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ROLE OF THE FINANCIAL SECTOR: CHANNELING PRIVATE SAVINGSTO INFRASTRUCTURE
INVESTMENTSIN EAST ASIA AND THE PACIFIC (EAP)!

This Paper was commissioned for the ADB-JBIC-World Bank East Asia and Pecific Infrastructure Flagship
Study. The views expressed are those of only the author,

Chapter 1. Introduction

1.1 Background and Objectives

The World Bank, in conjunction with the Asian Development Bank (ADB) and Japan Bank for
International Cooperation (JBIC) (collectively the “Sponsors”), is developing a major report (the
Flagship Report”) on how to mobilize private savings for infrastructure in East Asiaand the
Pacific (EAP)? while minimizing fiscal risk to the public sector. In connection with this project,
this background paper (the “ Paper”) reviews the lessons of experience in EAP in accessing
financing from both domestic and international private sector sources (as distinct from
governmental resources) for infrastructure projects via equity investments, bank loans and
financing in debt capital markets.

The Paper sets out SCIC’s approach, methodology, findings and recommendations. We include a
list of parties who were contacted in person or viatelephone or email (Annex 1) for market
soundings.

1.2 Methodology

The Paper is based principally on (i) research materials provided by the World Bank or gathered
by SCIC, (ii) facts and opinions gathered via face-to-face or telephone interviews with more than
sixty key financial market participants such as sponsors, portfolio managers, investment and
commercia banks, rating agencies, monoline financial guarantors, multilateral agencies, private
credit risk insurers, etc. and (iii) certain parallel reports being prepared as part of the Flagship
Report, including appropriate Background Papers mentioned in the Issues Paper.

1.3 Financing Capabilities of Individual EAP Countries are Diverse
The ability of individual countriesin the region to mobilize private savings for infrastructure

development varies. Some of the larger countries have relatively active domestic financial
markets and are also rated (e.g., China, Malaysia, the Philippines, Indonesia, and Thailand) and

! By Mahesh Kotecha, President, Structured Credit International Corp. assisted by Sharon S. Ryan, Senior Financial
Advisor of SCIC, with data analysis on ProjectWare by Brian Andrews, then an Associate at SCIC. Submitted
originally in July 2004 and revised in October 2004. The author would like to thank market participants too numerous
who provided comments and assistance including but not limited to those in Annex 1 as well as Suman Babbar,
Mansoor Dailami, Arvind Gupta, Javed Hamid, Ellis Juan, Kamran Khan, Hami Kharas, Hana Polackova, David H.
Scott, Marc Shotten, Martin C. Spicer, P.S. Srinivas, Philippe Vaahu and Jon Walters al of the World Bank Group
and David Ehrhardt of Castalia.

2 The countriesincluded in the Flagship Report are as follows: (i) middle income, large population: China, the
Philippines; (ii) middle income, medium population: Malaysia, Thailand; (iii) middle income, small population: Fiji,
Kiribati, Marshall Ilands, Micronesia, Palau, Samoa, Tonga, Vanuatu; (iv) low income, large population: Indonesia,
Vietnam; (v) low income, medium population: Cambodia, Lao PDR, Mongolia, Myanmar, Papua New Guinea; (vi)
low income, small population: Solomon Islands, Timor Leste.
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have, to varying degrees, enjoyed international capital market access. For this group of countries,
the fiscal burden on the government sector of fostering private capital flows through risk
mitigation and co-financing may be relatively moderate and could decline over time.

Most of the rest (Cambodia, Fiji, Kiribati, Lao PDR, Marshall Islands, Micronesia, Mongolia,
Myanmar, Palau, Papua New Guinea, Samoa, Solomon Islands, Timor Leste, Tonga, Vanatu, and
Vietnam) have very little financial sector development. The four countries among them (Fiji,
Mongolia, Papua New Guinea, and Vietnam) that are rated have such low ratings (well below
investment grade) that their capital market access remains limited. As these countries can look
forward only to alimited improvement in international capital market access, the fiscal burden of
facilitating infrastructure development will be relatively greater. These countries might benefit
proportionately more from domestic financial market devel opment, particularly in the banking
sector.

Investment grade countries like Malaysia, China and Thailand (see Table 1) have access to
international financial markets. To access international private capital, non-investment grade rated
countries such as Indonesia, the Philippines, and Vietnam may require not only co-financing from
multilateral and bilateral lenders but also “four-point” public or private sector political risk cover,
which includes cover for breach of contract. To achieve better market access, both investment
grade and non-investment grade countries will need to improve their investment climatein
general and their policy environment for infrastructure investments in particular. Improvement in
the investment climate may lead to higher credit ratings, which often server as a barometer of
market confidence in the international financial community. Non-rated countries may benefit
from getting and learning how to use formal credit ratings to facilitate both debt and equity capital
flows. The benefits of ratings include lower cost of debt, longer-term debt financings, and a
broader investor base for debt and equity. These benefits come with the costs of maintaining a
rating, which include increased transparency with the glare of the financial markets on policy
makers.

Recommendations are made on measures EAP countries, international financial institutions, and
the private sector could take to attract more private financing of infrastructure. If implemented,
there could be areturn to the levels of private investment seen before the Asian financial crisis,
but thiswill require arestoration of the credibility of the EAP countries, risk mitigation from
official and private sources, and viable project designs from the private sector. Based on
experience of reneging on contractual obligations, Indonesiawill have adifficult time regaining
such credibility. However, capital will be attracted to such countries as Thailand, Malaysia,
China, and perhaps in time to the Philippines as well as new investment destinations such as
Vietnam that will also stake out their claims.

1.4 Executive Summary

SCIC has conducted a market survey and research, which are the basis for the following
recommendations. The challenges of financing infrastructure for EAP countries over the next
decade are enormous. The lessons of the last decade suggest some key lessons and lead usto
make the following recommendations (see also Chapter 8). Many of these recommendations are
supported by the discussion on financing infrastructure in the Global Devel opment Report 2004
(see Chapter 6), notably: the importance of investor protection, the need and increasing ability to
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pursue local currency financings, the unique role of multilateral agenciesin long term lending,
poverty alleviation, risk mitigation, promotion of sub-sovereign financings, and improving the
creditworthiness of public providers of infrastructure.

The EAP governments should first seek to reduce exposures to foreign exchange risks through
more domestic financing of infrastructure. Development of domestic capital markets (both
corporate and municipal) should be given a priority to complement the limited capabilities of
domestic banking systems to provide long term financing for infrastructure. Second, as foreign
lenders and investors are risk averse, the EAP government should seek to establish reasonably
attractive sector policiesthat above al are predictable. Third, in a competitive market place,
perceptions of risks can be quite damaging. To help mitigate such perceptions or risk
governments that do not have formal sovereign ratings should seek them and those that have them
should not only try to improve them but also try to use them more effectively.

