an existing (say, an environmental issue like an oil spill) liability and, as such, there are a number of retrospective finite risk products. Some prospective products do exist as well such as spread loss treaties (SLTs), another form of risk financing. In an SLT, the cedant pays an annual premium into an experience account (fund) over the multi-year term of the contract. Investment income on reserves is credited to the experience account and actual losses plus the reinsurer’s arrangement fee are deducted. If the fund goes into deficit then the cedant pays increased premiums, but if the fund is surplus then the fund’s investment income is distributed to the cedant. The reinsurer’s obligation is to make payments for losses as soon as they occur even if the experience account goes into deficit. Any such losses are cumulated and then redistributed over the remaining term of the agreement which can be quite long. The reinsurer bears some underwriting risk but usually subject to an annual or aggregate limit.

Finite risk products are “convergence” products and so may be offered directly by derivatives dealers. For instance, an SLT is essentially an asset swap. The amount of the loss is known but there is “basis risk” with regard to cash-flow timing and reserves reinvestment. (Similarly, excess-of-loss treaties are roughly equivalent to a call option spread etc. – there are many such comparisons).

3. Contingent Capital Structures (Synthetic Debt & Equity)

Contingent capital facilities are a type of risk finance that can take the form of an insurance policy, a swap, an option, or hybrid security such as a specially structured notes or fixed-term preference shares. The (re)insurer functions as a source of stand-by capital (risk finance) that can be called upon to replenish equity capital that gets depleted due to the occurrence of some contingent event. Since the customer may not want or be able to carry the cost of extra debt/equity capital to finance such contingencies, paying for “contingent capital” can be viewed (and valued) as an option. This option gives the holder the right to raise capital from an option provider at pre-defined terms upon the occurrence of a pre-agreed event for a pre-specified amount of time. The paid-in capital injected can take the form of (subordinated) debt or sometimes preference shares. Contingent capital is usually contingent debt or a contingent hybrid. This ART instrument is the closest substitute for to direct issuance of new debt or equity and it usually does not relate to any specific risk exposures on the part of the buyer. The cost of purchasing the contingent capital commitment is less than the cost of carrying additional equity capital of the same amount.

Like multi-trigger structures, most contingent capital products include a second trigger to mitigate moral hazard. However, the first trigger event is usually not defined explicitly in the contingent capital agreement. This is not a problem for the reinsurer because, as long as a company can get equivalent amounts of capital at a better rate somewhere else, then the contingent capital option is out-of-the-money (has no intrinsic value) and will expire worthless, thereby allowing them to pocket the premium. The debt or hybrid capital provided upon exercise of a contingent capital facility comes with a fixed maturity date – it is risk finance, not risk transfer. Several early IRM / contingent capital options resulted in the reinsurer becoming a major shareholder of the company to which it provided capital. Now, if the facility calls for an injection of hybrid equity capital it will probably include provisions for the reinsurer to redeem its claim by way of conversion into traded securities.

The price of a contingent capital (CC) facility can be structured like an option premium and paid up front or like a commitment fee for a letter of credit (LC). The needs of the buyer will influence the load that the reinsurer prices into the option valuation
. If the facility has an early termination option then the unused part of the premium can be returned. The price of a CC facility will also factor in the financing rate of the underlying security if the option is exercised. The rate can be fixed or floating and will depend on the credit quality of the client company. The customer can usually choose between a higher option premium and a lower financing rate or a lower premium but higher rate depending upon the probability that the capital will be drawn upon. CC facilities are designed to be more readily available and less restrictive than LCs but contain covenants to protect the reinsurer such as early termination if the company changes hands or targets for financial ratios. The buyer/borrower can request funds within a certain time frame after the option has been exercised and, for the right price, delivery of funds can be guaranteed in 24 hours.

4. Alternative Securitization Structures

Securitized products are of interest to ART practitioners and others because of their appeal to investors. The line between a traditional securitization (mortgage-backed securities etc.) and an ‘alternative’ is not distinct. From the perspective of increasing investment flows to the RET sector, there are several potentially useful structures.

Collateralized Debt Obligations (CDOs) are well understood and offer a model for other types of securitizations
. These structures bundle (credit or other) risk together and then securities are issued based on different levels of credit / risk exposure, thus creating a risk transfer and financing conduit based on credit differentials. The assets that back a CDO can include just about any type of debt obligation. As with most securitizations, a special purpose vehicle (SPV) acquires the assets, reengineers the cash flows (sometimes with credit derivatives) and issues securities or notes that typically are classed by credit rating and sold to investors in a series of “tranches”.  The senior notes or ‘Class A’ securities in a CDO are usually wrapped in an insurance guarantee from MBIA or another credit insurer and achieve an AAA (sometimes AA) rating. As principal is repaid on the assets held by the SPV, it is repaid first to Class A security holders, then to Class B (probably single A) securities holders and so on until the last class of note holder is paid. The owner of the SPV retains a residual value or unrated equity tranche on which dividends are paid after the note holders are paid off in succession. This is known as a credit ‘waterfall’ and the structure has proven appeal to both institutional and retail investors who can choose their own level of credit exposure, yield and tenor from within the tranche structure.

Insurance CDOs are emerging as a new source of capital for smaller insurers. There have been five separate offerings in the USA over the last year that raised $1.5 billion in new capital. Insurance CDOs are generally backed by insurance company senior debt, surplus notes and trust preferred securities. The ratings agency Fitch expects that development of insurance CDOs will significantly affect the US insurance market in the coming year
. Several different small companies can pool debt together in one CDO to reduce underwriting costs and legal fees while increasing the issue’s critical mass. Individually, small and mid-size insurance companies do not have easy access to the capital markets and obtaining bank loans or raising equity capital is costlier as well as difficult to transact. Lack of risk capital during the current cycle has meant that smaller insurers have been unable to deviate from core lines of business. Access to the capital markets via insurance trust preferred CDOs will lower smaller insurers’ cost of capital. How does this new US capacity translate to improved general cover for the RET sector?  Well, increased capacity among smaller insurers means the current hard market for many types of cover will start to erode and competition for insurance business will increase. As this happens, freshly capitalised smaller insurers in particular are likely to start providing cover to the increasing number of community financed renewable energy schemes. The development of the insurance CDO market is a positive trend for capacity in general and at the smaller players in particular  and as such it is good for small-scale insurable (i.e. wind, biomass) RET projects. 

Insurance Linked (Risk Linked) Securities / Securitization (ILS - synthetic reinsurance) have a payoff profile that depends is some part on the outcome of the reinsurance offered by the SPV that issues the notes. There are a growing number of examples of risks that can be insured using a securitization platform. The best known example is the Catastrophe Bond or ‘Cat’ Bond. These ILS usually follow a structure that is similar to a CDO and payments are linked to a portfolio of premiums and losses arising from natural disasters such as earthquakes, ice storms, tropical cyclones, Midwestern tornadoes and other varied risks. Typically, the reinsurer pays catastrophic reinsurance premiums to a single purpose SPV, which then passes on the premiums and the proceeds of the sale of securities to a collateral trustee. This portfolio is usually swapped to smooth interest payments to the investor. As with most securitizations, collateral held in trust can be used to pay principal only after the SPV’s contingent liabilities have been paid. In this instance, the contingent liabilities are the claims on the catastrophe reinsurance treaty negotiated between the ceding insurer and SPV. The claims paid to an insurer seeking reinsurance cover from a cat bond issue are generally loss-based. A loss-based insurance contract to which bond holders’ payments are tied may either be indemnity based or index based. An indemnity based contract means that the SPV’s bondholders pay out on actual business losses. Index based loss claims are based the loss development in one or more specific regional catastrophic loss indices. Index products reduce concern about moral hazard and adverse selection but introduce basis risk for the insured. There may be a poor correlation between the index and actual losses experienced. However, the transparency of indices increase cat bonds liquidity and attractiveness to institutional investors and hedge funds looking for portfolio diversification. Cat bonds can be designed with a variety of trigger mechanisms that define payouts to the insureds. 

ILS can be created into contingent capital structures. Several years ago, Allianz was concerned that a major catastrophic loss would lead to a hardening of the reinsurance market and sought to cap its future reinsurance costs by using an option on an ILS issue as a type of preloss funding. The option has a three year expiry and was sold to institutional investors via an SPV named Gemini Re. If exercised, the option writers (investors) agreed to buy an ILS issue from Allianz. The ILS would be $150 million three year notes whose principal and interest payments were linked to losses on European wind and hailstorms. The options are called ‘subscription agreements’ and knock-in when wind and hail losses reach a specified triggering amount. The premium payment received by the option writers is called a ‘commitment fee’.

Other risks such as credit default insurance, product liability insurance and bulk retrocession capacity (for trade credit insurance) have been successfully repackaged and sold as securities. As long as there is a large enough pool of risks, virtually any line of insurance could be securitized. For example, Gerling’s issue of Synthetic European Credit Tracking Securities (SECTRS) was designed to provide €450 million in retrocession cover to Namur Re (the SPV) based on a portfolio of 92,000 businesses selected at random in the trade insurance market. Since 1996, about $8 billion in risk lined securities have been issued – mostly cat bonds. Until recently, the upfront costs of structuring and managing the SPV have dissuaded some lines of insurance such as life cover from securitizing but this is changing as the structures find legal templates – and as counterparty credit risk becomes more of an issue amongst insurers. In the wake of the break-up of Gerling and a number of insurance industry downgrades, there is a “flight to quantity” as opposed to quality where risk is spread to a number of different counterparties. In this environment, the credit enhanced structure of insurance linked securities makes sense – particularly when several re/insurers can work together to bundle their risks. There is no reason why securitization structures cannot evolve to include a variety of RET project related risks. Perhaps exposure to RET insurance cover could be included as one of a portfolio of diversified energy, weather related or emerging market risks. A multilateral or bilateral could provide a credit enhancement to the senior tranche. The possibilities are numerous and, as long as credit and capacity are problem issues in the insurance industry, the growth potential for securitized structures looks auspicious. 

5. Captives & Captive-like Structures

A captive insurance or reinsurance company is a type of organized self-insurance program in which a firm sets up its own insurance company (usually in conjunction with a re/insurer
) to fund and manage its retained risks. Depending on the existing property/casualty insurance markets, a large project developer (wind power in particular) may be able to provide insurance for some of their operating risks at wholesale cost - a substantial savings over commercially available insurance. Most multi-national corporations maintain their own captive re/insurer.

