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Risk Insurance Facility (RI) for PSP Projects in Infrastructure– 

A first Outline of Ideas
Below is a description of the Risk Insurance Facility currently under discussion at KfW. The objective is to mobilize private capital for infrastructure projects in developing countries. At the same time existing instruments (MIGA, ECAs) should not be duplicated. Rather, donor funds are to be made available for a very comprehensive hedging of loan-loss risks which should not be restricted to a handful of events restrictively formulated in advance.

The market gap
Private investment capital for infrastructure projects in developing countries can be obtained only if political risks can be covered adequately. Besides the investors' equity contribution, this also includes the willingness of private and public banks to make loans available to finance privatizations and concessions. From the perspective of private sponsors, the possibility of taking up loans in the framework of project financings is an indispensable prerequisite for the feasibility of private infrastructure projects.

The renewed strong decline in investment and lending for private infrastructure projects in developing countries over the past years is a result of the more critical assessment of country risks, much of which is based not on a changed perception but on problems that have actually occurred (such as currency devaluations in Indonesia and Argentina and on contractual disputes concerning airports and water supply concessions in the Philippines). Protecting investments against political risks is therefore of considerable importance for enabling equity and debt to be mobilized for private infrastructure investment.

The main suppliers of instruments for protecting against political risks include

· MIGA and regional banks (IDB, ADB) of the World Bank Group

· Export credit insurers (in Germany: HERMES / federal guarantees for capital investments abroad)

private insurers - including monoliners that insure loss risks on bonds of private infrastructure projects

The instruments offered by these suppliers to protect against political risks possess a number of limitations which in many cases may be an obstacle to protecting infrastructure projects in a manner that meets their requirements. They essentially protect against the typical risks of the past: expropriation (total loss), restrictions on transfer and convertibility, and breach of explicit government commitments. In practice, substantial gaps in coverage remain:
Creeping expropriation: Much more relevant in practice than the confiscation of assets is the risk of discriminatory administrative acts, levies and taxes. All of the above agencies now offer coverage for these risks as well. The obligation to prove that a loss of assets has occurred, however, lies with the insured party, and it is often not possible to make a clear, objective separation from other causes of loss (recession, market risks). Moreover, in most cases payments are conditional on the total loss of a project; compensation for a decline in project profitability as a result of state intervention is usually not available. Consequently the guarantee payment is usually effected with a considerable delay - if at all.

Breach of contract by state agencies: A typical example of this is faulty performance or breach of contract by the state party to a concession agreement. However, what can be insured is usually not the agreements which a state agency has entered into but only explicit state commitments to the investor/borrower.

Regulatory risks: The risk of economic loss resulting from sovereign action taken by regulatory authorities or other state agencies usually cannot be insured. Still, precisely in water concessions the enforcement of contractual claims to tariff adjustments is often a politically delicate issue, thus constituting a political risk of considerable economic implications.

The regulation of claims is done very late and in most cases is contingent on a total loss. Commitments for most events of loss - including creeping expropriation - are based on total loss of the investment or of the underlying loans. Losses incurred by lenders from guaranteed loans are not settled until the loan has been called in for repayment with all consequences. This means there is no compensation in the event of a loss that reduces the earning power and debt service capacity of a project but does not yet warrant its liquidation for the time being because its cash flow is still sufficient. For settlement payments to be made when projects are continued - for instance in the event of breach of contract by the state – it is usually necessary that all legal instruments have previously been exhausted, that is, that legal processes or arbitration proceedings have been closed.

Thus it is not possible in most cases to achieve timely compensation for losses incurred if a project is to be continued. This constitutes a dilemma for investors and lenders when projects still have a value in spite of losses incurred. A continuation often implies accepting losses without compensation. When a bank calls loans in for immediate repayment in most cases it triggers an irreversible liquidation of the project as cross-default clauses will become effective and may prompt the revocation of the concession.

The Product: Insurance Facility for Comprehensive Coverage of Credit Risks
Lenders are offered coverage of loan loss risks with the following profile. 

The insurance pays compensation at first demand by the lender independently of the loss event: that is, the insured party is not obligated to prove that a loss-producing event has occurred, nor does it first have to institute any proceedings against state agencies, nor does the borrower have to first realize the collateral provided for the loan. Insured loans do not have to be called in for repayment to enable a settlement of claims. This would give sponsors and lenders more time to work out a viable solution to problems that arise.

Up to 50% of the outstanding loan would be covered over the entire term. The basis of reference is the debt service as set forth in the loan agreement. This means that non-performing loans are fully serviced from the bank's perspective provided the borrower can raise at least half the debt service. This reduces the need for loss provisions in times of crisis. Limiting coverage to a predetermined percentage reduces the inherent moral hazard problem. The insurance is an additional loan security that complements the security instruments that are customary in project finance.