It is difficult to make recommendations to the private sector as they are free agents and cannot be
compelled to invest or to lend. However, three points seem to be self-evident and in their own
interest. First, the experience of the last decade in the region demonstrates and has convinced
most of them that successful projects are those that are viable from inception. Time and again,
poorly designed projects have failed in the face of difficult challenges, which are bound to come
sooner or later given the long lives of infrastructure projects. Second, financial engineering can
help reduce risksin different ways. Pooling of multiple project cash flows has been insufficiently
used and offers some potential but will require disclosure of data on past default rates and loss
given default so rating agencies and investors can make reasonable investment decisions in
pooled structures. The role for risk mitigation instruments should be expanded beyond political
risk insurance to comprehensive risk cover and may require public private partnerships (e.g.,
between multilateral institutions and monolines). Third, steps should be taken to align the
interests of long term debt holders and equity holdersin avariety of ways: (i) seniority of debt
should be provided for in the cash flow waterfall, along with comfortable debt service ratios and
dividend lock-up provisions so equity holders have incentives to meet as closely as possible their
base case projections; (ii) there should arms length relationships between concessionaires and
related construction contractors to ensure that some shareholders do not get their money back
through the back door before others and (iii) protections like political risk insurance, if afforded to
equity holders, should be available equally to senior lenders so interests of both parties are
aligned.

For the officia sector, there are also some key lessons and recommendations. Fist, market
participants value the potential role of multilateral institutions as “honest brokers’ though there
are concerns about their objectivity when they have their own balance sheets at risk. Thisrole
could perhaps be formalized in some fashion so that project problems can be worked out before a
resort to legal action. Second, thereis great potential in the areas of lending as well asrisk
mitigation and in forging public-public and public-private partnerships.

Clearly, some recommendations will take longer to implement than others. In general, measures
designed to reduce real risks through better policies, local capital market development, changesin
credit culture and possible increase in the leverage applied to multilateral institutions guarantee
products will likely take longer to define with greater precision and implement than reformsin
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bank regulatory treatment of infrastructure loans which are already in train, greater effectiveness
in the availability and use of risk mitigation instruments, better knowledge on how to use ratings
go address market perceptions of risk, etc.

1.4.1 Projects Must be Viable

A key conclusion of our work isthat risk mitigation alone cannot offset poor project economics or
poor host government policies for infrastructure. This view is based on market experience of the
last decade, which takes into account the experience both before and after the onset of the Asian
financia crisisin 1997. Projects that tend to do well under economic and political stress are those
that have sound economic fundamentals and provide essential services at affordable priceson a
profitable basis. It is possible to develop viable projects only within a framework of sound sector
strategies, good policy planning, awillingness to uphold legal contracts even in diversity and a
long-term commitment to improving country ratings. Thailand® and the Philippines’, which did
uphold contracts in the aftermath of the Asian crisis, are better regarded on this specific issuein
the credit markets than Indonesia, which reneged on some contracts.”

With the benefits of hindsight and greater scrutiny at all levels — the sponsors, the governments,
and the financiers -- the quality of projects that see the light of day isimproving This has often led
to delays pending the recovery demand or of fiscal capacity or both, greater willingness of some
countries to honor contracts to preserve market access, greater focus by sponsors on project
economics and greater credit discipline among lenders when offering debt financing.

Predictable and sound infrastructure strategies and policies, transparent legal and regulatory
environments, awillingness to abide by contracts and enforce arbitral awards, hospitable
investment climates, and acceptable country credit ratings characterize viable projects, which
must also have sound deal fundamentals, including experienced and reliable sponsors, quality
supplies with acceptable prices, sensible and transparent take-or-pay contracts, tariffs with

% Thailand has come through the financial crisis successfully but financial and corporate sector reforms have not been
as deep and wide as expected and the election to be held in 2005 creates some uncertainties. Energy is considered the
most attractive sector for financings. EGAT honored all PPAs and paid on time though there were some amendments
of indexation to inflation. Toll road sector and mass transit projects have been problematic. Hopewell has withdrawn
from high-speed rail deal and the Bangkok Mass transit system is till not integrated although the Skytrain is
operating. Thailand needs to develop its domestic capital markets (including securitization, corporate, utility and
municipal bonds) so as to offer long maturities and fixed rates. It needs to improve policy, regulatory and
administrative framework for the sectors in which megaprojects are being considered, including concessioning, rate
setting, and supervision of state owned enterprises. It also needs to improve the reputation and capabilities of TRIS, a
Thai rating agency, possibly through foreign technical assistance / investment.

* The Philippines was generally careful to respect its PPAs, In fact, the government stated publicly that it would not
abrogate on its obligations under offtaker contracts. Thus |PPs were paid whether or not power was dispatched.
Tariffs have been high because of oversupply of high cost power. Some PPAs were renegotiated (especially those
with Mirant) and the government achieved some savings. The government is considering privatizing transmission and
generation assets and some of the IPPs are for sale. Power demand is picking up and there will be financing
requirements but the markets skeptical as the Electric Power Infrastructure Reform Act of 2001 (“EPIRA") has
created some uncertainties. In addition, the markets are skittish on the Philippines, reflecting not only concerns about
the elections but also about the post-election economic policies of the new Arroyo government.

® For overall country risk reasons, however, some lenders were more inclined to consider Indonesian financings
rather than those from the Philippines, despite their different track records on PPAS, as of mid-2004.
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adequate cost recovery, breakeven demand at affordable prices and attractive returns on
investment.

Table 1: Ratings of EAP Countries’

Country Standard & Poor’s Moody’s Fitch
Local/Foreign Local/Foreign Local/Foreign
Currency Currency Currency

Middle Income, L arge Population

China BBB+/BBB+ NR/A2 A/A-
The Philippines BBB/BB Ba2/Ba2 BB+/BB
Middle Income, Medium Population
Malaysia A+/A- A3/Baal BBB+/BBB+
Thailand A/BBB Baal/Baal BBB+/BBB
Middle Income, Small Population
Fiji NR Ba2/Ba2 NR
Kiribati NR NR NR
Marshall 1slands NR NR NR
Micronesia NR NR NR
Palau NR NR NR
Samoa NR NR NR
Tonga NR NR NR
Vanuatu NR NR NR

L ow Income, L ar ge Population

Indonesia B+/B B2/B2 B+/B+

Vietnam BB/BB- NR/B1 BB/BB-

L ow Income, Medium Population

Cambodia NR NR NR
Lao PDR NR NR NR
Mongolia B/B NR NR
Myanmar NR NR NR
Papua New Guinea B+/B B1/B1 B+/B
L ow Income, Small Population
Solomon Islands NR NR NR
Timor Leste NR NR NR

Poor project fundamentals can increase pressures on host governments to renege on contractual
commitments provided to induce sponsors and lenders to undertake the project, such as
mechanisms to recover costs that may in retrospect prove to be excessive. In the Meizhou Wan

®Asof July 9, 2004.
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transaction, tight documentation could not offset the risk that a government may decline full cost
recovery as specified in the contract when alternative power is available at lower cost, especially
at atime of weak demand.