The captive arrangement can be quite useful for asset protection – funds legitimately paid to the captive as premium are removed from the underlying business, and, if the captive has been placed into an asset protected structure, is thus out of the reach of creditors. Tax savings often play a significant role in the captive arrangement. For instance, the aforementioned wind power developer may believe there will be future uninsured losses or liabilities, but it is usually not possible to take a tax deduction for reserving against those future contingencies.  However, the captive is legally able to accrue reserves against those contingencies. The underlying business may take tax deductions for premiums paid, but the captive itself defers taxation - to the extent that it is able to accrue reserves. The international tax advantages of captive arrangements have been well-established in a number of court cases
.

Often, captive insurance and reinsurance companies are subsidiaries of single sponsoring firms but multi-parent captives facilitate some sort of risk diversification across different firms. Group captives are often set up by industry trade associations. One example is Energy Insurance and Mutual Limited
, the group captive representing nearly 160 different electricity and gas utilities in the USA. When each member is too small to justify having its own captive then this structure can make sense but the self-insured risks need to be fairly similar to work. Rent-a-Captive structures offer an ART solution for smaller firms seeking pre-loss financing of retained risks. The participants relying on the rent-a-captive for insurance do not actually own it – a re/insurance broker or company like Marsh or Aon will set up the structure for companies that lack the equity to start their own single-parent or group captive. Protected Cell Companies (PCCs) have been available since 1997 and are set up like rent-a-captives except that customers have “ring-fenced” segregated accounts. 

E.)
Special Purpose Underwriting Vehicles 
RET project sponsors often find there is simply a lack of available indemnity cover. If some public assistance was made available, a number of different “special purpose underwriting vehicles” (SPUV) could be created for the purpose of providing cover to RET projects. For example, a captive can be financed by a holding company that is itself partially financed by a contingent capital facility provided by a multilateral financial institution (MFI). To hold down costs, a mutualisation structure could be employed for the primary level of risk in a layered facility held within a specialist captive or in a cell of a PCC. Mutualisation of risks between RET projects effectively means that they will pool their premiums and indemnify each other up to a certain primary level. The next level or layer of cover would be provided through the contingent facility (pre-loss financing) provided by the hypothetical MFI. This creates a standard excess of loss (XOL) deal that will attract commercial reinsurance cover for the third and final layer of cover. Other examples of self-insurance structures include “multi-assured facilities” where one product is provided and several insureds share the cover on an aggregate basis. Once the line of cover (say, $10 million) is completely paid out the product is finished. This sort of structure is cost effective for developers doing a roll-out of one type of technology.

SPUVs can take on a vast number of different forms. Another potential model is to acquire capacity from an existing Lloyds syndicate in the London market or to form a new specialist syndicate. The example of Forest Re was mentioned in the previous section. In this case, the geographic spread and aggregate potential portfolio of available small scale forestry risks to insure creates a strong business case for financing a SPUV. After first planning to set up a captive, the manager has decided to get the business started with a syndicate that can benefit from Lloyd’s A- credit rating and 65 worldwide operating licenses.  In addition to the usual fire and wind risks, Forest Re also intends to insure the carbon content of forests
  and provide crop yield insurance for fuel crops in developing countries. The management of Forest Re intend to lobby the public sector to provide some funding for capacity building operations and potentially other types of support such as contingent risk finance. If Forest Re is successful in creating a SPUV with this type of focus then there is a reasonable chance that the model can be extended to insure a number of smaller RET project risks that are uneconomic for the large insurers to cover. 

17)
CREDIT DERIVATIVES

A)
Introduction

Credit risk, in its pure form, is the risk that the other counterparty to a transaction involving a financial instrument will fail to perform according to the terms and conditions of the contract, due to problems such as bankruptcy, illiquidity etc. The computation of credit risk is primarily based on the probability of default. The past few years have witnessed a real “hardening” of the market for credit despite historically low interest rates in the West.   

The evolution of products such as credit derivatives highlights investors and lenders concern with credit risk.  This is largely conditioned by participants’ perception of the probability of default or downgrade. This perception is formed by the quality of counterparty relationships. Counterparty risk is a broader concept than credit risk and goes beyond financial failure to encompass, amongst other things, delays in execution (business interruption), the financial and regulatory framework within which a counterparty operates and its willingness to perform. General counterparty risk relates to the prevailing market conditions (but not market risk), while specific credit risk is directly linked to the likelihood that the other party in the contract will fail to perform its obligations. 

This distinction commercial financial institutions make between general and specific risk is common in connection to market exposure but is more recent with regard to credit risk. Ratings by the main agencies (S&P, Moody’s etc.) emphasize specific credit risk, but may also involve general counterparty risk as was the case during the Asian crisis of 1998 when the entire Japanese financial sector was re-priced (and in many cases incorrectly priced) with the “Japan Premium”. Short-dated and securitized AAA Japanese equipment and car loans traded at Libor + 110 basis points as foreign banks and fund managers kicked out paper - the perception of credit risk is just as important as the actual risk
. 
The perception of credit risk prevents numerous RET projects from reaching financial closure. This can be because of the project developer or the location of the project. Developing countries’ sovereign debt is often penalized by the rating agencies and, generally, sub-sovereign entities and corporates can not be rated higher than the domicile nation. The trend over the last five years has been for investors to trim their holdings of developing-country debt and shift toward the stronger end of the credit spectrum. Although conditions have improved since the Argentina crisis in late 2001, many borrowing countries are still under pressure. For some borrowers, ongoing pressure could worsen domestic economic and political problems sufficiently that the outcome is default. According to Standard & Poors
, Latin America still shows the greatest potential for further credit deterioration due to liquidity and refinancing risk. However, issuers in Russia, Lebanon and Romania show promise in terms of potential upgrades. Mexico and Poland now have investment-grade ratings.  Institutional bond investors have demonstrated a renewed appetite for yield this year but are very selective about individual credits. Utilities remain out of favour as a sector but investor comfort with infrastructure project bonds is increasing and this offers some promise to large-scale RET projects.  

Credit derivatives are useful for hedging certain types of credit risk and can potentially be of use to the RET sector. Instruments such as credit linked notes (CLNs) allow broker-dealers to repackage small and illiquid credits into tradable securities that can be distributed to a variety of investors.

B)
Credit Derivatives in Emerging Markets
While a wide variety of corporate products exist in OECD countries, credit derivatives in emerging markets (with some exceptions) are generally linked to sovereign debt
. Trading volumes in emerging market credit derivatives have grown throughout 2003, although much of the increase in activity has been concentrated countries such as South Korea, Mexico and Brazil.
Credit Default Swaps (CDS) transfer the credit risk of an asset from one party to another. The holder/buyer of a credit instrument (often a bond) pays periodic fees to the seller of the swap. If there is a predefined “credit event” (default, bankruptcy, credit downgrade, etc) then the buyer receives an agreed payment. These are straightforward products but, as ever, the devil is in the detail – the definition of “credit event” is often disputed. In emerging markets the credit event is generally defined as sovereign default. Certain natural resource businesses in developing countries are large enough to warrant their own products and it is possible to tailor specialized products - for a price. According to a leading market-maker, default swaps account for about 80% of the outstanding notional principal in emerging markets. By comparison, CDS are said to represent less than 40% of the global credit derivatives markets. Available maturities range from 1 to 10 years although longer tenors may not be liquid. 
Credit Linked Notes (CLNs) are estimated to account for about 10% of emerging markets credit exposure. The interest and principal payments of CLNs are linked to the credit risk performance of "reference assets" - a single company, a portfolio of companies, sub-sovereign debt or other assets. CLN investors have an exposure to, but do not own, these "reference assets". In effect, CLN investors buy credit risk (or sell credit protection) on the reference assets from a company selling credit risk (or buying credit protection) under a credit default swap embedded in the CLN transaction structure. The credit protection buyer pays a regular swap premium in return for a contingent payment if a "credit event" occurs in relation to the reference assets. If a payment is required, the face value of the CLNs will be reduced, and CLN investors will experience a loss. Credit ratings on CLNs are an opinion of the likelihood that the defined credit event will result in the face value of the notes being reduced to make a payment to the credit protection buyer under the credit default swap.

First Default Basket Products protect against the default the first default of a basket of names. Pricing depends on individual default risks as well as on default correlations. These products are tailor made for clients and account for a marginal but growing share of the market.

Synthetic Collateralized Debt Obligation (CDOs) first entered the emerging markets about five years ago. These CDOs combine securitization and credit derivatives to “tranche” a pool of underlying default swaps into different classes of credit risk. The issuer of CDO notes purchases protection on the reference pool either through a default swap or by selling credit linked notes. The different tranches usually carry ratings ranging from triple-A to single-B. A final equity tranche is unrated and represents the “first loss” in exchange for the highest return. A default swap, made with an external counterparty, represents the senior tranche and covers a certain percentage of the reference portfolio. The proceeds of the notes are invested in a pool of highly rated government securities. Principal and interest is paid to the highest rated notes first, while any losses are borne by the more junior tranches. This structure is popular with investors but expensive to put together without a template.
Total--return swaps:   the generic name for any non traditional swap where one party agrees to pay the other the "total return" of a defined underlying asset, usually in return for receiving a stream of LIBOR based cash-flows. A total return swap may be applied to any underlying asset but is most commonly used with equity indices, single stocks, bonds and defined portfolios of loans and mortgages. The total return swap is a mechanism for the user to accept the economic benefits of asset ownership without utilising the balance sheet. The other leg of the swap (usually a spread to LIBOR) reflects the cost of borrowing a counter-party’s balance sheet to hold a credit that the buyer may not be able to otherwise invest in. Total return swaps can be designed to use any underlying asset - no notional amounts are exchanged. 

