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1 Introduction

The purpose of this note is to raise the following question: Should the EUWI-EECCA Component seriously consider launching a National Policy Dialogue aimed at developing and testing a joint lending scheme involving, among others, IFIs, donors and local commercial banks, thereby increasing, especially, the domestic supply of finance for infrastructure projects in the WSS sector?

The answer to this question rests upon the members of the EUWI-EECCA Component Working Group. 

Box 1
What is meant by joint lending?

	In this context joint lending implies that loan financing for an infrastructure project in the water sector in an EECCA county is provided jointly by one or more IFIs and one or more commercial banks, foremost domestic banks, whereas grants financing in terms of grants aimed at softening a loan and technical assistance is provided by one or more IFIs and/or one or more donors. 


The note has been prepared by the Technical Secretariat to the Chair of the EUWI-EECCA Component Working Group. It presents the background for the abovementioned question - and also the possible objectives of such a National Policy Dialogue, possible stakeholders and possible next steps. 

By way of introduction we would like to emphasise that the basic idea is to increase the domestic supply of finance for the numerous financially viable but small infrastructure investment projects in the WSS sector that exist in the EECCA region outside the big cities with more than 1 million inhabitants. 

2 Background

Several developments in recent years constitute the background for the idea of launching a National Policy Dialogue on joint lending within the EUWI-EECCA Component. The most important are: 

· Well-functioning joint lending schemes already exist in, among others, the new EU Member States. The Bulgarian Energy Efficiency and Renewable Energy Credit Line (BEERECL) may serve as an example hereof.
 It has been developed by the EBRD in 2004 in close co-operation with the Bulgarian Government and the European Union. The facility extends loans to participating commercial banks, both foreign and local, for on-lending to private sector companies for industrial energy efficiency and small renewable projects. Another example is the Municipal Finance Initiative launched by the EBRD consisting of credit lines and risk sharing facilities with local banks in the CEE region to fund investments in small municipalities with a focus on infrastructure projects.
· Local capital markets are rapidly developing in some EECCA countries. This development is most profound in Russia, where commercial banks have fairly high liquidity compared to other EECCA countries and experience in providing various services to their customers. 
· Demand for medium-term and long-term lending for infrastructure projects in the WSS sector is high and increasing in many EECCA countries. Existing infrastructure is highly deteriorated, governments at different levels in the EECCA region pay much attention to this and provide various types of investment support to infrastructure projects, and many infrastructure projects, even though they are relatively small, have an IRR exceeding the market interest rates by 2-3 times.  

· Supply of medium-term and long-term lending is insufficient to meet the demand. Let's take a look at the supply stemming from national governments in the EECCA countries, commercial banks in the EECCA countries and IFIs. Briefly speaking, the situation is as follows:

· National governments in the EECCA countries. As a rule, the various types of investment support to infrastructure projects that are in place are financed out of the national budgets, which are, unsurprisingly, limited. National budgets constitute the major budget source available for supply of finance. Furthermore, the various types of investment support to infrastructure projects tend to focus on big projects. The State Investment Fund set up by the Government of Russia may serve as an example. It provides up to 60 percent of funding for municipal infrastructure projects with project costs of at least RUR 5 billion (more than EUR 140 million); at least 40 percent should be funded by private investors. 
· Commercial banks in the EECCA countries. In some EECCA countries, most notably in Russia, the commercial banks have excessive liquidity and are seeking for customers interested to obtain loans for bankable infrastructure projects, which are not too big (most of the loans issued by the commercial banks in the EECCA countries do not exceed an equivalent of EUR 10 million). However, they hesitate to provide medium-term and long-term lending for infrastructure projects in the WSS sector, even though the projects are highly bankable. According to the OECD/EAP ask Force (see below) a major reason for this is that most commercial banks, even the Russian commercial banks, "are not experienced enough (if at all) and have low capacity in identifying, preparing, assessing, and financing investment projects(…), assessing the project risks, and developing packages of measures (…) to mitigate the risks".
 Another reason is that project proponents, foremost municipalities and water utilities, have difficulties in proper project development.  

· IFIs. The IFIs, such as the EBRD, provide long-term loans for rehabilitation and modernisation of the infrastructure within the WSS sector at interest rates that are preferential or close to the market rate. But there are many constraints related to IFI loans: (a) the size of the individual project (typically at least EUR 5 million), (b) creditworthiness of municipalities; and (c) ability of local population to pay for the services. All these constraints - of which the first mentioned constraint is often the most prohibitive - effectively limit the supply of medium-term and long-term lending for most of medium-sized and small municipalities in the EECCA countries, including rural ones, where the investments in rehabilitating infrastructure and improving its efficiency are most demanded. Only big municipalities with relatively strong municipal budgets and relatively high household income may comply with the criteria.
· In various fora the possibility of developing and testing a joint lending scheme in the EECCA region, not only but also addressing the WSS sector, has been discussed. The OECD/EAP Task Force has taken the lead in this discussion. However, the EBRD, EUWI-Finance Working Group and Project Preparation Committee have also been involved. The OECD/EAP Task Force has prepared a paper, which as been discussed at meetings in London and Moscow in November 2006 and March 2007, respectively.
 