1.4.2 Rising Profile of Domestic Banks and the Attendant Risks of Directed Project Lending

Domestic banks in some countries have provided projects with term funding for over fifteen years
inlocal currency —e.g., BLCP in Thailand and Nanhai (petrochemicals) in China, helping limit
foreign exchange risk for these projects. In China, domestic banks are also prepared to provide
dollar loans and thereby finance projects without any need for foreign bank participation. This
development is possible where thereis ahigh level of liquidity in domestic banking system and
where internal risk management guidelines and regulatory authorities permit maturity mismatches
and significant risk concentrations to large infrastructure projects. Such local currency lending
reduces and may even eliminate foreign currency exposures for projects.

Aslong-term loans entail significant maturity mismatches given the relatively short maturities of
deposits aswell as large and lumpy credit risks, it may not be sustainable where the banking
systems are weak. To the extent such loans might have been made with government jawboning,
they could also entail amoral hazard and hence a potential liability for the government in the
event the projects or the banking system encounter problems.

Chinese banks have been very active in lending to infrastructure projects on very competitive
terms not only in local currency but aso in dollars, often beating out foreign banks in competed
transactions. Chinese banks are also following Chinese sponsors and going abroad. State bank
loans and equity are cheap: e.g., ROIs for equity investments made through bank affiliates are low
(8-9%). Moreover, market participants indicate that Chinese banks are not very familiar with
proper documentation of project financings and may be taking excessive risks.

As of year end 2002, infrastructure loans made up 16% of Chinese domestic lending drivenin
part by the government requirement for banks to co-finance long term construction bonds.
Chinese banks' infrastructure lending may be even higher as some corporate lending is for
infrastructure: e.g., power sector has large domestic sponsors who prefer corporate deals as they
have high operating margins and can launch IPOs. This growth in lending is even more
significant given the expansion of domestic credit from 88% in 1995 to 138% by year-end 2002. ,
Though highly liquid, the Chinese banking system, dominated asit is by state-owned banks, is
still weak with atypical foreign currency rating of BB. Market observers believe that non-
performing loans (NPLS) represent 20% of total assets, giving little credence to the government’s
projections that NPLs will drop to 3% to 5% by 2007. The banks have weak capitalization and a
return on average assets of was an abysmal 0.18% for the largest four state-owned banksin 2002,
according to Standard & Poor’s (S&P). Therefore, S& P believesit is unlikely that Chinese banks
can resolve the overhang of NPLs without state aid.

Thai banks (with foreign currency ratings generally in the B or BB categories) are aso very liquid
and have recently become more aggressive in project lending at a time when banking industry risk
remains “high” according to S& P, with recurring problem loans, low profitability and weak
capitalization. Therefore, it isapotential concern in this context that the Thai government has
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plans for megaprojects, which may be financed through directed lending by the domestic banking
system, increasing its single risk concentrations and potentially reducing its asset quality.’
Countries with relatively weak banking systems, need to work to strengthen their banking systems
through improved regulation (including bank examinations, oversight of asset and single risk
limits), improving corporate credit culture and standards, higher capitalization, and better asset
and liability matching through longer-term deposit substitutes that can better match the long
durations of project loans. Innovative products such as ADB’ s term swap facilities can also help
inject longer-term funds into banking systems. Progressin banking system reforms can be
measured through changes in the credit ratings of domestic banks. For example, the
recapitalization of two large government owned Chinese banks in late 2003 was recognized in
early 2004 by rating upgrades. Though the rating agencies are known for being lagging indicators
on individual credit ratings, their ratings of domestic banks do tend to point the out fundamental
strengths and weaknesses of a country’s banking system. Therefore, ratings combined with
insights of bank regulators can serve to warn of weaknesses in the domestic banking systems.

1.4.3 Rising Profile of Asian Sponsors

Asrisk turned out to be higher and returns lower than expected, the post-97 period has seen a
significant retreat by US and European project sponsors from Asia, particularly in power and
telecommunications sectors. In the power sector, this has been exacerbated by turmoil in the
industry, with many restructurings among potential US and European sponsors resulting from
financial market turmoil, mergers and acquisitions as well as management changes leading to
sharp changes in strategies. The retreat has come in the form of asset sales, projects not completed
aswell asinvestments not pursued. Into the void have stepped Asian regional players. In power,
there are sponsors based in Singapore, Hong Kong, Japan, China, Korea, Australia, and Malaysia.
For example, the BLCP transaction involved CLP from Hong Kong and Banapu, the domestic
Thai coal company. Another exampleis Phu My 3 where the sponsors are the Singapore-based
SembUtilities as well as Kyushu Electric Power and Nissho Iwai of Japan. Phu My 2.2 had two
Japanese sponsors, namely, Sumitomo and Tokyo Electric Power.

Thisis generaly awelcome development (even if not a panacea) as it represents investments by
regional players who may have a better understanding of neighboring markets and perhaps longer
staying power as they are closer to their home markets than international sponsors. But the greater
participation of regional sponsors also reflects some distressed sales by retreating international
player. Moreover, regional players are unlikely to replace international players as regional players
have limited geographical target markets, often pursue niche product strategies where they have a

" Thailand has come through the financial crisis successfully but financial and corporate sector reforms have not been
as deep and wide as expected and the election to be held in 2005 creates some uncertainties. Energy is considered the
most attractive sector for financings. EGAT honored all PPAs and paid on time though there were some amendments
of indexation to inflation. Toll road sector and mass transit projects have been problematic. Hopewell has withdrawn
from high-speed rail deal and the Bangkok Mass transit system is still not integrated although the Skytrain is
operating. Thailand needs to develop its domestic capital markets (including securitization, corporate, utility and
municipal bonds) so asto offer long maturities and fixed rates. It needs to improve policy, regulatory and
administrative framework for the sectors in which megaprojects are being considered, including concessioning, rate
setting, and supervision of state owned enterprises. It also needs to improve the reputation and capabilities of TRIS, a

Thai rating agency, possibly through foreign technical assistance/ investment.
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competitive edge, have limited experience with international non-bank financial institutions such
as export credit agencies and the international financial institutions, may be no less prone to
retreat, e.g., Hopewell from Bangkok high-speed rail deal, and have relatively limited resources
and technology. .

1.4.41ncreasing Role for Risk Mitigation

Risk mitigation, also no panacea, may offer new opportunities to broaden the investor base for
infrastructure financings and to distribute the risks more widely so asto limit their adverse
impact. This can be done with risk mitigation designed to segment, allocate, manage, distribute,
control and manage risks inherent in project financings. At the country level, governments may
need to find ways to increase the credibility of assurances, undertakings and contractual
commitments that make project sponsors willing to take huge risks.

Multilateral lenders (including the World Bank and ADB) provide two types of guarantees that
can be important risk mitigantsin infrastructure finance - partial credit guarantees (PCGs), which
cover credit risks and can facilitate longer maturities, and partial risk guarantees (PRGs), which
provide protection from policy risks. Coverage istypically available for new investment and not
generally offered by multilaterals for refinancings or restructurings. PRGs are also provided by
bilateral agencies such as the US Overseas Private Investment Corp (OPIC), JBIC, US Export
Import Bank, and NEXI.