The Fund Approach: The insurance facility would be endowed with donor funds that would flow into a fund kept as cash reserve for the settlement of claims. 

Mobilization effect: Since the insurance mobilizes private funds a much higher total investment volume can be financed than if promotional funds in the same amount were used directly for investments. Besides, the risk is shared between the private and the public sector. Since a considerable portion of the guarantees will not be drawn on the commitment volume of the facility can be considerably higher than the money in the fund; the relation between the endowment of the fund and possible commitments will depend on the composition of the portfolio (high cluster risks in the start-up phase) and the credit worthiness of the respective borrowers.

Additionality: The insurance is available only to such projects that fulfil certain eligibility criteria (financial leverage, orientation towards poverty reduction, transparency, developmental and social effect, sustainability).

Guarantee fees: To keep the pricing mechanism simple it should be based on the country ratings of Standard and Poors or Moody’s. A division into only a handful of fee categories should be sought. From a structural point of view a combination of acquisition fee and annual fees appears to be appropriate.

Because of the development objective the level of fees in absolute terms will be substantially below the actuarial level, that is, in the long term the depletion of the initial endowment will be taken into account. The fees are to be spread less widely than would be suggested by the loss risks created by the respective credit standing. As a result, the subsidy element would rise with increasing country risk. Conversely, a relatively high minimum fee could prevent free-rider effects for projects in countries with a higher rating.

Access (Eligibility): The insurance is available to the multi- or bilateral development banks and their syndicate banks if the investors have been identified in a competition and the projects meet the above criteria. This means that commercial banks may use the guarantee only in a syndicate with one of the multi- or bilateral development banks.

Distortions to competition would be prevented because a) underlying projects would be awarded on the basis of a public tender and b) the availability of the insurance would be announced prior to or at the time of the tender. 

Implementation: The projects should be either approved by (i) a five-member board or (ii) a board consisting of representatives of the contributing donors to the fund. In the first case it should be composed of bankers who have a background in development policy. This would ensure an efficient and transparent decision-making procedure based on the commercial viability of the projects. Each member's term should be at least three years to ensure sufficient continuity and efficiency in the decision-making process. Decisions will be consensus-based. In the latter case decisions will be majority-based. To avoid biased decision taking the donor whose bank brings a project forward would step back from its vote on that specific case. 

For a graphical presentation of the scheme please refer to the slides in Annex 3.
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Co-financing Facility for PSP in Infrastructure -

A first Outline of Ideas
The below described co-financing facility focuses at broadening the financing base for infrastructure projects though the provision of subordinated loans either directly or through the Municipalities to the lenders. This has a similar effect on the lenders’ risk exposure of PSP projects in infrastructure as the above outlined Risk Insurance. But it approaches the financing dilemma in infrastructure from a different angle and covers a different market gap.

The market gap:

In most of our partner countries one of the main obstacles to private sector participation (PSP) in infrastructure is the insufficient access to long-term financing. Specifically investments in water and sanitation and energy encounter difficulties with respect to raising long term financing. Even though these projects would under normal circumstances be financially viable, the difficult political and economic environment in the developing countries does often not allow for appropriate long term commercial financing. 

The product: 
Co-financing Facility to broaden the funding base for PSP in 


Infrastructure

Lenders are offered a co-financing of their loan with the following profile. 

To increase and broaden the funding sources available for investment in infrastructure with private sector participation the co-financing facility aims at closing a gap within the available financing instruments to enable long term loans and equity investments in difficult political and legal environments. Instead of financing infrastructure projects directly with concessionary funds those ae used to leverage private funds by reducing the risk exposure and softening the terms of commercial loans. 
Through the provision of subordinated debt the risk exposure of senior lenders can be substantially reduced. The Facility would refinance 30-50% of the debt provided by senior lenders, i.e. senior lenders are lenders of record. The debt portion provided by the facility is subordinated to the debt portion provided by senior lenders. In case of a shortfall in the cash flow and therefore reducing the ability to cover the debt service the senior lender as lender of record will still be in a comfortable position and an acceleration of a loan can be postponed if not avoided at all, giving sponsors and lenders more time to work out a viable solution to problems that arise. A leverage effect of the facility of at least 50% is envisaged. Furthermore the availability of concessionary resources creates the possibility of softening terms of senior loans thus broaden the funding base for projects with pro poor design.

Regarding additionality, pricing, eligibility, distortion to competition and implementation the same applies as for the Risk Insurance Facility. 

For a graphical presentation of the scheme please refer to the slides in Annex 3.
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