Credit-spread put options are similar to total return swaps because they do not depend upon a specific credit event occurring. A credit-spread put option is a hedge against credit spreads widening (against whatever underlying asset that the instrument is “spread” to – often an interest-rate swap or US treasury bonds). The buyer of the option pays an upfront premium to the seller (writer of the put) and then the seller is at risk should the spread in question widen beyond some preset level. These instruments are useful where available in emerging markets as credit assets often suffer (spread widening) for a variety of reasons without the occurrence of any “credit event” that would be necessary to trigger a default swap. 
TRAC-X EM, launched by JP Morgan and Morgan Stanley in August 2003
, is an index representing a tradable portfolio of five-year CDS, referencing a diversified pool of emerging market sovereign credits. The credits are a subset of the countries comprising the JP Morgan Emerging Markets Bond Index (EMBI). The TRAC-X EM portfolio currently contains 19 sovereign credits that represent 84% of the EMBI. TRAC-X EM incorporates the new 2003 ISDA credit derivative definitions, quarterly maturity dates and independent live pricing. A new five-year portfolio referencing an updated pool of credits is expected to launch every six months. Investors can 'roll' trades into the newest TRAC-X EM contract and markets will continue to be made for all previous contracts. The transparency of this vehicle is popular with traders. In October, a Jersey special purpose vehicle, issued US$400 million of Series 1F TRAC-X EM Credit-Linked Notes due 2008. 
C)
The Trading Environment for Credit Derivatives

As with any traded derivative product, the depth and tenor of the market for a particular credit derivative instrument is dependent upon the liquidity of the underlying credit instrument. For this reason, the vast majority of emerging market credit derivatives traded in the OTC market are linked to sovereign risk. Some Mexican and Latin American emerging market corporates such Cemex, Pemex, Telmex and Petrobras trade in the dealer market for default swaps. However, most trading of emerging market corporate credit risk is through done credit linked notes and other structured credit derivatives. These deals allow investors to go synthetically long a credit or basket of credits they would not otherwise look at. CLN structures make it possible to source illiquid corporate credit risk and repackage it into listed, Euroclear-ready securities underwritten by a brand name bank. The documentation for these transactions is tailored to the specific underlying asset and (ideally) requires more in-depth fundamental credit analysis to effectively price the risk and get investors comfortable with the credits. The broker dealers of credit derivatives are generally the major investment banks involved in the emerging bond market. 
Most investors dealing in this asset class are looking for yield pick-up over the sovereign from a corporate with a relatively solid credit story. Hedge funds are active participants in emerging markets as end users of default swaps. By “selling protection” via default swaps, they are able leverage exposure. However, the focus of hedge funds activity has switched from macro-directional strategies (outright default swap seller positions) to relative values strategies. Hedge funds are also active buyers of the junior tranches of CDOs. Mutual funds and pensions funds that manage emerging market fixed income portfolios represent a growing share of the market. They are often sellers of protection by buying credit linked notes and tranches of CDOs. The positive basis between default swaps and bonds enable them to replicate and outperform emerging market indices, especially if they are not too sensitive to liquidity concerns. Fund managers are also natural buyers of protection to hedge spread and default risk inherent in long bond positions. Recently private banks have started taking on more emerging market credit risk for yield hungry high net worth clients. Commercial banks are often buyers of credit protection to reduce country credit exposure, to free up credit lines, and to improve balance sheet efficiency. As these banks develop and validate internal risk systems capable of offsetting loan portfolio credit risk with the purchase of credit protection, and bank accounting and regulatory standards continue to evolve, major banks use of credit derivatives is expected to increase.

Hedging a default risk is significantly different than hedging an interest rate risk. Since interest rates movements can be modeled as standard continuous differentiable Wiener stochastic processes, it is possible for market-makers to design fairly accurate dynamic hedging strategies for interest rate swaps and options. As a result, there are large and liquid OTC markets for these instruments. By contrast, the evolution of default risk is more accurately modeled by a discontinuous jump process (Poisson process) that does not readily translate to the financial markets. In any event, deploying the instruments available to hedge credit derivatives often simply intensifies the overall risk since “short squeezes” are common in illiquid bond repo markets. It is debatable as to whether credit derivatives efficiently mitigate credit risk in emerging and illiquid markets but these instruments do distribute credit risk amongst a wider investor base. While most financial institutions are good at measuring and pricing simple risks, few have the actual expertise required to trade credit derivatives properly. This is particularly true of medium-sized banks, corporate treasuries, insurance companies, pension funds and unit trusts. Mistakes with leveraged credit derivatives can be expensive. After a blunder, the approach to credit analysis typically followed by most medium sized and smaller financial institutions is both static and defensive right across the board. This is unhelpful to SME borrowers seeking finance from these institutions
 and to the general investment climate.
D)
Possibilities for Public Sector

Information, and the liquidity of the “underlying” (or the lack of it) guides market psychology with respect to pricing and trading all types of derivatives. For this reason, structures such as the credit linked note (CLN) offer the best possibility to the RET sector. Conceptually, it is possible for a public sector institution to bundle a group of RET project bonds/loans as a first default basket in a listed and rated CLN. An institution such as the IFC could construct a portfolio of suitable RET-related bonds/loans from one or several emerging markets and work with the private sector to underwrite the structured note. The listed offering is likely to be well received by retail funds. If this pilot deal is successful, then it is likely to be replicated.  
18)
WEATHER DERIVATIVES
A)
Introduction

Weather risk is the uncertainty in cash flow and earnings caused by weather volatility. Energy companies and renewable energy projects have a natural weather position and this is their largest source of financial uncertainty. For instance, lower than normal upstream precipitation reduces revenues for downstream hydro-power facilities, while inconsistent wind speeds at a wind farm installation can lead to unwelcome earnings volatility. Cold temperatures are often associated with lower winds at a time when power consumption generally increases and prices rise. 

Weather risk has special attributes that set it apart from commodity price risk and other sources of risk. Weather affects the "volume" or unit quantity of energy transacted – this is known as volumetric risk. In contrast, commodity prices affect the margin at which a single energy unit is transacted. Both contribute to total risk as independent variables and as components of covariant risk. Also, weather risk is particularly localized. There are few, if any, benchmark indices in weather that have commercial meaning to the broader market. Standardized commodity futures prices and weather indices rarely correlate for a given local area so weather risk can not usually be managed with a generic energy price hedge. Weather derivatives are:
· Financial protection from weather conditions that adversely affect earnings.

· Protection from volumetric risk.

· Designed to absorb a specific amount of weather exposure, leaving a residual risk that is commensurate with risk tolerance.

The origins of the weather derivative market dates to 1996/1997.  In the early days of power market deregulation in the USA, when weather risks were first being quantified, the energy markets looked to the insurance industry for new risk solutions. However, insurers were not initially receptive to requests for non-catastrophic cover. As a result, Enron, Koch Industries and Aquila created the first derivative products to manage weather related risks and power companies became the dominant market-makers in the nascent over-the-counter (OTC) market for weather derivatives. In some respects, the market developed backwards as the secondary market developed first and the primary market lagged behind. This became evident after Enron failed and credit concerns subsequently forced Aquila, PG&E, Reliant, Dynegy, El Paso and others out of the market. One result of this credit crunch and market-maker exodus has been a pick-up in the traded volumes of standardized heating degree and cooling degree day (HDD & CDD) contracts on the Chicago Mercantile Exchange (CME, http://www.cme.com/prd/wec/).  
After foundering during 2002 and early 2003, demand from end-users has increased but the supply of risk capital is still diminished.  Reinsurers and banks have reinforced their presence in the market (often employing former energy traders) and are now the primary market-makers in weather derivatives. These players tend to hold more risk in their portfolios than the power companies did and trade less in the secondary market with some knock on effects on liquidity. As a hybrid product, weather derivatives are part of the convergence of capital / insurance markets and generally fall within the mandate of Alternative Risk Transfer (ART) units at the re/insurers. Additionally, a number of Bermuda-based (for regulatory reasons) specialist companies called “transformers” have been created to convert derivatives into insurance (and vice versa) and these are active in the weather markets. The structured finance units at banks and insurers frequently incorporate weather derivatives as part of tailored hedges that may also include foreign exchange, interest rate and commodity price risk management elements. A customized hedge offered by a re/insurer or bank will eliminate more of a client’s basis risk but will increase the cost of the risk premium relative to products traded in the secondary market.
Secondary Market Participants (market-makers) include:

· XL Weather & Energy (A1)

· Entergy-Koch Trading  (A3) – new joint-venture with AXA Re 

· Goldman Sachs (Aa3)

· Hess Energy & Trading Company (Baa2)

· Renaissance Re (A1)

· Partner Re (Aa3)

· Deutsche Bank (Aa3)

· Swiss Re (Aa1)

· ABN AMRO (Aa3)

· Societe Generale (Aa3) - Management buyout in August – now “Coriolis Capital Management”, currently in negotiations for Aa3 credit guarantee with other bank.

B)
Products 

1. Temperature

Temperature is the most commonly traded weather product on the secondary market. A common measure of temperature that has arisen from the market is a degree-day. A degree-day is the deviation of a day’s average temperature from the reference temperature. Specifically, a heating degree-day (HDD) is equal to the greater of the reference temperature minus the average of the daily high and daily low temperatures and zero. A cooling degree-day (CDD) is equal to the greater of the reference temperature minus the average of the daily high and daily low temperatures and zero. Temperature derivatives are transparent and pricing is based upon a mean-reverting model of stochastic volatility. The CME trades a range of standardized futures and options contract for a number of US locations and in October 2003 launched contracts for 5 European cities as well
. Credit concerns have helped the development of the formerly moribund listed futures and options – the front delivery months (short-term contracts) are now fairly liquid. 

At the same time, the use of non-standard temperature contracts is also increasing because simple HDD and CDD indices are too blunt to meet the needs of many existing and potential participants in the weather market. Often a market participant’s exposures can be linked to a small number of ‘critical’ days, when relatively extreme temperatures occur. So there is increasing use of, and interest in, options to protect users against specific temperatures occurring for a set number of days over the course of a contract. These “t-max” and “t-min” contracts are also known as critical day contracts. Typical HDD or CDD contracts cover between 200 and 400 degree days, and for every day the temperature is above (for a call contract) or below (for a put) the strike, an HDD contract pays generally around $10,000 a degree day. Contract maturities usually start from three months. T-max and t-min contracts generally cover between 20 and 50 degree days and pay out between $200,000 and $500,000 for every day the temperature is above (for a t-max contract) or below (for a t-min contract) the strike level. They typically cover 10 to 20 days of extreme weather.