In an erawhere money isin principle available aplenty from the private sector, a unique core
competence of multilateral institutionsis their ability to mitigate risks. Y et the World Bank’s
guarantees barely amount to one percent of itsloans and even at the Asian Development Bank,
the volume of guaranteesiswell below 5% of itsloans. The willingness of amultilateral to offer
PCGs and PRGs is to some degree limited by its statutory leverage guidelines for such
guarantees. For example, the World Bank and the Asian Devel opment Bank apply one-to-one
leverage to guarantees as they do to loans, without adjusting for evidence that may show that
guarantees may be lessrisky. Thisrestrictive leverage for guarantees limits their guarantee
capacity and increases the need for capital before the markets demand it. By contrast, MIGA and
IFC use aleverage ratio of four to one, while enjoying the same triple-A rating as ADB and the
World Bank. There are al'so, no doubt, some limits to the market’ s demand for such guarantees
particularly asthey are currently structured.

Specialized political risk insurance (PRI) from the private sector insurers provides virtually
identical political risk coverage as PRGs,® and can be procured from insurers such as Sovereign
Risk Insurance, AlG, and Zurich Re. The appetite of private insurers for PRI has been somewhat
dampened in the aftermath of the Asian financial crisis as well as other difficulties such as those
in Argentina’ but there has also been some market innovation.’® Asa practical matter, insurer

8 These abbreviations are often used interchangeably, although PRI is a term that can be applied to both public and
private sector political risk cover whereas PRG is aterm typically applied to cover from multilaterals.

¥ Some observers believe that the crises in Asiaand Argentina led to a contraction of capacity for political risk
insurance from $1 billion to $500 million per deal and to areduction in demand for such cover as lending volumes
fell. For example, there has been little new activity in Asia other than restructurings and refinancings. There is market
interest for Indonesia, China, Vietnam (for power, oil and gas), and in Mongolia (for mining) but nonein the
Philippines due to unease about the current arbitration proceedings on the airport transactions.
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appetite for providing political risk cover will also be afunction of the relative profitability or
otherwise of other insurance lines.

While PRI and PRG can provide indemnification against policy risks, the extent to which PRI and
PRG was used pre-Asian crisis was modest. The proportion of foreign direct investment (FDI)
covered by political risk insurance fell from just under 15% in 1990 to about 9% in 1996. Thisno
doubt reflected the rising confidence in Asian economies especially in China, Indonesia, Thailand
and the Philippines, where much of the investment activity was concentrated. The actual level of
such coverage provided by the twenty-four members of the Berne Union worldwide fell from $16
billion in 1996 to $9 billion in 1997 and recovered to $16 billion only in 2001.* 1n 2003, it is
estimated that $15 billion to $18 billion of new PRI/PRG cover was written bringing the total
volume of coverage outstanding to approximately $80 billion at the end of 2003. Of the new
cover written in 2003, one half was provided by bilateral sources, 40% by private sector insurers,
and 10% by MIGA. Approximately 60% of PRI/PRG was provided to lenders/bondhol ders with
the remainder to equity investors. 2

Even where such PRI or PRG coverage was in place, lenders and investors often chose not to or
were unable successfully to make claims. In the post-1997 period, OPIC paid only one claim of
$295 million for equity invested in an Indonesia geothermal project by Cal Energy through the
vehicle CE Indonesia Funding Corp. and MIGA paid another much smaller claim by Enron for
the modest devel opment costs of the East Java project. Sovereign Risk Insurance Ltd. had
provided and paid an “excess of loss’ cover to OPIC of $72 million out of atotal of $295 million
payment related to the CE Indonesia Funding Corp. transaction.™

In Asia, there is now greater market interest in PRI/PRG among international banks, particularly
for projects in non-investment grade countries. They seek insurance not only from bilateral
sources, and multilateral lenders but also from private sector political risk insurers such as LIoyds
syndicates (where availability of cover has generally declined in tenor from ten years pre-1997 to
seven years), and the current “big three” private sector political risk insurers, namely, AlG,
Zurich Emerging Market Solutions and Sovereign Risk Insurance Ltd. The decision regarding
what source of coverage to tap, private, multinational, and/or bilateral islargely afunction of
market supply and demand. Sponsors and their advisors consider the following factors: price, time
it takes to negotiate the insurance facility, the benefits in terms of additional funding available
with versus without the guarantee, etc. Generally, where private sector lending capacity for
countries such as Indonesia, the Philippines, and Laos is limited because (at least in part) of a
perception of political risk, a PRI/PRG facility can have the most value to add. Countries that
face adifficult task in attracting lenders and investors without PRI/PRG should consider what
measures they could take to attract private lenders, which could include predictable and
responsible macroeconomic and sector policies, awillingness to honor contractual commitments,

% \While the private sector has provided contract frustration cover for along time, the Asian crisis has led
multilaterals to provide similar “four-point” cover and capital market applications such as swap cover by MIGA in
Phu My 3.

! See 2004 Berne Union Y earbook.

12 See June 2004, Michael Jordan, “Assessment of the Availability of Political Risk Insurance for Infrastructure
Development”

13 The debt holders were not protected by any political risk insurance and MBIA / ASIA Ltd. took losses as a
guarantor of the project bonds.
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improvements in the investment climate and to offers of counter guarantee or other assurances or
incentives to attract lending and guarantee capacity from such parries as the World Bank and
others.

Partial and full credit guarantees are not a substitute for PRI/PRG as they cover different risks.
There has been little use of partial or full credit guaranteesin Asia. EGAT used a PCG in the
form of aWorld Bank rollover guarantee in 1998 to extend the maturity, raise ratings and reduce
financing costs in a benchmark cross-border transaction. Similarly and more recently, IFC
provided a PCG to Telecom Asiato extend maturities in the domestic Thai capital market.
Monolines financial guarantee insurance companies, virtually the sole source of full credit
guarantees have been fairly active in financings for infrastructure in developed countries, e.g, US
and UK and in Latin Americae.g. Chile but have not yet had a major presencein Asia.

Pooling of project revenue is another promising strategy. For example, in 2004, Hong Kong
government pooled cash flows from five tunnels and one bridge to raise funds in the capital
markets, adding the security of accessto its own revenues to provide additional comfort to
investors. Pooling of project revenue streams can attract investors via structured finance products
only where regulatory, tax, legal, and accounting and capital markets infrastructure has been
developed for securitization. Road King, acompany that builds and operates short-haul toll roads
in China, provides another example of pooling, a corporation predicated on a business model of
investing in infrastructure. Its portfolio approach to infrastructure finance was rewarded with a
well-received PO in Hong Kong.

1.4.5 What EAP Governments Could Do to Attract Private Financing

Probably the most important step a country can take to attract private infrastructure investmentsis
to establish predictable policies for the key infrastructure sectors including telecommunications,
power, water, and piped gas. Investors are attracted by countries that have demonstrated their
commitment to the rule of law in abiding by contracts and that enforce domestically without a
reexamination arbitral awards grated overseas, asis required of signatories to the Convention on
Recognition and Enforcement of Foreign Arbitral Awards (New Y ork Convention)*. Countries
can also adopt policies requiring greater transparency with respect to bidding, concessioning,
contracting and regulation, with a coincident decline of corruption. To the extent that domestic
banks finance infrastructure projects, it is also important to improve the credit culture of banking
systems and reduce the extent to which credit is directed to borrowers with questionable
creditworthiness by the state. In this context, increasing the effectiveness and promoting the
development of local credit rating agencies and use of such ratings in risk management would
also be helpful.

