Summary of Workshop on Tools for Risk Mitigation in Clean Infrastructure

Paris, November 19-20, 2003

Context

This workshop was intended as a first effort to explore risk management tools suited to clean technology projects in developing countries and economies in transition, focusing on projects that could generate greenhouse gas emission reductions (ERs) eligible for credit under the Kyoto Protocol’s Clean Development Mechanism (CDM) and Joint Implementation (JI).  Sponsored by the Public-Private Infrastructure Advisory Facility (PPIAF.org) and CDCF-plus  (CommunityCarbonFund.org), the workshop was initiated by the World Bank’s Carbon Finance Business (CFB) to advance three fundamental goals: 

· catalyze clean infrastructure investment in the Bank Group’s client countries to support their own sustainable development objectives, 

· enhance the development of markets for ERs in order to ensure the viability of market mechanisms to mitigate climate change, and

· develop a pipeline of projects eligible for carbon finance under the facilities it manages, including the Prototype Carbon Fund (CarbonFinance.org).

Workshop objectives

The workshop sought to bring together commercial lenders—both private and official—and providers of risk mitigation services, to seek concrete ways to catalyze CDM and JI projects.  The key objectives of the workshop were to:

· Identify specific risks constraining the supply of underlying financing for carbon projects,
· Identify and discuss some proposed tools to mitigate or transfer these risks, and brainstorm on specifications for these tools
· Agree on next steps to develop promising tools, engaging participants in moving forward.
Because the broader goals outlined above are shared with the broader development community (including other parts of the World Bank Group, WBG), the organizing team discussed workshop goals, topics and content with some participants and colleagues in advance of the workshop, who provided content for the workshop and proposed three discussion papers:

· Survey of Contingent Financing Instruments

· Improving the Bankability of Emission Reduction Purchase Agreements (ERPAs) 

· Impact of Carbon Finance on Clean Infrastructure Projects—forthcoming 
The first two papers were circulated at the workshop.  *Action item:  CFB will draft and circulate the third paper and ask workshop participants to provide comments.

Invitees and Attendees

Initially intended as a small brainstorming among financial institutions and donors that are Participants in the World Bank’s carbon facilities, the Workshop attracted interest from numerous financial institutions, both commercial and official, working in carbon finance.  Fifty-six people attended, and numerous others expressed interest but could not participate.  *Action item:  CFB will disseminate this workshop summary to these and other stakeholders (identified but not invited, for lack of space), and invite them to participate in discussion groups and other follow-on activities. CFB will also identify additional stakeholders e.g. through the Bank Group’s regional offices.
Given the focus on attracting financing from industrialized countries, the invitees comprised principally OECD financial institutions and donors.  Developing country stakeholders were invited to present case studies, to offer expertise, and to provide a reality check on ideas generated in the workshop.  

Key Messages

Diagnosis:  Clean infrastructure investment in developing/transition countries is constrained by high perceived risk.

· Modern energy resources form a critical pillar of development.  Economic growth will increase developing countries’ energy intensity—they should not be asked to contain energy intensity or emissions at the expense of growth.  Support from OECD countries can, nonetheless, help support clean infrastructure investment consistent with sustainable development.  *Ian Johnson, World Bank.

· But investors are showing increasing risk aversion toward emerging markets, evidenced by the collapse of foreign direct investment in infrastructure in developing/transition countries, and a related collapse of tenors and lending terms. *Presentation by: Suman Babbar, World Bank.
· The investment shortfall is even more acute for clean technology projects, as these face further constraints to financing— * Veronique Bishop, CFB —in general:

· Capital intensity, as renewable energy sources require mobilization of a large proportion of capital up-front (relative to fossil fuel generation sources) and require long tenors that are rarely available in developing-country context.

· Intermittency of renewable energy generation due to resource risk, preventing these projects from delivering firm power year-round. 

· Poor offtaker creditworthiness  due to (typically) poor track record of payment, and (often) insufficient tariffs, or tariffs that don’t keep pace with inflation. 

· Technology risk (in the LDC context), notably, maintenance capacity (construction risk can be mitigated through turnkey contracts).

· Generally, small scale.

· Inability to monetize environmental externalities such as reduced local and global emissions—with the exception of “green premia” (rare) and ER revenue.

· As a result, few hydropower projects—even those with high rates of return—are able to obtain long-term financing on reasonable terms, and must instead rely on scarce project sponsor equity. * Juan-Manuel de Cárdenas, Peru SIIF-Andina Hydro Projects.
· Development Finance Institutions (DFIs, such as DEG, FMO, Proparco and IFU), which lend on commercial terms but are in some cases willing to lend for longer tenors than commercial banks, are also having difficulty identifying “bankable” renewable projects. * David Rusnok: DEG’s Experience with Renewables.
· Small projects and projects in poor/rural/remote areas face additional hurdles. * Ian Crosby, IFC. financing needs fall below the minimum size for foreign financial institutions, 

· transaction costs are high relative to total loan amounts, and 

· local financial intermediaries may be unwilling to lend for sufficient tenors, even if they have sufficient liquidity

· project developers and intermediaries (e.g. local financial institutions) may lack capacity and may be risk averse

· such projects can benefit from: bundling; financial support to defray preparation costs; technical assistance; guarantee programs.  

