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Introduction:
At the request of the World Bank Carbon Funds, we have analyzed a limited sample of Emission Reduction Purchase Agreements (ERPA) from various sources including the World Bank Carbon Funds and the Dutch Ministry of Economic Affairs, with a view to assessing the extent to which these contracts could provide a basis for financing and to make recommendations on how they could be enhanced to facilitate such financing.

Our qualification is in the area of finance, notably project or structured finance. Although we are referring to legal notions, we are not lawyers. The views expressed herein should not be construed as legal advice, but rather as suggestions and possibly a contribution to enhancing the interaction between different contracts that reflect separate but sometimes complementary perspective and intentions for the development of a specific business.

The Preliminary Findings were presented to attendees of the PPIAF-CDCM Workshop on Tools for Risk Mitigation in Clean Infrastructure Projects at the World Bank Paris Office on November 19th. In addition, a breakout working session was chaired by Claude Devillers on November 20th to bring together feedback on the issue of enhancing ERPA financeability from conference attendees. Feedback from the broad group of stakeholders (Multilateral Institutions/IFIs, Potential Buyers, Project Developer/Sellers, Financiers, etc.) has been incorporated into the analysis and conclusions in this paper.
ERPAs are long term off-take agreements. There are a variety of models where such long term revenue contracts have been used as the primary source of repayment for construction and term financing, notably for power, natural resource and concession-type financings. These contract-revenue-based financings share a common characteristic in that in order to be financeable the contracts must be clear, concise, and legally enforceable and must contain appropriate allocation of risks between Buyer and Seller. Since the Lender steps into the shoes of the Seller and takes on many of the Seller’s rights and obligations, the risk allocation is crucial.  We will concentrate on the risk sharing proposition that is defined in such contracts. One other key is predictability. Since a Lender advances funds up front and is repaid over an extended term in most cases, the ability to anticipate changing circumstances and address the rights and responsibilities of the parties over time is essential. 
We are still in the early days of the development of ERPAs and actual experience with their operational implementation. Terms are evolving as more are negotiated. Our views do not encompass all ERPAs, but rather a limited number of them that have been already implemented by some of the largest and most significant buyers in the emerging emission reduction market. Our general view is that a consistent approach in structuring certain key terms could help expand the market for financing based on this type of contractual revenue.
We have attempted to distinguish between contractual terms that are quite transaction specific and structural elements which we consider to be “core” terms. In this presentation we will focus on the core terms.
In this presentation, we are using expressions and terms that have been already well defined in existing ERPAs, and/or regulatory regimes such as the one known as “Kyoto Protocol”, unless otherwise stated.
Part I – “Making Room for the Financing”
One of the key aspects for both the Buyer and the Seller under any ERPA is the volume of ERs to be sold/purchased under the contract. In addition to being an important business point, the establishment of the Baseline itself, the project description, the projection of the ERs to be produced, the Monitoring process for measuring those ERs, and in some cases the Registration and Certification of the ERs embody elements of risk for both Buyer and Seller. One method of addressing the uncertainty of future ER production has been to delineate two streams of ERs: Contracted ERs and Optioned ERs. In this way, the contract volume can be based on an estimate of less than the full quantity of ERs which may be generated by the Seller. A second quantity of ERs is held under option, creating an operating cushion for fluctuations in actual vs. projected operating performance of the Seller.

This notion of operating cushion is critical to Lenders. In any revenue contract, the Lender will seek to ensure that the Seller’s ability to produce and deliver exceeds the contractual obligation by a margin of safety appropriate for the perceived operating risk. A project with greater operating uncertainty requires a greater margin for error. Hence, the sizing of contracted ERs at a % of the actual producing capability of the Seller is consistent with financier requirements. However, if the “cushion” ERs is callable by the Buyer with a right but not an obligation to purchase, then the value to the Lender of that ER stream may be diminished.  This is particularly the case where subordinated debt, mezzanine, or equity financing is raised against the ERPA as such financiers require an unencumbered cushion to backstop their loans. 
Lending against contract revenues requires taking a view on the value of the collateral and on the future performance of both the Buyer and the Seller. The Lender therefore seeks predictability and flexibility. The performance must be predictable – of the Seller to produce ERs and deliver the contracted volumes and of the Buyer to make payments and take any other actions needed in accordance with the terms of the ERPA. Given that repayment occurs in installments over a long period of time, the contract needs to clearly define the allocation of the risks associated with changes in circumstances, changes in costs, and unforeseen events. Lenders seek as much operational flexibility as possible in order to deal with unforeseen events and maintain and preserve the value of the collateral and the stream of future payments. This need for predictable actions and operational flexibility will govern the specific discussion of additional aspects to the ERPAs. 
While the Lender is not a direct party to the ERPA, by virtue of the assignment of rights and certain obligations by the Seller to the Lender, the Lender has an integral relationship to the parties, and in many cases has the strongest vested interest in the successful performance of the contract. It is in this light that we examine the ERPAs in more detail.