Infrastructure development often involves foreign currency financings even when project
revenues are in local currencies because foreign financing is needed to procure overseas know-
how and equipment and/or because long term financing is only available in offshore markets.

¥ In EAP, most countries have acceded to the New Y ork Convention. Many Pacific island nations and some others
have not done so, including: Fiji, Kiribati, Marshall Ilands, Micronesia, Myanmar, Palau, Papua New Guinea,
Samoa, Solomon Islands, Timor Leste, Tonga, and Vanatu. To attract investors, such countries might wish to
consider signing the New Y ork Convention.
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Therefore, tariffs must often be pegged to foreign currenciesto cover debt service. Thereis
increased interest in reducing foreign currency exposures through a greater reliance on local
currency bank or capital market financing.

The critical step in the development of local capital markets is the establishment of an appropriate
legal and regulatory framework to broaden the investor base to include pension funds, insurance
companies, mutual funds, etc.; to improve disclosure standards for private placements and public
issuance; to strengthen domestic credit rating agencies; to foster utility and municipal bond
market issuance and currency and interest rate swaps; and to help extend maturities through
innovative use of multilateral and private sector risk mitigation tools. Governments may wish to
encourage use of such market innovations to help extend maturities in local market financings as
the use of PCGs and committed take-outs, maturity guarantees or puts, etc.

Countries can potentially reduce perceptions of risk by obtaining sovereign credit ratings, which
serve to quantify the extent of political and economic risks. Ratings are generally necessary for
international capital markets investors. While not necessary for bank financings, country ratings
are increasingly being used by international banks in making their credit decisions, particularly on
whether they might take on exposures to any given developing country. The benefits of ratings
include but are not limited to a broader universe of investors and lenders, potentially alower cost
of fundsif the ratings are investment grade, and longer maturities for higher rated countries.
Market participants have noted that infrastructure financings are easier for countries that are rated
investment grade, which in EAP are China, Malaysia and Thailand, than for those rated non-
investment grade, which in EAP are the Philippines, Fiji, Vietnam, Mongolia, Papua New Guinea,
and Indonesia (see Table 1). All other EAP countries are currently unrated and could potentially
benefit from ratings.

Many countries do not understand fully the critical role of rating even when they have been rated.
Thisisalso the case for unrated countries. It isimportant for EAP countries to learn how to get,
keep, improve and use credit ratings not only for bonds and loans but also for equity investments.
Official aid agencies—both bilateral and multilateral — might consider providing of financing
appropriate training and advisory services on ratings for EAP countries.
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Chapter 2: Overview of Investment Flowsinto Infrastructure
2.1 Sources of Information

We provide an analysis of EAP infrastructure financing from 1994 through mid-year 2004. The
analysis includes the following countries. Cambodia, China, Fiji, Indonesia, Kiribati, Lao PDR,
Malaysia, Marshall Islands, Micronesia, Mongolia, Myanmar, Palau, Papua New Guinea,
Philippines, Samoa, Solomon Islands, Thailand, Timor Leste, Tonga, Vanuatu, Vietham and
Hong Kong and Singapore. The latter two are included as they are important regional markets the
first for Chinese and the second for South East Asian financings.

ProjectWare, a subscription service from Thompson Dealogic available to the World Bank, was
used to compile the statistics specified for this Paper. Although the definition of infrastructurein
this Paper tracks that of The World Bank’ s Private Participation in Infrastructure Database
(PPI), which we assume reflects the World Bank definition of infrastructure, the PPl database
does not provide a breakdown required for the Paper of infrastructure financings by type of debt,
whether bank loan or bonds as well as currency of the financings and whether the financing was
in the international or the domestic markets.

Accordingly, we made the decision to use the ProjectWare database. We have included projectsin
the four sectors used by the PPI database, namely, energy (electricity generation, transmission,
and distribution plus natural gas transmission and distribution), telecommunications, fixed or
mobile local telephony (domestic long-distance telephony and international long-distance
telephony), transport (airports runways and terminals; railway fixed assets, freight, intercity
passenger, and local passenger; toll roads, bridges, highways, and tunnels; seaports channel
dredging and terminals), and water (potable water generation and distribution; sewerage
collection and treatment).

There are no doubt points of difference between PPl and ProjectWare, which become apparent
only when attempting to compare their outputs. . For most countries, the ProjectWare datais
lower than for PPI (except for Thailand and Mongolia). PPl also excludes Hong Kong and
Singapore as “ developed” |ocal es notwithstanding the likelihood that much of Hong Kong
investment is probably Chinarelated and somein Singapore is South East Asiarelated.™® Other
points of difference with ProjectWare could arise based on what is considered a private project by
PPI, the fact that the PPI counts even cancelled projects if they have reached financial closure and
that the investments are counted in the year in which they have been committed. For example,
PPI counts multilateral development bank investments fully when committed rather than when
paid, except in the case of telecommunications sector. Moreover, PPl excludes sole use facilities
unless about 20% of the output goes into to an open market grid.

%> For purposes of this Paper, we have included financing data on Hong K ong and Singapore from the ProjectWare
database as a significant portion of such financings are probably Chinarelated in the case of Hong Kong and South
East Asiarelated in the case of Singapore.
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2.2 Summary of I nvestment Flows

ProjectWare shows a total investment in EAP infrastructure of $148.1 billion™® for the period

1994 to mid-year 2004. As expected, investment in infrastructure dropped sharply in the
aftermath of the Asian financial crisis, reaching alow point in 1999 and recovering thereafter (see

Chart 1). The aggregate flows per country for the decade are summarized in Table 2, and are

dominated by financings for China (including Hong Kong), Indonesia, Malaysia, Thailand and the
Philippines, which account for $94.4 billion of the total.'” The currency composition of financings
for the five countriesis shown in Chart 2. In interesting development is the ability of Vietnam to

tap $2.6 billion virtually all from offshore sources.

($ 1,000,000’ s)

16 Amounts are expressed (except when indicated otherwise) in US Dollar equivalent no matter the currency of

issuance.

Cambodia 75.000
China 36,418.649
Fiji 0
Hong Kong 27,021.636
Indonesia 28,173.183
Kiribati 0
Laos 576.223
Malaysia 21,162.447
Marshall Islands 0
Micronesia 10.600
Mongolia 51.710
Myanmar 29.800
Palau 0
Papua New
Guinea 55.390
Philippines 14,421.030
Samoa 0
Singapore 3,038.590
Solomon Islands 0
Thailand 14,473.494
Timor Leste 0
Tonga 4.900
Vanuatu 10.000
Vietnam 2,611.703
148,134.355

Table 2: Total Private Financing of Infrastructure from 1994 to 2004

7 Of the total for these five countries of $94.4 billion, 14.4% wasin local currencies, 78% in US dollars, 5.3% in yen

and just over 1% each in pound sterling and in Euro, ECU or other European currencies, such as the Dutch Guilder,

the French frank and deutsche mark. Uniquely, Malaysia met the mgjority of its financing requirements domestically

(see Chart 2).
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Offshore financing represents approximately 73% of the $148.1 billion in total flows of $148.1
billion, with loans accounting for $119.2 billion, of which foreign syndicated bank loans total
US$ 87.3 billion. Equity flowstotal $17.3 billion, of which foreign currency equity accounted for
$14.85 billion. Bonds account for atotal of US$ 11.6 billion, of which bondsin foreign currencies
total $5.9 billion.