2. Wind & Wind Power Indices 

Variability in wind speed has a substantial impact on the volume of electricity generated by a wind installation and thus similarly impacts revenues. Wind speed is not constant and from year to year, generation can vary significantly. Studies in Denmark show that generation in the worst year is 30% below that in an average year
. Products based on wind power indices (WPIs) are available to wind farm developers in areas where there is sufficient data (and a large enough risk) to create an index. Weather patterns are stochastic. The long term average is of wind speed is variable over decades. Climate change and macro weather patterns must be taken into account. WPIs compare the wind power generation for specific locations to variability in wind speed observed on a monthly basis. The indices are generally a “unit-less” measure of monthly generation and are directly compared with normalized actual generation from the wind farm. The average value of the index over any 12 month period is 100 in a normal year. For example, an annual value of 95 indicates the index is 5% below normal for the region of interest. Entergy-Koch Trading
 (EKT) and Deutsche Bank
 produce WPIs that are asserted to have a high correlation with generation. If so, wind project sponsors will have better access to financing because hedging volumetric risk reduces the uncertainty of future cash flows. This enables a wind farm developer to
· Reduce Debt Service Coverage Ratio; 

· Increase Debt to Equity Ratio without increasing level of risk; 

· Reduce the number of years to positive cash flow.
The methodology is straightforward as long as there is enough data to create the index at a reference site (or sites) that is highly correlated to the wind flow into the turbine. The wind developer then usually buys a put option at a particular strike level on the annual wind power index. The “tick value” of the put is usually a function of the energy production sensitivity to wind and the forward price of electricity. Dealers recommend that for maximum reduction of earnings volatility this deal is transacted on multi-year basis. In some respects this is similar to financial insurance – a finite risk product. The developer pays away a premium to ensure a minimum amount of wind (revenue) is guaranteed each year and earnings volatility over time should be reduced by up to 30%.
Of course, there is no reason to stop with a put option and once one derivatives trade has been made (particularly an illiquid one), another often beckons. The income of wind farm = price of electricity x volume of wind. After the wind risk has been hedged, the next place to look is the power price. Typically, power can be sold forward in long-term contracts. However, it is also possible to sell power on the spot market and benefit from higher prices (price spikes are common) while also buying another put on power prices to protect against lower long-term prices. At this stage, the developer is protected against low wind speed and low power prices but he has paid away considerable premium. What to do next? Well, he could sell calls on wind back to the dealer (or another market-maker if one can be found) to finance the power puts. And so forth. There are many possibilities for structuring risk management solutions but more complex does not necessarily mean better for the hedger (developer). If the core risk is hedged with an illiquid OTC product like a WPI then the developer may be best advised to stick to products traded on the secondary market to fine tune the wind farm’s adjusted risk profile. 


3.
Precipitation / Snowfall

Dealers are now developing a variety of regional precipitation contracts based upon established and observable indices. As an example, EKT and the Swedish Meteorological and Hydrological Institute (SMHI) have launched the SMHI Nordic Precipitation Index along side the existing Nordic Temperature Index. These indices represent average of temperatures in urban areas and also average precipitation in the major hydro-electricity producing areas of Norway and Sweden. The Nordpool traded electricity market is the most liquid in the world and this is what drives weather derivatives product development for the region. Standardized contract terms
 assist in market development. Nordic energy companies can combine weather derivatives with their existing Nordpool forward power contracts to closely match the risk of their businesses. 
As long as there is enough data (and a large enough risk or pool pf risks), precipitation indices can be designed for any location.  XL Weather & Energy (formerly Element Re) “insured" a German utility against the loss of power sales revenues that might result from an unusually rainy summer. Most of the utility's customers are farmers who must buy electricity to run irrigation pumps when there is a shortfall in rain. Based on precipitation measurements by the German Meteorological Agency, the deal pays the utility in cash when a plenitude of rain means the farmers can irrigate their land without pumps. One of the Agency's weather stations is very close to the farmers' fields, and that was a critical factor in structuring this deal. 
C)
Characteristic of Weather Derivatives in Established Markets

The variety of structures available from market-makers in OTC weather derivatives parallels other commodity markets although the stochastic processes used in weather market models are rather different. These include: 
· Contracts - Swaps, Calls, Puts, Collars, Exotics, Baskets, etc.

· Term – Monthly, Seasonal, Multi-Year, etc.

· Limits – Most transactions capped to create finite exposures.

· Hybrids – Weather-linked financings, securitizations, quanto hedges 
ISDA is currently working to incorporate weather into standard ISDA forms. Increasingly Credit Support Annexes are utilized.

The Weather Risk Management Association (WRMA, www.wrma.org) has:

· Developed Standardized Confirmations

· Specified Settlement Language / Data

· Identified Locations as “Back-up” Stations for primary locations

· Aspects of the contracts have been tested through the bankruptcy of two industry participants.

D)
Developments in Europe

Participants in the weather risk market rely on data to develop new products and the quality and availability of data varies widely from one jurisdiction to the next. Generally, prospective hedgers and traders must rely on the raw weather data produced by the national meteorological services (NMSs). In the USA, weather data is consistent and freely available leading to a liquid market for many weather products. In Europe there is no standardization and different NMSs offer different amounts of data, at different times
 and at varying prices. This has lead to an uneven development of the European weather derivatives market. Cross-border trades are difficult to execute.  However, in November 2003 the EU adopted a Directive on the re-use of public sector information
 that deals with the way public sector bodies influence the market by allowing the re-use of or selling their information resources. The directive aims at facilitating the establishment of European data-products based on public sector information, enhancing an effective cross-border use of public sector information and limiting distortions to competition on the European market. The WMRA and other stakeholders have fought successfully for a number of amendments that relate to the transparency, cost and availability of EU weather data. The Directive will take effect over the next 18 months and results are likely to be mixed from one state to the next. Weather risk data providers are optimistic about any potential progress because sourcing weather data in Europe is a large “frictional” cost for all commercial market participants. Better access to data will also benefit SMEs that are currently priced out of the weather market. The cost of data for a large hedge in an established location is nominal. But a smaller player wishing to hedge exposures in a more remote location generally finds the cost of data is untenable. 
E)
Emerging Markets: Weather Derivatives and World Bank  

The World Bank and IFC have a long standing interest in weather risk management. The Bank has provided technical assistance through a series of studies (funded by a competitive innovation grant) exploring weather index insurance solutions for agricultural risk in Nicaragua, Morocco, Tunisia and Ethiopia
. These studies led to an IFC project (approved 2002) with an agricultural insurance company in Morocco
. The Bank facilitated a Mexican weather risk management transaction in December 2001 by providing training and technical assistance. This year, World Bank and the donor-financed Commodity Risk Management Group (CRM http://www.itf-commrisk.org/) are helping the Indian insurance company ICIC Lombard to model and insure three rainfall index pilot programs and have developed contracts that provide cover to 5400 farmers as insurance products since August of this year (2003). A number of initiatives are underway in other countries – this is promising. World Bank (in conjunction with the IMF) has considerable experience helping governments to design and implement financial market regulations. Current positive experiences brokering weather risk management deals can be translated into a broader context through developing a fairly simple regulatory framework that can be applied in developing countries to facilitate the general introduction of index based insurance products. As a first step, the Bank now actively promotes the collection and public dissemination of weather data. Specific weather index insurance promotion projects involving data management and weather stations have been proposed in Ukraine and Romania. Apparently, last year IFC approved an investment in Aquila’s global weather risk facility but then the market-maker folded due to credit problems. Now, according to Ulrich Hess, an economist in the CRM group, IFC is close to a similar venture with a “top five global insurer” in which IFC will provide risk capital to the insurer’s weather trading desk to encourage emerging markets transactions.
19) SOME DEVELOPMENT PARTNERSHIPS  

Over the last year, the World Bank Group has devoted considerable attention to improving their approach to financing water infrastructure projects
. The water sector and the renewable energy sector face some of the same challenges, such as high regulatory risk and potentially low returns. Along with guarantee products offered by the MFIs, several useful public private interactions have been highlighted in recent presentations. 
Rapid Response
 is a “window” into knowledge resources and advice from World Bank Group
 experts working on investment and privatization issues in more than 100 developing countries. A monthly email alert service is available and the website boasts an exhaustive database that includes reports on over 2500 infrastructure projects as well as a free help desk service to help would be developers to navigate the wealth of information. There is also a bespoke fee-based service that covers small advisory transactions requiring up to 5 days of an expert’s time, but this is only available to the public sector. Rapid Response’s objective is to contribute to “higher quality design and implementation of public policy” in developing countries. 

The Public-Private Infrastructure Advisory Facility
 (PPIAF) is a multi-donor technical assistance facility aimed at helping developing countries improve the quality of their infrastructure through private sector involvement. PPIAF was developed at the joint initiative of the governments of Japan and the United Kingdom, working closely with the World Bank. PPIAF pursues its mission through channeling technical assistance to governments in developing countries on strategies and measures to tap the full potential of private involvement in infrastructure. Proposals for PPIAF support can originate from any source and can support activities intended to benefit any developing and transition country included on an extensive OECD list. PPIAF has funded the creation or strengthening of 18 institutions dedicated to the sustainable growth of private participation in infrastructure
. Six of these institutions are regional level regulatory associations or project development organizations and the others are predominantly national level regulatory bodies. PPIAF recently sponsored a workshop on “tools for risk mitigation in clean infrastructure projects” in conjunction with the Prototype Carbon Fund of the World Bank. RET projects were highlighted.  
Private Infrastructure Development Group (PIDG) is a group of like minded donors seeking to increase private sector investment in the infrastructure of developing countries. PIDG was founded by the UK Department for International Development (DFID), the Swedish Government acting through the Swedish International Development Co-operation Agency (SIDA), the Netherlands Minister for Development Co-operation and the Swiss State Secretary for Economic Affairs of the Government of the Confederation of Switzerland. The group is active in organizing and funding a variety of useful public-private interactions and capacity building exercises. 
The Emerging Africa Infrastructure Fund
 (EAIF, the Fund) is a public-private financing partnership initiated by the Private Infrastructure Development Group (PIDG). EAIF represents a new financing approach for commercially viable, private sector infrastructure ventures in sub-Saharan Africa. Following a competitive tender to the private sector, the Fund was launched in January 2002. The Fund’s equity of US$100 million is provided by the PIDG. The Fund's debt capital has been provided in two tranches - US$120 million of senior debt (Barclays and Standard Bank providing US$60 million each), and US$85 million of subordinated debt from development finance companies. The Fund's manager is a joint venture by its shareholders, Standard Bank Group, the Netherlands FMO and Emerging Markets Partnership (EMP), a private sector manager of infrastructure funds. The Fund’s core product is the provision of US dollar denominated senior-ranking term debt, usually between US$10 million to US$30 million per transaction and up to 15 years maturity. Subordinated debt may also be offered where appropriate (usually alongside senior debt), subject to the overall amount and tenor of lending being within these limits. The Fund may issue guarantees in respect of senior debt where this facilitates the provision of local currency funding. All EAIF’s products are offered on commercial terms following a detailed assessment of the borrower’s credit and risk profile. EAIF is not a concessional lender and is not able to offer "soft terms". However:
· The Fund is able to lend without political risk cover. 
· The Fund has the ability to offer loans up to 15 years in tenor and can consider   loan repayment profiles that suit the cash flow profile of the underlying business. 
· The commercial orientation of the Fund management process seeks to provide clients of the Fund with a responsive, flexible and efficient service. 