Part 2 - General Risk Allocation:
Validation/Registration/Certification of ERs/Conversion to CERs, ERUs, etc.:
This risk is central to the attractiveness of the ERPA as collateral for financing. The nature of the product being delivered to the Buyer – the Emissions Reductions – is unique in its regulatory context and the conditions which must be met in order to convert the generic ERs into CERs or ERUs pursuant to the Kyoto Protocol. Lenders have difficulty accepting a risk which they do not have the capacity to manage or control. This is typically the case with what are generally referred to as “political” risks or “regulatory” risks, since these processes are not always transparent or responsive to commercial considerations. By approving for payment and disbursing funds for ERs prior to Certification by the CDM EB, for example, a Buyer can take this risk and enhance the value of the ERPA. For certain buyers, such as PCF, this risk is accompanied by provisions in the ERPA which give it the ability to manage the approval process and use its expertise and relationships to reduce the risk it takes. This follows the project finance precept of allocating risks to those best able to evaluate and manage the particular risk.  Where the ERPA does not shift this risk to the Buyer, the Seller and Lender must be willing and able to navigate the regulatory approval process and manage it in a way that reduces the risk of failure to deliver CERs (in the case of CDM projects) to an acceptable level. This requires a much higher level of knowledge and involvement of the Lender, which could result in a steeper learning curve and a thinner Lender market overall. 
Project Completion Risk:

Construction, completion and start-up risks are those which Lenders experienced in project finance are able to evaluate structure and mitigate. Lenders will limit financing to projects employing proven technology and experienced operators. As mentioned, Lenders will seek to have sufficient flexibility to accommodate delays in completion without jeopardizing the ERPA. Lenders will also seek early approval of substantial completion, start up operations etc, to shorten the period during which they are exposed to completion risk. 

Production/Volume Risk:

As noted, the volume risk is managed through the sizing of the contracted ERs versus the total capacity and the expected or base case, volumes projected for the Project. Lenders will seek a cushion of unencumbered ERs, as well as an acceptable debt service coverage ratio based on contract ER revenues vs. debt service payments due.
Price Risk:

ERPAs define a fixed price risk to be born by the Buyer. Circumstances when this price could be revised should adhere strictly to the sharing of risks, so that the Lender obtains the greatest predictability of the cash-flow generated by the project.  To the extent that a “net price” which carries true certainty for the Seller/Lender can be established, the ability to leverage the ERPA revenue stream will be enhanced.
Force Majeure Risk:

Physical Force Majeure event risk can be borne by the Seller/Lender provided that (i) adequate provisions for insuring casualty losses are made, and Lenders are loss payees on policies, (ii) adequate time (cure periods and standstills) is afforded for repair and replacement from casualty losses and (iii) reasonable flexibility exists to re-establish operating performance. 

Political Force Majeure risks are more difficult to allocate to Lenders and are typically shouldered by government or quasi-government entities where there are policy means to address these types of situations. 
Increased Cost Risk:

The ERPAs contain certain provisions requiring the Seller to make changes to the Project, acquire replacement ERs, and take other actions which could imply significant additional costs on the Seller in order to avoid termination of the ERPA. A make whole provision for procurement of ERs in the event of a failure to deliver is virtually without precedent in other types of project financing (oil production, power projects, etc.) and places an inordinate burden on the Seller.  This could be an impediment to attracting financing. 
Tax Risk:

Tax risks are typically taken by the Lenders who integrate assumptions in their lending models, although such risks cannot be fully predicted. However, there are tax risks specific to the certification process of CERs and ERUs: the Executive Board of the CDM for example or Governments at Registration can impose levies. Furthermore, the decision on such Kyoto process related taxes and levies is still in the making and bear too great uncertainty and unpredictability to comfort the Lender. Various solutions have been adopted so far where PCF’s ERPAs take the tax risk with the Kyoto Protocol process while ERUPT only pays net of any tax. The extension of PCF’s solution is desirable for the development of ERPA financings, while such fiscal and levy regimes are still being implemented. 
Currency/Convertibility Risk:

Given direct payments to designated accounts in USD, most of the currency and convertibility risks should be eliminated. Certain jurisdictions may compromise this direct flow and would have to be the subject of specific due diligence.
Transfer Risk:

The transfer risk associated with funds flows should be mitigated by the structure as described above. Impediments to the transfer of a perfected security interest in the ERs should be mitigated by certain Host Country agreement which can be entered into in conjunction with the ERPA and its host registry process. To the extent the Buyer takes this risk in the ERPA, the contract will be more likely to attract financing.

Part 3 - Structural Issues Affecting Financing:

Assignment: Certain ERPAs have incorporated a right for the Buyer to assign the ERPA to a third party, and in some cases the terms include basic financial solvency parameters be met by Assignee Buyer. In general, a Lender will not agree to unilateral rights to assign the ERPA. Why? Because a Lender does due diligence and takes a view on the quality of the Buyer as a counterparty, and structures and prices the loan accordingly. If the Buyer can change, the nature of the payment risk changes, without any ability to adjust the terms of the loan. In the event that it is necessary to assign the ERPA, Lenders will most likely make the standard one of “a Buyer of equivalent expertise, financial standing, and overall global creditworthiness” and will seek approval rights for any assignment. It is important to remember that the ERPA is collateral to the Lender, and a secured Lender cannot suffer impairment of its collateral. 
By the same token, the Seller will be required to assign its rights to the Lender, and the Buyer will enter into a Consent to Assignment which acknowledges the Lender’s unique role at a third party beneficiary of the contract. The Buyer will be obligated to, among other things, give certain notices to the lender before exercising rights under the ERPA and the Lender will generally seek time to cure defaults and standstill periods to defer exercise of remedies in order to rectify problems which may be encountered by the Seller. While this flexibility may impinge on the Buyer’s rights to a certain extent, the Buyer may take comfort from the benefit of a third party with a strong vested interest in resolving problems and restoring the ability of the Project to perform under the ERPA. 
Reps/Warranties: Since the Buyer in effect is the proxy credit/signature ensuring the repayment stream via the ERPA, Lenders will require review of its authorizing documents and funding mechanisms; in some cases ERPAs have contained pre-funding mechanisms. Such ERPAs reduce the need for financing, but if a financing were still possible and needed, such mechanisms already contemplated by the Buyer would have to reflect the Lender’s standards for reps and warranties that link closely the disbursements to contractual milestones, including financial ones.
Events of Default: Lenders will closely scrutinize the Events of Default language since these events can lead to termination of the ERPA and permanent impairment of the Lender’s collateral. One issue which has arisen is the inclusion of anticipatory or potential events of default. While this does provide the Buyer with advance warning of problems and the potential for a performance shortfall, the consequences which are triggered can be extremely onerous (ultimately termination).  In addition, the use of subjective standards and criteria ( “may cause a delay” or “could be expected to…”) is an issue for Lenders, since this implies interpretation rather than measurement against an objective standard. The principle of predictability is compromised where standards are subjective. 
Part 4 - Timing Issues Affecting Financing:
Approvals:  Lenders will seek time periods to manage delays for all approvals required to be obtained from the Buyer or any third parties.
Registration, Certification, and Verification:  Given substantial uncertainty on the time interval required, the ERPAs where this risk is borne by the Buyer will be most likely to attract financing.

Payments: Many ERPAs contain provisions for annual payments only; additional time required for review of documentation on ERs and approval of same for payment could result in as much as 15 + months between disbursements. Lenders will seek shorter intervals for two reasons: first, debt service payments are typically scheduled quarterly or semi-annually; second, the Lender will seek to limit the period of exposure to uncertainty in documentation and approval of ERs by having payments made more frequently. ERPAs which provide for shorter payment intervals are more likely to attract financing.
Cure Periods/Standstill Provisions: In the event of unforeseen circumstances where an event of default has occurred, the Lender will require extended period of time in which to cure the default (assuming it is a default which can be cured) and standstill period during which the Buyer agrees not to exercise remedies, especially its remedy to terminate the ERPA. Since performance related defaults may be complex, the Seller/Lender will need sufficient time to act. ERPAs which provide for operational flexibility in the event of project distress are more likely to attract financing.
Part 5 - Observed Current Context for ERPA Financing

Experience of the past 5 years has demonstrated that most project companies seeking ERPA are located in long-term capital constrained environments, with limited or no capacity to access traditional financing sources. Therefore, in order to attract capital beyond the usual lending practices, there is a need to share the upside that such companies can offer, in the form of opening access to a share of the ER, i.e. an unencumbered value outside the ERPA for coverage and risk mitigation.