2.3 Equity and Return on I nvestment

Asequity is expensive, it is not surprising that aggregate debt leverage on equity is 7.56:1. Equity
investment returns have varied widely but evidence on such returnsis anecdotal and thus not
definitive. The points of view of two different players are worth considering: the sponsors who
are often referred to as strategic investors and private equity investors who are often referred as
financial investors. They both seek financial returns measured as returns on investment, which
includes any periodic cash received combined with the proceeds of an exit via a sale to another
party or through an IPO. The financial investors typically have aten-year time horizon after
which they must return the funds invested plus returns minus fees and expenses to those from
whom they raised their investment capital. A strategic investor typically has alonger time horizon
though such investors can change their strategies and divest much faster than an infrastructure
fund.

In actual practice, the Asian crisisled to substantial under-performance not only for private equity
funds but also for sponsors who either withdrew or renegotiated their projects with lower returns.
Some funds had negative returns and some projects are said to have been renegotiated down to
equity returnsin the single digits. Such poor performance of equity returnsis one reason for the
withdrawal of sponsors and private equity fund investors from the region.

Table 3: Total Private Financing of Infrastructure from 1994 to 2004
(% 1,000, 000s)

Foreign Currency Loca Currency Total
Bonds 5,920.36 5,720.84 11,641.21
Loans 87,316.23 31,867.03 119,183.26
Equity 14,850.61 2,459.28 17,309.89
Tota 108,087.20 40,047.15 148,134.36

2.3.1 Private Equity Funds I nvesting in Infrastructure

Typicaly, private equity funds act as fiduciaries, raising capital from a variety of sources
including multilateral institutions such as ADB and IFC, government-owned national investment
ingtitutions such GIC (Singapore) and EPF Malaysia) and private financia institutions such as
AlG.

The funds typically invest in specific opportunitiesin target markets and sectors and find ways to
exit at a profit (or aloss) from the investment during the investment horizon, typically ten years.
Private equity investors do not generally find investment time horizons or returns of greenfield
proj ects attractive because they have long gestation periods and typically have returns below
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private equity target returns of 20% to 25%. Such funds might purchase existing cash-generating
infrastructure assets where profitabl e exits can be envisioned in the medium term. Some funds
have invested in traditional infrastructure projects, including in the pre-crisis period. But most
have withdrawn from this sector given poor returns and high risks. Instead, they tend to invest in
corporate opportunities characterized by more predictable returns and easier and more profitable
exits possibilities. While there have been spectacul ar success stories in infrastructure investments
with project returns in the mid-thirties, there have also been many losses, especially in but not
confined to Indonesia.*® Overall, funds that were invested in the pre-crisis period and were
harvested in the aftermath of the crisis probably sustained significant losses. Others seem to be
doing better but it is not considered likely that many private equity funds achieved their target
returns through infrastructure investmentsin Asia

Chart 1. Total EAP Infrastructure Financing by I nstrument, 1994-2004
($ Billions)
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18 | ndonesia dominated credit loss experience as the government-owned offtaker PLN refused to pay dollar-linked
tariffs required in Power Purchase Agreements (PPAS) for new power plants after the Rupiah collapsed in 1997/1998.
But after six years of negotiations, agreements were reached in 2003 to restructure two of the largest Independent
Power Producers (IPPs), namely, the 1220 MW P.T. Java Power (debt of $1.3 billion) and 1230 MW HT Paiton
Energy (debt of $1.8 billion). Since the Asian crisis, the economy and with it power demand has recovered, the
exchange rate has improved and interest rates have come down. The extensions of tenors were modest, the export
credit agencies were supportive, and project economics were reasonably attractive even with lower tariffs.
Reportedly, provisions against the loans could be partially released. Thereis till little faith in the legal system and
there is frustration with the level of corruption and lack of effective regulation. Toll roads are still hard to do but
power deals may find lender interest though energy costs are high and PLN is bankrupt and not bankable. Indonesia
needs to improve its regulatory framework and increase confidence in itslegal and regulatory system. Although a
signatory to the New Y ork Convention for arbitration, the market believesit has rarely enforced any arbitral awards.
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2.3.2 Sponsor Equity

The other genre of equity investor is the sponsor, who istypically unwilling to discuss returns for
public attribution. An investment’ s realized return is also not known until the project lifeis
completed. As sponsors are regarded as strategic investors, they may accept target returns that are
lower than those expected by private equity or purely financial investors, in part because sponsors
typically look for synergies with their other businesses to give them cross-selling or other returns
in kind. For example, as sponsors, energy companies may seek to supply fuel to the project and
major construction companies may seek to be the EPC contractor for the project. Such potential
role as a supplier or a contractor may provide additional revenues to the sponsor and enhance
otherwise less attractive equity returns.

Chart 2: Currency Composition of EAP Country Financing, 1994-2004
($ Billions Equivalent)

30

=L ocal C urrency
EmU S D o llar
25 CJJapanese Y en

C3JU K S tg
Il C ontinental E urope

20

15

US $B Equivalent

10

China Indonesia Malaysia Philippines Thailand

Source: ProjectWare

* Note: Continental Europe currencies include the Euro, ECU, Deutsche mark, Dutch guilder and the French
franc

Sponsor equity returns are also subject to risks from such eventualities as expropriation, failure to
honor commitments to increase tariffs to recover costs, etc. They can also be affected by
economic fundamental s such as sluggish or declining demand, high supply costs, labor strife,
terrorism, and other such risks.
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Equity return targets for power sector are said to be in the high teens. The water sector returns are
probably lower and those in telecommunications sector probably higher but they are difficult to
document.

2.3.4 Performance on I nfrastructure Loans™®

L oan performance is no easier to document than equity return performance. Banks are reluctant to
disclose the level of losses and delinquencies on specific loans. While they do report loan
performance in the aggregate, they do not tend to break out performance by sector such as project
financing nor by country. Information provided by market participants and gleaned from other
sources suggest that losses were probably the greatest in Indonesia and in China, the former
because of its collapse post-1997 and the latter because of the size of investments in the country
and the situational determinants of project success and loan servicing in that country. Lenders and
investors in Thailand and the Philippines were likely protected to some extent as project delays
deferred the need to lend and invest and by government policies to honor contractual
commitments on completed projects.

Bank loan volumes are influenced by perceptions about country risk, capital and provisioning
treatment of such loans pursuant to home country bank regulations, market supply and demand
factors, and availability of risk mitigation. Policies to influence bank lending could focus on
regulatory treatment of project finance loans. Under BIS 2, such loans were to be given onerous
capital charges but a concerted effort by banks along with Standard & Poor’ s provided BIS with
some statistical historical evidence of past |oan performance which has led BIS to reconsider
capital treatment of such loans. A greater effort should be made to collect and disseminate such
history of defaults and recoveries so that capital charges reflect actual experience and the effect of
risk mitigation in syndicated loans.