· The EC has many years of experience with Investment Support Facilities (ISFs) in the CEE, EECCA and SEE regions. Even though the ISFs are not considered joint lending schemes in this context insofar as they don't involve commercial banks, they mark a step towards such joint lending schemes. Since 1993 the EC has launched a number of ISFs in the CEE, EECCA and SEE regions (or parts hereof) aimed at providing project preparation services to the IFIs, foremost the EBRD and EIB, thereby facilitating an increase in investments by the IFIs in environmental projects in the regions. The underlying idea has been that the EC by providing grants for project preparation services, including project identification and development, may pave the way for the IFIs providing loans for investments. That is, the EC and IFIs are envisaged to act as ideal partners - each concentrating upon different stages of the project cycle and each benefiting from the arrangement. Till date, the EC has launched six ISFs of relevance for environmentally beneficial investments in the EECCA and SEE regions, although their geographical and thematic coverage differ (JEP I and II, Black Sea Investment Facility, Danube Investment Support Facility, Water Investment Support Facility and Environmental Project Preparation Facility).  The EC has indicated it may launch further ISFs elsewhere in the EECCA region in the future. At the same time the IFIs have expressed their sincere interest in exploring the possibility of launching further ISFs in cooperation with the EC.
It seems as if a joint lending scheme, properly developed on the basis of the abovementioned developments, may facilitate some further positive developments. Among others, it may:

· Facilitate an increase in domestic supply of finance for infrastructure projects in the WSS sector through the involvement and capacity-building of domestic commercial banks. 

· Facilitate an increase in investments by the IFIs in infrastructure projects in the EECCA region. 

· Promote a further development of local capital markets.

3 Possible Objectives 

The overall objective of a National Policy Dialogue on joint ending within the EUWI-EECCA Component could be to bring together key stakeholders in a selected ECCA country involved in or potentially involved in financing of infrastructure projects in the WSS sector - and develop and test a joint lending scheme in a particular region involving, among others, IFIs, donors and local commercial banks, thereby increasing the supply of finance for infrastructure projects in the WSS sector. 

The immediate objectives could be:

· to substantially increase the capacity of local commercial banks to provide medium-term and long-term loans to certain municipalities and water utilities for implementing medium-sized infrastructure projects in the WSS sector, through transfer of relevant know-how from the IFIs to local commercial banks with regard to project development, assessment and financing, including project risks assessment and mitigation; and

· to increase the volume of operations in the WSS sector by selected IFI.

4 Possible Stakeholders

The possible stakeholders include public authorities and commercial banks in the EECCA country in question, IFIs, donors and international organisations. An IFI, donor or international organisation may act as Strategic Partner. 

Let's (again) take Russia as an example. If such a National Policy Dialogue was to be carried out in Russia who could be the stakeholders? The gross list of possible stakeholders include, among others: 

· Russian Ministry for Regional Development, Ministry o Economic Development and Trade, Ministry of Finance, Administration of the President, Rosstroy and Rosvodresursy. These ay provide valuable political support.
· MDM-bank, Sberbank, Vnesheconombank and Vneshtorgbank. These are solid commercial banks, having expressed sincere interest providing further services to municipalities and public utilities.
· EBRD, EIB, KfW, PPC and World Bank. These IFIs are already active or interested in becoming more active in Russia. 

· EU Member States, Norway and Switzerland. These are members of the EUWI-EECCA Component Working Group. Some are active in Russia (still).  

· EC and EC Delegation to Russia. EC may consider to identify a match between new ISFs and joint lending schemes.

· PPC, EUWI-Financing Working Group and OECD/EAP Task Force. These have experience in matching, capacity-building and/or institution-building. 
5 Possible Next Steps

Provided the members of the EUWI-EECCA Component Working Group think it makes sense to explore the possibility of launching a National Policy Dialogue on joint lending, possible next steps are:

· Identify IFI, donor or international organisation who would like to co-ordinate the project concept finalisation. 

· Identify the country in which the National Policy Dialogue is to be carried out. Insofar as Russia has a fairly well-developed local capital market, income levels are relatively high, utilities have achieved a certain operational ratio (tariff rates almost fully cover unit costs) and rehabilitation and extension of existing intensive but deteriorated infrastructure has become a policy goal, Russia seems a serious candidate.  

· Identify a region in the country to focus upon. It is strongly recommended to carry out such a National Policy Dialogue at both national and regional levels. The regional level may serve as a laboratory. In Russia, this region could be Volgograd oblast', where the PPC has carried out a so-called Project Financing Workshop.  

· Carry out discussions with various potential stakeholders to find out exactly what are the needs and who could be the key stakeholders. Such discussions should, as a minimum, embrace public authorities and commercial banks in the EECCA country in question and selected IFIs - no least the EBRDs Financial Intermediaries team. 

· Preparation of Memorandum of Understanding regarding the National Policy Dialogue to be presented at the 11th meeting of the EUWI-EECCA Component Working Group.  

�  See � HYPERLINK "http://www.beerecl.com/index.htm" \o "http://www.beerecl.com/index.htm" ��http://www.beerecl.com/index.htm�.


� Alexandr Martusevich, OECD/EAP Task Force: "Options for co-operation between the International Financial Institutions (IFIs) and Russian Commercial Banks (RCBs) in the Long-Term Lending for Implementing Investment Projects in the Russian Communal Services Sector, and Transfer of the Related Know-How from the IFIs to the Russian Commercial Banks". Paris, 2007.  
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