DevCo Advisory was formed in June 2003, when a MOU was signed between IFC and the United Kingdom’s DFID
. DevCo Advisory will support the IFC’s efforts to facilitate infrastructure investment. DFID has agreed to contribute $10 million over three years (2004-06) under the umbrella of a broader portfolio of work being developed in association with the PIDG. The PIDG donors are exploring new mechanisms for attracting greater private sector involvement and investment in low income developing countries (primarily Africa and South Asia). The rational behind this new PIDG initiative is that in addition to the World Bank's Private Sector Advisory Services (PSAS), there is a role for an infrastructure development company (DevCo) which would act as principal and honest broker, rather than as an advisor to governments. DevCo's mandate is be to structure bankable infrastructure opportunities in developing countries (water & sanitation, energy, transport etc.). DevCo Advisory will help PSAS expand its level of activities in PPI in the poorer countries through the direct provision of additional resources to be used in PSAS led mandates. These resources will be used primarily to cover the costs of specialist consultants working with PSAS teams to help prepare pro-poor infrastructure projects for private sector investment in the poorer developing countries. DevCo Advisory is set up as a multi-donor facility, and the IFC is aiming to secure the contribution of additional funds from other donors to help expand this activity further. 
GuarantCo (still in design stage) is the working title for another initiative by the PIDG. GuarantCo is intended to provide credit enhancement for local currency borrowing to support private sector and PPP infrastructure investment in low income developing countries. It hopes to address market failure in the domestic capital markets of these countries and reduce the exchange rate risks associated with financing infrastructure projects that generate local currency revenues. It will have potential value in mobilizing long-term credit for large-scale commercially viable RET projects in target countries.
The IFC’s Capacity Building Facility
 (CBF) was established in July 2000 to provide a flexible vehicle for IFC support to small and medium enterprises. CBF works with outside organizations through partnerships. In general, CBF funds projects designed to expand the capabilities of intermediaries that deliver sustainable products and services to SMEs. In its first two years, CBF approved $13.5 million for 65 projects. Projects are usually aligned with other work undertaken by the World Bank Group. The CBF is designed build SME financing capacity and, as such, is of indirect benefit to small scale RET project sponsors in developing countries. 
This list is a short guide with a focus on infrastructure. There are a number of other development partnerships to investigate including a bilateral infrastructure fund. The interactions listed above provide a selection of resources for potential RET project developers to contact for technical assistance (and possible project funding).
20) CAPSULE CASE STUDY IN RISK MITIGATION: Songo Songo Gas to Electricity Project in Tanzania.

“In 1995, Ocelot Tanzania Inc. and TransCanada Pipeline Limited (TCPL Tanzania Inc.), in partnership with the Government of Tanzania (GoT), Tanzania Electric Supply Company Limited (TANESCO) and Tanzania Petroleum Development Corporation (TPDC), set out to create a company called Songas to implement the Songo Songo Gas to Electricity Project. In so doing, Songas will develop the Songo Songo gas field in Kilwa District, Lindi Region, and construct gas processing facilities on Songo Songo Island to transport natural gas to Dar es Salaam via pipeline where it will be used as the principal fuel supply for five gas turbine electricity generators.  The pipeline will then continue to supply the Wazo Hill Cement Plant. The project will produce reliable electricity for the national grid and also bring gas to other industrial users in Dar es Salaam
.” (From the official website) Bids were first invited from GoT for this project in 1993 but the first kWh of electricity was not delivered from the project until early 2003 and the project is not expected to be fully operational till the end of 2004. There have been numerous permutations and delays and the project is well known in the conventional energy community for this reason. However, from a risk mitigation point of view, the Songo Songo project offers some interesting examples of public-private interaction.

. Note: Songas’ operating viability depends entirely on whether Tanesco can meet their power purchase obligations at the agreed tariff under the 20 year PPA and so this revenue stream is the focus of the risk management exercise. 

Songo Songo will form the basis of the development of gas industry and infrastructure in Tanzania and, as such, attracted interest from the EIB and World Bank. Tanzania itself has been going through a period of profound political change – from a command and control socialist regime to a capitalist market economy. Corruption and uncertainty are problems. Project sponsors were concerned about currency (Tanzanian Shilling: TSH) inconvertibility. However, MIGA and other private political risk insurance (PRI) underwriters were not willing to assume Tanzania risk because of a previous record of default and weak external account position. The FX needs of the project were estimated to be in the region of 4-8% of the total currency market. A Partial Risk Guarantee was not suitable (see Section 12 B), so World Bank designed a Currency Convertibility Facility (CCF) mechanism. The CCF is a financial instrument backed by a contingent IDA credit that would provide the sponsors with limited protection (up to $35 million – Songas’ annual FX requirements are estimated at $35-50 million, or $700m-1 billion over the life of the PPA) for capital repatriation and paying operations and maintenance expenses. The CCF would provide rolling $35 million cover and be administered by MIGA on behalf of IDA and would pay out if Songas could not meet its FX requirements in the market or from the GoT. For security, the GoT would give MIGA the irrevocable right to draw down on the IDA credit and the CCF would have a term of 15 years (against a PPA of 20 years). After that long, Songas’ would have generated adequate cash flows at the agreed PPA tariff and, hopefully, the local currency market would be in more robust. The CCF was designed was designed to provide risk cover but it also included some deterrents on both sides (Songas and GoT) to ensure that the government and the project sponsor were both motivated to stay on track. Ultimately, the CCF was not implemented because new project sponsors (AES took over from Trans-Canada in 1999 – Songas is an AES subsidiary)   took over and decided not to use it because of the additional cost and instead to rely on an Escrow Account (described below). However, the design of the CCF remains a useful potential blueprint for other infrastructure projects in developing countries.

Instead of the CCF, AES decided to utilize an escrow account and liquidity facility. To protect Songas against a default of the national electricity supply company (TANESCO), a credit enhancement has been structured under the project finance arrangements. The arrangement provides partial cover of its equity exposure through an escrow account in the project during the construction and operational phase and encourages timely payments by TANESCO under the PPA through a liquidity facility. Limited currency convertibility cover is also provided.

GoT originally established the hard currency escrow account with Citibank in 1996 with an initial payment of $12.5 million financed through a surcharge levied on the sale of petrochemicals. By November 1999 the escrow account had reached its target of $50 million (the amount of the sponsor’s equity exposure in Songas). Any drawdown of funds from the escrow account would be triggered by a GoT default as specified under the contract agreements. If the default occurred during the project’s construction phase, and had not been sorted out in the defined time frame, then the project sponsor would terminate the agreements and liquidate its outstanding shares in Songas using the account’s proceeds. 

As of 2004 when construction is finished (or whenever the gas actually reaches Dar es Salaam), GoT’s obligation to maintain the escrow account will be reduced by 5% each year ($2.5 million) throughout the life of the 20-year PPA (corresponding to the redemption schedule for AES’ Preferred A Class stock). Additionally, the escrow account balance is attenuated to changing perceptions of risk. If Tanesco makes timely and complete payments for any consecutive 3-year period of commercial operations then the escrow account balance can be reduced to $25 million.  If that period is followed by another three years of timely payments under the PPA, then the escrow account could be eliminated altogether. The escrow account is therefore designed to protect AES’ equity exposure during construction and provide incentives for timely and complete payments under the PPA. Once the perception of risk has changed, the protection is no longer necessary and all amounts in the escrow account are to be remitted to GoT.
To protect Songas against the risk of late, partial or non-payments by Tanesco, a liquidity facility has also been established. The facility is designed to smooth out Songas’ cash flows in the event that Tanesco’s experiences a short-term cash crunch. The trustee of the facility is a Tanzanian agent bank that is obligated to maintain the liquidity account in hard currency. Initially, the liquidity account is to be funded for up to 4 months of “non-subordinated obligations” – or about $20 million. If the facility has not been used for at least five consecutive years then it can be reduced to a 2-month funding level. 

In the event of total default by Tanesco, Songas would be able to suspend its debt service payments to GoT (estimated to be 25-30% of the revenues received from Tanesco). Songas would also be able to draw down the liquidity facility and GoT would be obligated to replenish the facility within 30 days. If draw downs from the facility are necessary and GoT fails to replenish the liquidity facility to the contractually agreed levels within 30 days then Songas can suspend power supplies to Tanesco under the PPA. If GoT has not replenished the Liquidity Facility, after drawdown, within 60 days then that default triggers AES’ ability to draw on the Escrow Account.

This highly abbreviated summary shows only two examples of risk-mitigating structures amidst numerous other Songo Songo contracts and agreements but hopefully provides a useful if short illustration of two possibilities for securing revenue streams in developing countries.
21)
SUMMARY

The purpose of this document is to act as an outline for discussion about risk mitigation products at the PPIAF workshop in Paris, November 19-20. The World Bank and the Global Environment Facility are interested in discussing potential uses of public assistance in the form of credit enhancement and contingent risk facilities (guarantees, loans, insurance and contingent grants) to help mobilize private debt finance for “clean infrastructure” projects. 

The range in size and complexity of RET projects, from small hydropower schemes with a hundred or so consumers, to schemes with thousands of consumers, discourages project aggregation, and does not provide insurers or financiers with any good means to assess or price risk. Energy efficiency schemes are generally easier to structure financially than RET projects because they are usually intended for implementation where there is an existing business or revenue stream of some kind that can be harnessed for debt service payments. IFC has been quite successful in this regard working with local financial institutions in Eastern Europe.

The experience with wind energy in OECD countries demonstrates that, once enough projects are in place, then pricing risk begins to normalise. However, in the developing world the additional cost of mitigating political risk – whether actual or perceived – still dissuades FDI. Unless a project is especially profitable (fossil fuels, mining) then the cost of transferring non-commercial risk can defeat an otherwise viable business plan. Moreover, international investors are uncomfortable about the lack of distinction between commercial and non-commercial risk. For instance, more seem to be concerned about “contract frustration” than expropriation. Generally, there is a concern about any risk that can not be defined in an insurance policy and thus covered before things go wrong.