2.4 Performance on I nfrastructure Bonds

Moody’s Investors Service (“Moody’s’) first rated project bondsin 1994 and as of summer 2001
it had rated over 240 project bondsin nearly 30 countries. According to Moody’s, half the rated
project finance issues that came to market in the mid-1990s defaulted, only one held an
investment grade rating as of summer 2001 and nearly 70 percent of Asian project debt rated
during mid-90s had either been downgraded or had its outlook revised downwards.?

The Moody’ s analysis identifies some further difficulties for projects to access the public debt
markets. First, the assessment of risks for such projectsis still an “embryonic discipling”. Second,
as such financings have historically been done in the private markets, thereisnot alot of historic
performance information. Third, projects as an asset class are heterogeneous, with few projects
being alike in structure or purpose, making it difficult to apply Iessons from one project to
another.

19 Based in part on Andrew Kinloch, “Asia Pacific Project Finance: Recent Credit Loss Experience and L essons to be
Learned” in Journal of Structured and Project Finance, Spring 2004.

% Tom Marshella, “Debt Financing of Projects in Emerging Economies: Lessons from Asia,” The Journal of Project
Finance, Summer 2001.
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2.5 Reasons for Performance Below Expectations

Projects that performed below expectations from afinancial perspective often incorporated risk
mitigants such as PPAs and cost recovery mechanisms but such risk mitigation from host
governments proved ineffective with economic, financial or political stress. Counterparties who
had accepted these risks were either unwilling or unable to meet their commitments. Legal
systems failed to enforce contracts when the fundamental economics made them unsustainable.
Regulatory approvals that had been considered routine proved to be difficult. Political will that
had seemed unshakable when the projects were undertaken vanished with the crisis. Moody’s
believes that such projects went bad for reasons beyond the structuring of individual dealsto the
systematic risks in emerging economies as a whole.

Table 4: Private Sector Project Financings By Instrument and Market

($ 1,000 000s)

Tota BondsF BondsD LoanFl LoansD  Equity F Equity D
Cambodia .75 0 0 .75 0 0 0
China 36,41865 1,812.20 603.90 24,493.99 5,336.55 4,172.00 0
Fiji 0 0 0 0 0 0 0
Hong Kong 27,021.64 91.72 38.80 14,885.00 8,758.23 2,790.00 457.89
Indonesia 28,173.18 1,280.00 0 2098533 2,523.93 3,31443 69.49
Kiribati 0 0 0 0 0 0 0
Laos 576.22 0 0 547.223 0 29 0
Malaysia 21,162.45 528.95 4,783.59 3,229.13 10,396.26 1,147.32 1,077.19
Marshall Islands 0 0 0 0 0 0 0
Micronesia 10.60 0 0 0 10.60 0 0
Mongolia 51.71 0 0 51.71 0 0 0
Myanmar 29.80 0 0 29.8 0 0 0
Palau 0 0 0 0 0 0 0
Papua New Guinea 55.39 0 0 55.39 0 0 0
Philippines 14,421.03 2,027.50 0 10,661.56 3447 1,697.50 0
Samoa 0 0 0 0 0 0 0
Singapore 3,038.59 0 0 2027.00 924.26 0 87.33
Solomon Ilands 0 0 0 0 0 0 0
Thailand 14,473.49 180.00  294.55 7,912.49 3,864.72 145436  767.38
Timor Leste 0 0 0 0 0 0 0
Tonga 4.90 0 0 49 0 0 0
Vanuatu 10 0 0 10 0 0 0
Vietnam 2,611.70 0 0 2347.703 18 246 0

148,134.36 5,920.362 5,720.84  87,316.29 31,867.03 14,850.61 2,459.28
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Chapter 3: Lessonsfrom the Markets
3.1 Situation as of Mid-1990's

A decade ago, it was thought that Asia’s growth potential was virtually unlimited. The region’s
high growth potential was expected to help the Asian markets attract funds from local, regional
and international investors. Infrastructure financings were expected to be both a primary driver
and a beneficiary of Asian growth. Indeed, private sector participation through public-private
partnerships (*PPPs’) had already been increasing under such arrangements as build-own-operate
(BOO), build-operate-transfer (BOT), and build-own-operate-transfer (BOOT).

Several factors fostered this optimism. First, South East Asia and Chinawere growing rapidly,
with relatively low inflation, low external debt burdens, high levels of international reserves, and
large and growing populations with rising incomes and high savings rates. Second, the
development of social and economic infrastructure, including housing stock, roads, bridges,
airports, railroads, utilities and telecommunications had not kept pace with economic growth.
Whereas devel oping countries worldwide were spending on average 4 percent of their GDP and
20 percent of their total investment on infrastructure,”> Asiawas already outspending them at 5
percent of GDP.?? Additional outlays of 2% of GDP were considered both necessary and
reasonable for Asiato keep pace with the level of its economic activity.”® Therefore, Asian
infrastructure financing over the decade to 2005 was expected to exceed a trillion dollars.?*

In several countries, local debt capital markets were also emerging with financings for
infrastructure projects as well as asset securitization, e.g., in Malaysia, Indonesia, Thailand, Hong
Kong and Singapore. However, these local debt markets were nascent, with few investors and
issuers, limited yield curve benchmarks especially for the longer maturities, rudimentary legal and
regulatory frameworks, inadequate disclosure requirements, restrictive issuing procedures, limited
use of ratings, etc. Though local rating agencies were active in several countriesincluding India,
Malaysia, Thailand and South Korea, correlations between ratings and issue prices were poor.

3.2 Some Trends After 1997

Asthe World Bank’s I ssues Paper of February 2004 notes, these bullish expectations ended with
the Asian financial crisis of 1997, reflecting not only the deteriorating financial positions of Asian
countries but also the global market conditions for private investments and concerns about social
and environmental impacts of large-scale infrastructure projects. Investment in infrastructure
projects with private participation in the EAP region fell sharply from since 1997 and have yet to
reach pre-crisislevels. Only $14.185 hillion in project finance bonds were issued from late 1995
to early 2002 for Asian borrowers, of which $ 3.4535 billion were for eleven issues from China,
$1.3 billion for two issues from Hong Kong, $150 million for one issue from Indonesia, $300
million for one issue from South Korea, $ 5,950 million for thirteen issues from Malaysia,

2 World Bank Report, 1994.

ZAsian Development Bank, Annual Report 1993, page 17.

ZAsian Development Bank, Annual Report 1993, page 19.

2 CapMAC used an estimate of $1.3 trillion dollarsin 1995 for its business plan for ASIA Ltd. for the following ten
countries: China, Hong Kong. India, Indonesia, Malaysia, the Philippines, Singapore, South Korea, Taiwan, and
Thailand.

22

Strictly Confidential

sclc
R




Structured Credit | nternational Corp.