Impact of Carbon Finance

· Carbon finance can provide bankable, hard-currency revenue streams for clean technology projects.  These revenue streams can increase projects’ financial IRRs by several percentage points, depending on the technology and on the “carbon intensity” of the fuels displaced. * Veronique Bishop, CFB 

· For projects that mitigate methane emissions (e.g. landfill gas, crop- and forest-product-residue-to-energy projects), these revenues can be substantial: $13-15/MWh; which by themselves can be sufficient to render them financially viable. * Bruce Usher, EcoSecurities: Brazil Nova Gerar Landfill Project.
· For renewable energy and energy efficiency (REEE) projects, carbon revenues can provide a sweetener—$1.50-5.00/MWh—and improve the quality of the project’s cash flows.  

· Through financial engineering of carbon transactions, banks can mitigate currency convertibility and transfer risk and, in some cases, country risk and lending ceilings * Alexandre Kossoy, Brazil Plantar Project;  Veronique Bishop, CFB
· Despite the high quality of these cash flows, financial institutions typically exclude them from their investment analyses, partly due to lack of awareness of their value.  

Some Prospective Solutions

· Where projects are rendered viable through the sale of ERs, long-term ERPA contracts could be monetized to provide upfront financing.  Ensuring the bankability of ERPAs would facilitate this. * Claude DeVillers, Merzbach Group (Presentation).  (Document)  
· Where banks are unwilling to lend to financially viable projects due to perceived riskiness, contingent financing instruments such as insurance, liquidity facilities, etc. can facilitate financing by mitigating risk. * Edmund Olivier, Delphi (Document)  (Presentation)                  

· Private insurance companies offer a range of risk solutions for the greenhouse gas emission reduction business, with a focus on mitigating commercial risk. * Nigel Antony Baker, Swiss Re.
· Multilaterals and bilaterals offer insurance products focusing on mitigating country risk that can be tailored to CDM/JI projects. * Patricia Veevers-Carter, MIGA. Because small projects face special problems, they require a different approach: intermediation, bundling, grants, etc. *Ajay Narayanan, Infrastructure Development Finance Corporation (India);    *Rob Short, Development Bank of Southern Africa.
· Where these tools are unavailable or insufficient to meet the financing gap—and where the projects otherwise are economically sound—other sources of financing may be made available.  Concessional sources may be available to support investments that face high barriers and/or externalities (e.g. poverty reduction, environmental improvement) that are not captured by financial returns. * Rick Andlinger, Andlinger Associates; Karen Derenthal, Merzbach Group; Bruce Usher, Ecosecurities
Breakout groups 

The workshop broke into groups to discuss the four areas outlined above.  A summary of the groups’ discussions and agreed action items is in Annex 1:

· Making ERPAs bankable
· Contingent financing + Insurance products
· Intermediation
· Meeting the financing gap
Actions Taken since the Workshop

Responding to recommendations from workshop participants, we have already taken following actions:

· Catalogue of WBG risk products initiated—see the following links:

· World Bank Guarantees:  worldbank.org/guarantees/
· MIGA:  miga.org/screens/services/guarant/guarant.htm
· IFC:  ifc.org/proserv/products/basics/basics.html )

· In addition, Ted Olivier will finalize and CFB will circulate the Survey of Contingent Financing Instruments for Clean Technology, incorporating feedback from attendees.

· One-stop shop created within the World Bank Group for financiers and developers—the World Bank’s network of Private Sector Liaison Officers (PSLO List) has agreed to act as a point of contact in Europe (except UK).  Patricia Veevers-Carter will be in the Paris Office as of January 2004 and can serve London/provide referrals.

· Liaison with UNEP established: cooperation on project development and risk instruments has been agreed.

Summary of Next Steps

Next steps by WBG:

· Circulate proceedings, breakout group summaries and e-mail address lists

· Incorporate comments on working papers and circulate 

· Link to other initiatives: UNFCCC, REEEP, WTO, G8, World Bank Infrastructure Action Plan

· Create discussion space on website—January 2004

· World Bank/IETA Carbon Trade Fair:  Organize meetings and networking opportunities in Riga, Latvia, June 9-11

· Plenary—follow-up to November meeting 

· ERPA/Termsheet workshop

· Opportunities for project sponsors and financial service providers to meet

· Knowledge mart

Next steps: All breakout groups:

· E-mail team-specific communications to team; place on discussion space for all

· Discuss concrete next steps and meetings

· Link to other initiatives: UNFCCC, REEEP, WTO, G8, UNEP, GEF (e.g. input to development of GEF private sector strategy)

· Feedback to WBG on:

· Marketing of guarantees + other instruments

· Use of subsidies – e.g. how to quantify externalities? 