Credit risk features prominently in any discussion about lending to the RET/EE sectors or developing countries and there appears to be a dialogue emerging within the multilateral institutions about how enhance credit in a cost effective and timely fashion. World Bank and GEF are currently interested in making wider use of partial credit guarantees and other contingent facilities discussed in the text. There is no doubt how useful these credit risk mitigation instruments can be in leveraging private capital flows. 
However, currently there seems to be little appreciation of World Bank’s or GEF’s efforts in City of London. In an informal poll, a number of private sector project financiers and insurers indicated that they prefer not to deal with World Bank unless there was no other option because of difficulty finding the right person to speak to, administrative frustration and, even when things seem to be going right, long delays: “They don’t understand the value of time.” Most of the financiers and insurers who had actually worked with the World Bank had an anecdote about a Bank employee who was exceptionally helpful but bound by administrative procedures. Very few private sector financiers or insurers have had any contact with the GEF and, as a result, there is little knowledge of their products and programs and no consensus opinion as to how they operate. (Although one private equity financier back from a meeting Washington said: “They baffle people.”) 
The IFC has only recently started offering partial credit guarantees but appears assertive in making use of the facility in the financial sector and has covered several sub-sovereign infrastructure deals as well. The existing legal and economic frameworks in IFC’s markets are more developed in than in many areas where World Bank operates. IFC is probably also more adept at assessing commercial risk. In any event, partial credit guarantees (for local and hard currency financing) are popular with lenders and so wider application of these instruments in the RET sector will certainly improve private investment flows. 
Public-private interactions such as MIGA’s cooperative underwriting program (CUP) are quite useful and hopefully can be expanded in the future. However, at present, because of credit issues facing private political risk insurers, the CUP is no longer as attractive to lenders. Instead facultative reinsurance is the preferred syndication route. From a product development perspective, there are several conceptual insurance structures discussed in the text that could benefit from MIGA’s intervention in the form of XOL cover (See Section 16 E, “Special Purpose Underwriting Vehicles”). 

Generally, risk finance (as opposed to risk transfer) provides options for businesses and risks that may otherwise be uninsurable. In simplest terms, risk finance spreads the financial burdens of an “expected” (15-50% probability) loss out over time. Risk financing with finite insurance involves making instalment payments into a reserve or “experience” account over a period of years thus spreading out any impact over time and making it more affordable to bear from project operating revenues. Specialist captives are already in operation for large wind energy developers and allow them access to the wholesale reinsurance markets. This is an area where there are some interesting possibilities to explore. Progress in developing countries will be limited by the legal and administrative frameworks in place. However, there are enough economies in transition with open insurance markets to make efforts to introduce specialist (re)insurers/captives a worthwhile public-private enterprise. Increasing reinsurance capacity by providing subsidized contingent capital facilities (from MIGA or other public agency) enables a specialized private operation such as Forest Re (see Section 15 D) to provide cover to small-scale sustainable development operations. Aggregating local RET risks is occasionally possible, a European bank is looking at arrangements to pool reserve accounts for similar RET projects in same jurisdictions in Eastern Europe – essentially creating an informal captive for risk finance.  

The use of contingent risk facilities to secure escrow accounts to tap into future revenue flows of a project’s main buyer (say, a government utility) is a promising area for future development. Some agreements are in negotiation for electricity projects where the project investor has the right to tap into its buyer’s revenue streams if specific risks or shortfalls materialise. This enables the project to access financial resources for debt service when its cash flow is interrupted by outside events. Alternatively, the entire revenue stream could flow into an escrow account held as security against debt service payments and paid back out to the state owned utility every six months. For real protection, the escrow account would have to be held offshore. This gets into some new legal terrain but such arrangements are conceptually possible. A project financier in London is interested in pursuing this approach. 

The World Bank is doing some innovative work, such as developing rainfall index insurance contracts for small farmers in India. Yet, many countries that could benefit from foreign investment and carbon finance are not ready for this level of financial engineering. The Bank’s currency convertibility facility (CCF) for the Songo Songo gas to electricity project in Tanzania is an example of a type of  risk instrument that can be deployed when commercial cover is unavailable for a difficult market. More flexible deployment of a range of such currency and credit risk mitigation instruments is needed in conjunction with local financial institutions, where possible. On a broader scale, increased technical and financial assistance from World Bank to develop currency and interest rate swap markets for LDC central banks will help transform the underlying economic framework. This is the foundation for public-private interactions of all kinds.
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APPENDIX 1: RELEVANT DOCUMENTS / WEBSITES
GEF Council Meeting, November 19-23, 2003-11-13
· http://www.gefweb.org/Documents/Council_Documents/GEF_C22/gef_c22.html 

See:

	· GEF/C.22/Inf.6
	Review of GEF´s Engagement with the Private Sector: Emerging Findings


	· GEF/C.22/Inf.10
	Enhancing GEF´s Engagement with the Private Sector


Implementing the World Bank Group Infrastructure Action Plan, September 2003 

· http://siteresources.worldbank.org/DEVCOMMINT/Resources/Fall-2003/DC2003-0015(E)-Infrastructure.pdf
Public Private Infrastructure Action Committee

· http://www.ppiaf.org/ 

World Energy Investment Outlook website: 

· http://www.worldenergyoutlook.org/weo/pubs/gio2003.asp
Renewable Energy Information on Markets, Policy, Investment, and Future Pathways
by Eric Martinot (GEF):

· http://www.martinot.info/ 

APPENDIX 2: RISK TRANSFER AGENTS & SERVICE PROVIDERS
	

	AIG – Global (re)insurance group providing all types of cover

 

Allstate Insurance Corporation - Global property and casualty insurer
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American Reinsurance - A division of Munich Re specializing in property and casualty reinsurance for the U.S. market
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Aon Corporation - Full-service insurance company covering all commercial lines, reinsurance, consulting, and Alternative Risk Transfer

 

 

Artis Group – Short lived venture by Royal & Sun Alliance being shut down

 

 

Bear Stearns - Investment Bank and underwriter of ART products

 

 

Benfield Greig - Insurance broker specializing in reinsurance broking and contract pricing

 

 

Berkshire Hathaway Group – Warren Buffet – the last AAA property and casualty insurer and reinsurer selling “super-cat” policies.

 

 

Catastrophe Risk Exchange - An online exchange for trading catastrophe and other insurance risk – no volume

 

 

Centre/Zurich Reinsurance - Centre Re and Zurich North America are the American reinsurance arms of Zurich Financial Services Group, based in Switzerland.

 


CIGNA Corporation - Global property and casualty insurer and co-underwriter of Jostens integrated risk insurance deal

 

Commonwealth Risk - Alternative Risk Transfer solution provider specializing in the establishment of captives, rent-a-captives and risk retention groups

 

Credit Suisse First Boston - Investment Bank and underwriter of ART products

 

Employers Reinsurance - Reinsurance firm covering all types of reinsurance 

 

 

EW Blanch -Broker firm specializing corporate risk management

 

 

Farmers Insurance Corporation - Global property and casualty insurer

 

 

General Reinsurance - Underwriter of reinsurance with specialties in risk financing, transfer, and management

 

 

Goldman Sachs - Investment bank with expertise in underwriting insurance-linked securitization deals

 

Hartford Insurance Group - Global property and casualty insurer and reinsurer 

 

 

JP Morgan & Co. – Risk management advisor

 

 

Kemper Insurance Companies - Global property and casualty insurer and reinsurer

 

Lehman Brothers - Investment Bank and underwriter of ART products

 

 

Liberty Mutual Insurance Companies - Global property and casualty insurer 

 

 

Marsh & McLennan - Global corporate insurance and reinsurance broker and manager of British Aerospace Income Protection ART deal

 

 

Merrill Lynch - Investment Bank and underwriter of ART products

 

 

Morgan Stanley Dean Witter - Investment Bank and underwriter of ART products

 

 

Munich Reinsurance Group - Global property and casualty reinsurer and co-manager of Yasuda Fire & Marine Insurance typhoon CAT bond securitization

 

 

Nationwide Group - Global property and casualty insurer


 

PaineWebber - Investment Bank and underwriter of ART products

 

 

Salomon Smith Barney - Investment Bank and underwriter of ART products

 

 

State Farm Group - Global property and casualty insurer 

 

 

Swiss Reinsurance - International reinsurance firm and provider risk transfer solutions through its subsidiary, Swiss Re New Markets.

 

 

Transatlantic Holdings - Global property and casualty insurer and reinsurer

 

 

Travelers PC Group - Global property and casualty insurer and reinsurer

 

 

Warburg Dillon Reed - Investment Bank and underwriter of ART products

 

 

Wilde Sapte - Law firm specializing in litigation involving mergers & acquisitions, bankruptcy proceedings, and corporate and insurance law

 

XL Capital - Underwriter of reinsurance and ART contracts, also consulting, insurance broking, mezzanine funding, and integrated risk policies




	
	APPENDIX  3:  RISK MANAGEMENT PORTALS

Artemis – Useful web directory and news source for Alternative Risk Transfer

 

  

BondHub.com - BondHub.com is an Internet-based vertical trading hub for the financial services industry.

 

 

Captive.com - A web site community for the alternative self-insurance market with links to educational and commercial information.

 

 

CFO Web - Full-service Internet portal site for CFOs, fund managers, and corporate treasury operations featuring online position keeping and analytics

 

 

CFOWeb.com - CFOWeb.com is a virtual financial marketplace.

 

 

ChannelPoint - ChannelPoint is a provider of Internet based, business-to-business solutions that enable e-commerce in the global insurance industry.

 

 

Credit Trade - Credit news, links, product information, discussion forums, etc.

 

 

Creditex - Site dedicated to the OTC credit derivatives market, including news and ratings information

 

 

Credix - Provides pre-packaged data warehouse software and decision support consulting services.

 


DerivaNet - A financial information portal to give the professional dealmaker live access to market information, premium analytics and interactive, responsive pricing calculators.

 

 

Derivatives.Com - Derivatives and risk management services.

 

 

dotRisk Limited - Designed to serve key stakeholders in the business insurance and claims markets - policyholders, risk managers, lawyers, consultants, experts, insurers, reinsurers, brokers and others.

 

 

E*LoanTrading.com - Portal for bank loan portfolio management, including loan portfolios acquisition; loan syndications and loan funds valuation.