While most ERPAs strictly exclude such access, unless agreed by the Buyer, we found one that gave this possibility to a seller; however reducing the amount purchased thus the cash-flow from such offtaker, thus voiding the benefits of this flexible clause.
Conclusions:

ERPA Strengths: 
Willingness of Buyers to taker Registration and Certification risks including certain tax and levies risks linked to such processes, certain political Force Majeure risks, and to consider freeing up unencumbered value to serve as cushion for financing;

ERPA Weaknesses:
Number of subjective determinations to be made by the Buyer, Assignment provisions, timing of payments, overly broad use of options, certain onerous obligations of Seller implying potential for additional costs
Recommendations


1.
Greater standardization of ERPAs along the lines of those ERPAs structured by the PCF: The basic risk allocation in the PCF ERPAs, subject to the comments /suggestions contained in this paper, could serve as a basis for greater standardization of terms. Standardized general contract terms have been successful in other arenas (power purchase contracts, insurance contracts, commodities hedging and trading, etc.) while still providing for schedules and riders and allowing flexibility in addressing the specifics of each project/transaction on a case-by-case basis. Establishing a standard form of contract is of particular importance where projects are small and/or the project returns are modest. The time and expense of documentation could be a significant constraint, especially for contracts with new entrant buyers. Thus, standardization of core terms in ERPA is recommended in order to support the development of financing for such contracts.
2.
Improve Clarity of Terms: Improve language of ERPAs linking in detail such contracts to the project preparation documents including PIN, Baseline Study and Monitoring Plans, etc. In a follow up phase, specific language changes will be suggested to achieve this objective.
3.
Make Room to Assign Unencumbered Collateral: 
Improve the collateral value to Third Parties by reducing option language, and providing to Buyer better comfort on certain risks (implementation, operation, certain tax and Force Majeure) transferring such risks to parties of better standards than the project company.
4. Other Alternatives to Enhance Financing: As the ERPA represents one piece of the package which a Lender will consider in order to grant a limited recourse loan to a Project/Seller, we believe that in the follow on phase it will be important to augment the revised ERPA with other tools which could, as a package, present an attractive risk/return proposition to prospective Lenders. Some of those ideas Include:
· Flexible payments, including certain up front or front end loaded payment structures to provide cushion and/or coverage for certain risks;

· 
· Segregation or stripping of certain risks and backstopping them with other credit mechanisms or enhancements

· Creating a pooling mechanism or syndicate structure to allow Buyers to pool risks, offload or insure certain risks
5. Codification of CDM EB Process Experience to Date: Given that PCF has some of the most extensive experience in actual first hand knowledge of the decision-making process of the CDM EB in its implementation of the CDM modalities and procedures, it would enhance the effectiveness of the ERPAs if PCF could assist financiers in their assessment of the post closing risks shared between the Seller/Lenders and the Buyer – Registration, Certification and ongoing Verification of ERs. The nascent track record that PCF has observed of the CDM EB in such matters could help Lenders in their evaluation of the security package – including the ERPA – which CDM projects offer as collateral for loans.
6.
Need to educate financial institutions on ERPA terms: ERPA terms remain vastly unknown from the financial community. The breakout working session at the PPIAF-CDCM Workshop on Tools for Risk Mitigation in Clean Infrastructure Projects at the World Bank Paris Office on November 20th gathered a group of financiers that included notably a Government owned bilateral development financial institution, a Multilateral financial institution with a focus on regional development, a private bank with an important franchise in the project finance arena in emerging markets. All admitted their lack of knowledge of ERPA terms and expressed clearly their appetite to learn more as a pre-requisite to developing their views and prospective franchise in the financing of ERPAs.  Such education is partly achieved by workshops as the one referred above and most importantly through the “learning by doing” approach. In order to circumvent the structural and current difficulties that traditional financiers have demonstrated when it comes to implement such a process, early sub-debt/mezzanine funds have an important educational role to play in bridging the gap and demonstrating the feasibility of financial solutions triggered to this new market.
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