· Working papers

· Concrete proposals, projects, suggestions

· Combinations of instruments to fill the financing gap (including technical solutions—grant funding of state-owned transmission facilities, to enable grid connection of hydro plant)

Issues for further consideration

· Tax + accounting treatment

· “Double dipping” issue

· Definition of Property rights

· Adaptation of GEF-type guarantee facilities to RET

Annex 1

Summary of Breakout Group Discussions and Action Items

Making ERPAs Bankable

The group identified a need to better understand the terms of ERPAs and how risks are shared between buyer and seller (Kyoto-related risk, risk of non-delivery of ERs, etc.), and to simplify and standardize the legal documents.   *Action item:  CFB will organize ERPA Termsheet workshop at Carbon Fair in Riga, June 9-11, 2004.  

Intermediation

The group discussed issues related to surmounting the barriers to financing small projects, notably, risk aversion of local FIs.  It noted the need to build capacity of local FIs, identifying GEF, GVEP and universal service funds as potential sources of financing for these efforts.  Credit enhancements e.g. guarantees provide comfort while FIs develop capacity to evaluate and assume risk.  Models for intermediation need to be evaluated and replicated.

*Action item:  CFB to liaise with GVEP on specific project concepts. 
Meeting the financing gap

The group discussed appropriate roles for a range of financial institutions:

· DFIs’ role is to appraise and take risks

· Carbon finance provides a natural niche for sub-debt financial institutions and equity providers (trade off: higher spreads are required, but less enforceable guarantees are accepted) 

It is important to differentiate between Methane-based projects (with lower financing needs and more opportunities for sub-debt) and CO2-based projects (where the volume of carbon is insufficient to secure financing).  There is also a need to take into account regulatory issues: 

· Property rights of CERs

· Kyoto protocol risk

· Insufficient liquidity in the market

· Liquid ER market does not exist yet

· Cross-sectoral issues

Carbon finance can reduce risks through:

· Additional income flow, enhancing project’s IRR

· WB involvement in providing partial risk guarantees

· Replicability, reducing preparation costs

· Factoring ERPAs

· Political risk mitigation - MIGA

Other mechanisms to bridge the financing gap include:

· Discounting PPAs

· Equity generating facilities by suppliers

· Insurance for Kyoto and certification risks

· Bonding a bundle of ERPAs

· Other guarantee options, such as portfolio-based guarantee

Contingent financing + Insurance
This group discussed possibilities for leveraging clean infrastructure investment through the use of risk mitigation tools.  It concluded that banks need to mitigate specific risks before they can lend for long enough maturities to render renewable energy projects viable.  (There also needs to be sufficient revenue, cash flow and equity cushion-see “Meeting the Financing Gap.”)  The key areas of risk are related to political risk (insurable e.g. by MIGA without a sovereign guarantee), creeping expropriation (e.g. curtailing a generator’s access to transmission or distribution), “macroeconomic” risks such as local currency depreciation, and off-taker credit risk.  

A specific idea for mitigating the latter two risks is to establish a liquidity backstop facility that would cover deficiencies in off-taker payments. In the figure below, a bank is considering lending to a renewable energy generator, but the poor creditworthiness of the distribution company, its main customer, makes the loan too risky.  An escrow account/ debt reserve could be established into which large customers with good payment records, as well as a buyer of ERs, would make their payments.  To the extent that these payments are insufficient to meet debt service requirements, a grant-funded liquidity facility could be established that would compensate for deficiencies so that debt service could payments could be made.  Such a facility could extend the initial tenor offered by the bank.  
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The World Bank is considering expanding the use of risk mitigation instruments covering [regulatory failure and] foreign exchange exposure, e.g. liquidity backstopping facilities.  *Action item:  CFB will discuss status of these facilities with Infrastructure colleagues and develop contingent financing structures with insurance industry.
Contingent financing facilities for clean infrastructure could be broadened by taking a programmatic approach—this lends itself to small and/or private sector projects because they need quick turnaround. Donors and executing agencies need time to put facilities in place, but these can be structured so that small projects can tap them quickly. 

· Combining: carbon finance, GEF grant/contingent financing/technical assistance, and credit lines. 

The group suggested tapping GEF, PPIAF, IsDB, other donors/multilaterals to provide (a) Funding for feasibility studies, documentation (credit, security, PPAs, ERPAs), and

(b) Risk cover for nonpayment risk, FX, specific host country nonperformance risk (e.g. regulatory breaches), and refinancing support to extend tenors.

As a source of funding, the group also highlighted the Emerging Africa Infrastructure Facility, (EAIF), a public-private financing partnership established by Standard Bank and Barclays to provide debt financing for infrastructure projects in Africa (minimum threshold $5 million), a public-private UK-Dutch-Swedish-Swiss initiative.
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