 

 

ELextronic Risk eXchange - Swiss Re's platform for trading risks electronically.

 

 

Environmental Risk Manager  - Subscription-based site includes environmental risk data, legal & claims issues, medical topics, and an insurance section. 

 


Ereorg - Internet-based, business-to-business auction marketplace for the trading of bank loans, trade claims and sovereign bank debt.

 

 

FinanceWise - Search engine that focuses specifically on financial-only content.

 

 

Global Risk Exchange - grx.com is a property-casualty commercial insurance exchange offering large corporations direct access to top-tier insurance markets.

globalcontinuity.com - A global portal for the business risk industry and contains daily updated news, events, knowledge articles, jobs and independent product reviews on all aspects of risk.

 

 

I-WeX.com OTC Market - Internet Weather Derivatives portal. 

 

 

Internet Wholesale Insurance Exchange - iwix.net is an independent business-to-business on-line marketplace for bringing agents and brokers together with specialty insurance carriers.

 

Morgan Markets - One site for all the market and cross-market material you need, as soon as it's available throughout the day.

 

 

OptionBazaar - website for OTC exotic equity option trading and risk management.

 

 

RSX The World Insurance Portal - RSX, and with the support of leading exchanges and institutions world-wide, provides the basis for market migration to the networked world.

 

 

SwapsWire - Internet network and protocol for the on-line trading and negotiating of interest rate derivatives.

 


The Banker's Internet Briefing Book - Banking-related news, articles, and the interactive Banking Game.

 

 

Trade Weather - On-line trading system for temperature and precipitation weather derivatives.

 

 

Trade Winds - The source for grain and energy markets.

 

 

Ultraprise.com - The secondary market mortgage exchange.

 

 

United Weather - This site shows what weather products are and why they are needed as well as how you can manage the unknown.

 

 

VolBroker.Com - Internet-based electronic interdealer broker for the currency option market.

 


Weather Derivatives - Source for agricultural conditions, forecasts & energy demand forecast.

 

 

Weather Derivatives Online - The Met. Office - Provides you with the weather information that will help you to price a weather derivatives hedge and underwrite a risk.

 

 

Weather Option Toolbox - The toolbox contains HDD/CDD/temperature/precipitation projectors, and degree day derivative valuators.

 

 

Weather Risk Advisory - Provides new opportunities in the weather derivatives market by providing the necessary software and consulting.

 

 

Weather Risk Institute - Investment decision support.

 

 

Weather risk management - Weather Risk Management tools provide organisations with the ability to offset the financial exposure due to specific adverse weather conditions.

 

 

WeatherHedge.com - WeatherHedge.com provides on-line pricing and risk analysis of weather derivatives based on historical simulation and analytical valuation.

 

 

Weathermarkets.com - Puts The Weather to work for energy and agriculture industries.

 

 

Weathervane - A digital forum on global climate policy.

 

 

 

WXPX.com - Source for publications, seasonal forecasting, seminars, and presentations dealing with financial weather risk.

 



	
	























































































































GRAND TOTAL 							       U$ 3 Billion 	








� Independent Consultant: phone +44 (0)20 8674 1102 � HYPERLINK "mailto:eolivier@treebiz.com" ��eolivier@treebiz.com� 


� Carbon Funds means any of the carbon funds managed by the World Bank Group including the Biocarbon Fund, Community Development Carbon Fund, IFC-Netherlands Carbon Facility, Netherlands Clean Development Mechanism Facility and Prototype Carbon Fund.


�  solar PV, geothermal, micro/small-hydro, biomass, biogas, wave/tidal & wind 


� Implementing the World Bank Group Infrastructure Action Plan, September 2003: � HYPERLINK "http://siteresources.worldbank.org/DEVCOMMINT/Resources/Fall-2003/DC2003-0015(E)-Infrastructure.pdf" ��http://siteresources.worldbank.org/DEVCOMMINT/Resources/Fall-2003/DC2003-0015(E)-Infrastructure.pdf� 


� See � HYPERLINK "http://www.gefweb.org/Documents/Council_Documents/GEF_C22/C.22.Inf.10_GEF_s_Engagement_with_Private_Sector_FINAL.doc" �Enhancing GEF´s Engagement with the Private Sector� 


�  buildings, industry, transport & power (e.g. distributed generation)


� On 27 August 2003 the Bush administration announced that the EPA would loosen regulations intended to curb air pollution. Elliot Spitzer, the New York State Attorney General is suing the Bush administration over this issue along with AGs from other north-eastern states and responded in a written statement: “Relaxing pollution regulations to legalize harmful smokestack emissions that have been illegal for decades is like relaxing accounting rules to solve the Enron fiasco."


� Unpublished UNEP study 2003


� World Bank list


� Most policies cover defaults and risks concerning actions taken by sovereign governments, however   many energy and water infrastructure projects are exposed to risk at the sub-sovereign level when dealing with local government and municipalities. 


� Host government is responsible for ultimate risk but is able to pay off obligation over extended time.


� See � HYPERLINK "http://www.izf.net/izf/Index.htm" ��http://www.izf.net/izf/Index.htm� the official investment site of the CFA zone. Also � HYPERLINK "http://www.wami-imao.org/" ��http://www.wami-imao.org/� the West African Monetary Institute.


� See � HYPERLINK "http://siteresources.worldbank.org/DEVCOMMINT/Resources/Fall-2003/DC2003-0015(E)-Infrastructure.pdf" ��http://siteresources.worldbank.org/DEVCOMMINT/Resources/Fall-2003/DC2003-0015(E)-Infrastructure.pdf�  Implementing the World Bank Group Infrastructure Action Plan, September 12, 2003.


� Mistry, Percy & Olesen, Neils 


� Culp, Christopher


� Dirk Kohler, Global Sustainable Development Project � HYPERLINK "http://www.gdsp.fr" ��www.gsdp.fr� 


� Tinsley, Richard


� Battifarano, LJ


� Thanks to Charles Liebenberg of Investec and John Lay of Cooperative Bank for their comments.


� These are “flexibility mechanisms” under the Kyoto Protocol.


� � HYPERLINK "http://www.mantissa.co.uk/Top2_1.htm" \t "_top" �Quick guide to letters of credit�


� See � HYPERLINK "http://www.worldbank.org/html/fpd/water/wstoolkits/Kit3/kit3-22.html" ��http://www.worldbank.org/html/fpd/water/wstoolkits/Kit3/kit3-22.html� for general information.


� For a discussion of using construction bonds to improve energy efficiency see � HYPERLINK "http://www.commondreams.org/views/032600-103.htm" ��http://www.commondreams.org/views/032600-103.htm� . See H. Stockenstrom’s page for bond descriptions � HYPERLINK "http://www.cwilson.com/pubs/construction/hgs1/" ��http://www.cwilson.com/pubs/construction/hgs1/� 


� See  � HYPERLINK "http://www2.ifc.org/seed/news_archive/PR_Mk_New_Leasing_Law_03_2002.pdf" ��http://www2.ifc.org/seed/news_archive/PR_Mk_New_Leasing_Law_03_2002.pdf� 


� Nevitt, Peter & Fabozzi, Frank, Project Financing 7th edition, Risk Books 2000, London


� See � HYPERLINK "http://www.leasingprofessional.com" ��http://www.leasingprofessional.com� for example leases. 


� See  � HYPERLINK "http://www.worldbank.org/fandd/english/0697/articles/0140697.htm" ��http://www.worldbank.org/fandd/english/0697/articles/0140697.htm� 


� See � HYPERLINK "http://www.miga.org/screens/partnerships/partnerships.htm" ��http://www.miga.org/screens/partnerships/partnerships.htm� for MIGA partnerships.


� See World Bank Projects Finance & Guarantees Group site � HYPERLINK "http://www.worldbank.org/guarantees/" ��http://www.worldbank.org/guarantees/� for a complete breakdown of IBRD and IDA Guarantee projects by geographical region.


� Project Finance International


�  In the case of public borrowers (e.g. in the case of PCG), current effective IBRD guarantee fee is 50 bp p.a. after waiver; IBRD guarantee fees for private borrowers (e.g. in the case of PRG) are 75-100 bp p.a. assessed based on risk coverage.  The fees collected by the Bank in excess of effective loan spread would be refunded to the government.


�  In the case of public borrowers, current effective IBRD standby fee is 25bp p.a. after waiver; 


� ‘B’ loan structures are also offered by the private sector departments of other MDBs.


�  See Robert Sheppard, � HYPERLINK "http://www.un.org/esa/esadp28.pdf" ��http://www.un.org/esa/esadp28.pdf� , for an interesting discussion of emerging markets project finance and the failure of B loans as risk mitigation tools in Argentina.





� � HYPERLINK "http://www.pacificenvironment.org/ecas/intro.htm" ��http://www.pacificenvironment.org/ecas/intro.htm� ,    Pacific Environment 2003. Also see � HYPERLINK "http://www.eca-watch.org/" ��http://www.eca-watch.org/�  ECA Watch: International NGO Campaign on Export Credit Agencies.


� See the Berne Union � HYPERLINK "http://www.berneunion.org.uk/" ��http://www.berneunion.org.uk/� .


� Website � HYPERLINK "http://www.gefweb.org/index.html" ��http://www.gefweb.org/index.html� 


� GEF also operates the financial mechanism of the Stockholm Convention on Persistent Organic Pollutants on an interim basis.


� World Bank Group, UNEP, UNDP (and since 1999 ADB, IDB, EBRD, AfDB, IFAD, UNIDO, FAO)


� “ Instrument for the Establishment of the Restructured Global Environment Facility” (1994, amended 2002) � HYPERLINK "http://www.gefweb.org/Documents/Instrument/instrument.html" ��http://www.gefweb.org/Documents/Instrument/instrument.html�


� GEF/C.21/Inf.10, A Proposed GEF Approach to Adaptation to Climate Change � HYPERLINK "http://www.gefweb.org/Documents/Council_Documents/GEF_C21/C.21.Inf.10_Adaptation_to_CC.pdf" ��http://www.gefweb.org/Documents/Council_Documents/GEF_C21/C.21.Inf.10_Adaptation_to_CC.pdf� 


� see GEF/C.22/4


� see GEF/C.22/6 GEF Business Plan FY05-07  � HYPERLINK "http://www.gefweb.org/Documents/Council_Documents/GEF_C22/C.22.6_Business_Plan_FINAL.pdf" ��http://www.gefweb.org/Documents/Council_Documents/GEF_C22/C.22.6_Business_Plan_FINAL.pdf� 


�  The Small Grants Program is estimated to grow at approximately 30 percent per year. In response to a request from the Second GEF Assembly, the program is planning to expand at a faster rate with a target of 10 new participating countries every year. A SGP strategy document will be presented to the Council in May 2004 with more details. If necessary, additional resources can be made available from the other focal areas.


� World Bank staff


� See � HYPERLINK "http://lnweb18.worldbank.org/ESSD/envext.nsf/45ByDocName/GEFGrants" ��http://lnweb18.worldbank.org/ESSD/envext.nsf/45ByDocName/GEFGrants� 


� Operational Strategy of the Global Environment Facility � HYPERLINK "http://www.gefweb.org/public/opstrat/ch3.htm" ��http://www.gefweb.org/public/opstrat/ch3.htm� 


� Anecdotal evidence suggests that there is occasional tension between the Agencies over the boundaries of their mandates. 


� See section 12 B on World Bank Risk Mitigation products for a discussion of partial credit guarantees. 


� See � HYPERLINK "http://www2.ifc.org/enviro/EPU/EEfficiency/HEECP/heecp.htm" ��http://www2.ifc.org/enviro/EPU/EEfficiency/HEECP/heecp.htm� 


� See � HYPERLINK "http://www2.ifc.org/enviro/EFG/GEF-SME-Program/gef-sme-program.htm" ��http://www2.ifc.org/enviro/EFG/GEF-SME-Program/gef-sme-program.htm� 


� See  � HYPERLINK "http://www2.ifc.org/enviro/EFG/GEF-SME-Program/gef-sme-program.htm" ��http://www2.ifc.org/enviro/EFG/GEF-SME-Program/gef-sme-program.htm� 


� This section updated 30/1203


� See � HYPERLINK "http://unfccc.int/cop9/latest/sbi_l28.pdf" ��http://unfccc.int/cop9/latest/sbi_l28.pdf� 


� See ROCs article � HYPERLINK "http://www.future-energy-solutions.com/assets/pdf/Future.PDF" ��http://www.future-energy-solutions.com/assets/pdf/Future.PDF� from AEA Technology.


� See Marsh � HYPERLINK "http://www.marsh.com/MarshPortal/PortalMain" ��http://www.marsh.com/MarshPortal/PortalMain� Thanks to Warren Diogo.


� See � HYPERLINK "http://www.millerinsurance.co.uk/Downloads/WindProBrochureWeb.pdf" ��http://www.millerinsurance.co.uk/Downloads/WindProBrochureWeb.pdf� for the WindPro brochure with details of the extensive cover offered to wind energy projects.


� Nsure � HYPERLINK "http://www.nsure.uk.com/corporate/index.htm" ��http://www.nsure.uk.com/corporate/index.htm� 


� See � HYPERLINK "http://www.windpower.org/en/tour/wtrb/size.htm" ��http://www.windpower.org/en/tour/wtrb/size.htm� for a discussion of the size of wind turbines.


� See � HYPERLINK "http://www.gepower.com/prod_serv/products/wind_turbines/en/36mw/index.htm" ��http://www.gepower.com/prod_serv/products/wind_turbines/en/36mw/index.htm� for description.


� Heath Lambert �HYPERLINK "http://www.heathlambert.com/projects"��http://www.heathlambert.com/projects� 


8 Swiss Re � HYPERLINK "http://www.swissre.com/" ��http://www.swissre.com/� 








� Technology: drill into hot rock, inject cold water down one well, circulate it through the hot, fractured rock, and draw off the heated water from another well.  


� See � HYPERLINK "http://www.hydroinsure.com/" ��http://www.hydroinsure.com/� 


� See � HYPERLINK "http://www.gsdp.fr" ��http://www.gsdp.fr� for details about GDSP including a press release and project descriptions.


� See � HYPERLINK "http://www.artemis.bm/" ��http://www.artemis.bm/�  - an excellent general information site for ART products and services.


� See � HYPERLINK "http://www.swissre.com/INTERNET/pwsfilpr.nsf/vwFilebyIDKEYLu/SHOR-5J3KEN/$FILE/sigma1_2003_e.pdf" ��http://www.swissre.com/INTERNET/pwsfilpr.nsf/vwFilebyIDKEYLu/SHOR-5J3KEN/$FILE/sigma1_2003_e.pdf� 


� Culp, Christopher, see � HYPERLINK "http://gsbwww.uchicago.edu/fac/christopher.culp/research/index.htm" ��http://gsbwww.uchicago.edu/fac/christopher.culp/research/index.htm� 


� Culp, Christopher 


� Sometimes this term is also used for a combination of traditional reinsurance with finite risk products.


� Risky credits command a higher premium. The buyer will compare alternative sources if the CC facility is stand-alone. Often, a CC facility comes as part of a broader IRM package. 


� See � HYPERLINK "http://www.moodyskmv.com/products/CDOAnalyzer.html" ��http://www.moodyskmv.com/products/CDOAnalyzer.html� for an example of a commercial analytic program.


� International Securitization & Structured Finance Report, November 15, 2003. 


� The (re)insurer provides certification of coverage; reinsurance; loss control and mitigation advice; claims reserving, adjustment; risk management; underwriting, regulatory work etc. in return for an annual fee. 


� See � HYPERLINK "http://www.captiveinsurancecompanies.com/captive_cases.htm" ��http://www.captiveinsurancecompanies.com/captive_cases.htm� 


� See � HYPERLINK "http://frontpage.dchisholm.aa.psiweb.com/CompanyStats/2001-EnergyInsMutual90102196.pdf" ��http://frontpage.dchisholm.aa.psiweb.com/CompanyStats/2001-EnergyInsMutual90102196.pdf� 


� Depending upon whether CO2e generated by carbon sinks has future value in extant international treaties. 





� However, the actual risk is real enough – over 55 countries have restructured their debt at the London Club in the last 20 years due to foreign exchange shortages.


� See S&P press release July 2003 � HYPERLINK "http://www.emta.org/keyper/EmgMkt_Rating%20Actions_Q22003.pdf" ��http://www.emta.org/keyper/EmgMkt_Rating%20Actions_Q22003.pdf� 


� See � HYPERLINK "http://pages.nyu.edu/~rgr208/imf.pdf" ��http://pages.nyu.edu/~rgr208/imf.pdf� Ranciere, Romain Credit Derivatives in Emerging Markets, IMF discussion paper, September 2001


� See press release � HYPERLINK "http://www.findarticles.com/cf_dls/m4PRN/2003_August_6/106327139/p1/article.jhtml" ��http://www.findarticles.com/cf_dls/m4PRN/2003_August_6/106327139/p1/article.jhtml� 


� By contrast, the top money centre banks such as Citibank have developed software that permits the estimation of credit risk and market risk individually by counterparty (for major clients) and will integrate the exposure for risk control.  Generally, smaller accounts are managed through statistical analysis or some general framework. The issues of client scale and lack of available credit information are persistent weak links with regard to pricing credit products for RET. 


� London, Paris, Amsterdam, Berlin & Stockholm (see � HYPERLINK "http://www.cme.com/prd/wec/euweather4953.html" ��http://www.cme.com/prd/wec/euweather4953.html�) 


� Source EKT


� AXA RE and EKT have just announced a “worldwide strategic alliance” for weather trading.


� � HYPERLINK "http://www.db.com/" ��http://www.db.com/� 


� See � HYPERLINK "http://www.entergykoch.eu.com/businessgroups/NPI_sample_contract.doc" �Example contract form NPI� for a sample EKT SMHI precipitation index contract.


� For example, turnaround times can vary from 5 days in the Netherlands to 60 in Germany.


� See official site � HYPERLINK "http://europa.eu.int/information_society/topics/multi/psi/directive/index_en.htm" ��http://europa.eu.int/information_society/topics/multi/psi/directive/index_en.htm� 


� See Environmental Finance October 2003: � HYPERLINK "http://www.environmental-finance.com/" ��http://www.environmental-finance.com/� 


�� HYPERLINK "http://wbln0018.worldbank.org/ifcext/spiwebsite1.nsf/5f9fbc1edf0a843585256aae006b01a5/04af3ef4bb80835385256b0b005d784c?OpenDocument" ��http://wbln0018.worldbank.org/ifcext/spiwebsite1.nsf/5f9fbc1edf0a843585256aae006b01a5/04af3ef4bb80835385256b0b005d784c?OpenDocument�  - IFC project summary.


� See � HYPERLINK "http://siteresources.worldbank.org/DEVCOMMINT/Resources/Fall-2003/DC2003-0015(E)-Infrastructure.pdf" ��http://siteresources.worldbank.org/DEVCOMMINT/Resources/Fall-2003/DC2003-0015(E)-Infrastructure.pdf�  Implementing the World Bank Group Infrastructure Action Plan, September 12, 2003.


� See � HYPERLINK "http://rru.worldbank.org/About.asp" ��http://rru.worldbank.org/About.asp� 


� See also the useful page � HYPERLINK "http://www.worldbank.org/privatesector/map.htm" ��http://www.worldbank.org/privatesector/map.htm� for the WBG “PSD Roadmap”.


� See � HYPERLINK "http://www.ppiaf.org/" ��http://www.ppiaf.org/� 


� World Bank Group Private Sector Development Strategy Implementation Progress Report, June 2003


� See � HYPERLINK "http://www.emergingafricafund.com/first.htm" ��http://www.emergingafricafund.com/first.htm� 


� See � HYPERLINK "http://www.worldbank.org/privatesector/transaction/devco.htm" ��http://www.worldbank.org/privatesector/transaction/devco.htm� 


� See � HYPERLINK "http://www2.ifc.org/sme/" ��http://www2.ifc.org/sme/� 


� See � HYPERLINK "http://www.tpdc-tz.com/new/songo_songo.htm" ��http://www.tpdc-tz.com/new/songo_songo.htm� 


� See � HYPERLINK "http://www.utrikes.regeringen.se/inenglish/policy/devcoop/Draft_Summary_PPI_study-rev_2of2.pdf" ��http://www.utrikes.regeringen.se/inenglish/policy/devcoop/Draft_Summary_PPI_study-rev_2of2.pdf� 


� See  � HYPERLINK "http://www.worldbank.org/tz/infrastructure.htm" ��http://www.worldbank.org/tz/infrastructure.htm� 
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