Table5: Brief Country Report Cards

Country® | Post-Asian Crisis Developments Outlook and Some I mperatives
China Deal economics are key astariff increases China' s size and dynamism make the investment
A2/BBB+/ | specified in PPAs of several power projectsfaced | climate attractive: private sector financing (other
A- with cheaper alternatives did not occur; many than via private savings sourced via state owned
$36.4 defaults on toll road financings, dominance of banks) limited by market perception that in China
billion domestic directed credit (e.g., Nanhai project); a | it is“the rule of man, not the rule of law” ; must
third of infrastructure financing in 2002 by the develop aviable commercial legal system; needs
central government; another third by state owned | to strengthen domestic banks and develop
commercial banks and just over afifth by domestic long term municipal and infrastructure
infrastructure enterprises owned largely by local bond markets, rating agencies and possibly
governments. financial guarantee companies
Maaysia Successful domestic capital markets with abroad | Private financing outlook depends on post-
Baal/A-/ investor base, a diversity of debt instruments Mahatir policy frameworks and business climate;
BBB+ including infrastructure financings, a successful Singapore-based banks are interested to lend;
$21.2 rating agency finally facing some domestic foreign lenders and financial guarantors are
billion competition, a successful secondary mortgage cautiously optimistic but profitable opportunities
market led by Cagamas; and afinancial sector are hard to come by because of robust domestic
that is restructuring and regaining its health; IPPs | financing alternatives. Malaysia could serve as an
have a good track record. interesting model for other EAP countries.
Thailand Has successfully emerged from the financial Needs significant improvements in policy
Baal/BBB/ | crisis; EGAT honored all PPAs. Tall road and frameworks, regulation and administrative
BBB mas transit projects had problems and Hopewell systems, particularly outside the power sector, to
$14.5 exited from high-speed rail deal. Bangkok Mass make more projects viable; needs to develop local
billion Transit system till not well integrated though capital marketsincluding domestic rating agency;
Skytrain is operating. Domestic banking system need to improve policy framework especially for
highly liquid and able to offer large financings, megaprojects currently under consideration by the
eg., BCLP. government; PRG, PRG and PRI have all been
helpful.
The Generally respected PPAS; tariffs were high Political and regulatory processes do not foster
Philippines | because of oversupply; shortages are developing | confidence; outlook for financings remains
Ba2/BB/BB | again but financing outlook is clouded by EPIRA; | problematic. Need to develop greater
$14.4 problematic BOT projects across sectors (water, transparency in concession-awarding process as
billion airport terminal, urban rail transit and toll roads). | well as substantial reforms of policy frameworks
and regulations across all sectors to make projects
viable. Risk mitigation will be key.
Vietnam Phu My 2 and Phu My 2.1 were financed with Has potential for further private market access
B1/BB-/ World Bank loans followed by Phu My 3 and Phu | with more effective policy, legal, and regulatory
BB- My 2.2 with project financings. IBRD and ADB frameworks and improved willingness and ability
$2.6 billion | have provided PRGs and Sovereign Risk Limited | to work with the private sector; attracting private
was involved as areinsurer. JBIC has provided financings has required and may continue to
direct loans. Sponsors have included regional reguire the use of PRG/ PRI in the medium term
players such as Sembcorp Utilities of Singapore,
Kyushu Electric and Power Nissho Iwai of Japan
Indonesia Largest credit loss experience with PLN refusing | Demand has recovered but PLN is bankrupt and
B2/B/B+ to honor some contracts; OPIC and MIGA paid not bankable; concerns with corruption, alack of
$28.2 claims on PRI guarantees; but large projectslike | credible counterparties, a deficient regulatory
billion Java Power and Paiton were successfully regime, an unreliable legal system and murky

renegotiated though with lower returns as deal
economics could be restored

politics cloud private financing outlook though
some Singaporean banks are willing to lend; risk
mitigation instruments will be crucial.

% Ratings are for foreign currency obligations and from Moody’s, S& P and Fitch, in that order. The figures show
total private sector infrastructure financing volume (domestic and international) from Table 2 in $ billions 1994 —

mid-2004)
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$1,751.5 million for ten issues from the Philippines, and $780 million for three issues from
Thailand.?® Official lending has also declined, especially in the power sector. Thus EAP
infrastructure devel opment has slowed even as population and urbanization have increased,
stretching existing infrastructure to its limits.

Both financial and strategic equity investorsin Asian infrastructure projects have been
disappointed, having seen higher risks and lower returns than the high teens they had anticipated
when investing in the heady pre-1997 days. International investorsin Asia have included such
institutions as A1 G Infrastructure Fund and Macquarie Infrastructure Group. Hong K ong-based
investors include such diversified investment companies as Cheung Kong Infrastructure Ltd.,
Hopewell Holdings Ltd., Jiangsu Expressway Co. Ltd., New World Infrastructure Ltd., Zhgjiang
Expressway Co. Ltd., and Road King Infrastructure Ltd. Singapore based investors include
Government of Singapore Investment Corp., Temasek Holdings, Singapore Power, etc.

Among the recent experiences in Asian infrastructure financings noted by market participants are
the following:*’

Many projects were suspended or shelved post-1997

“Early mover” advantages failed to materialize

Capacity produced pre-1997 is just now virtually absorbed

Governments in many cases reneged on or cancelled the minimum income undertakings

they had offered to attract investors, leading to a debate on whether traditional project

finance methods are useful for public infrastructure projects

e Many investors reassessed their exposures and rationalized them, selling and/or writing
off those considered non-strategic or not performing well

e Someinvestors diversified away from Asiaand Latin Americato other markets where
they may not have had exposures

e Cash strapped US and European power and energy companies, heretofore project

sponsors, pulled back

One important international financial investor expressed the view that strategic investors, many of
which have financial constraints, are far fewer and their numbers and commitments vary by sector
though their interest is stronger in China. In the power sector, US players are essentially out for a
variety of reasons. In Europe, players such as EDF, National Grid, etc. are also essentially out. In
the water sector, there have been massive problems for such international investors.

With economic recovery gaining momentum in Asia, market participants expect infrastructure
financing activity to rise. New investors have come in to buy out those who wish to exit, e.g.
Darby Franklin Templeton Investments bought out Prudential’ s mezzanine fund.

Domestic funding capacity isrising, e.g., in Chinaand Thailand, where PO markets offer
attractive exit potential. But participation of international sponsors and financiersis still at alow
level.

% Mansoor Dailami and Robert Hauswald, “ The Emerging Project Bond Market,” World Bank Policy Research
Paper 3095, July 2003, Table 6. Data sources they use include issue documents, Bloomberg, etc.
" Based in part on Fitch Ratings, “Infrastructure Investmentsin Asia— An Overview” dated 25 April 2003.
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3.3 Some Country Experiences

While progress has been made since the onset of the Asian financial crisisin 1997, most countries
need policy, regulatory, legal and administrative reforms to make it possible to design more
viable projects. The most difficult road ahead is for Indonesiawhere market sentiment is the most
negative, followed by the Philippines. Thailand has attracted international financing interest in the
power sector but it needs fundamental reformsin other sectors (see Table 5). Three countries
deserve a special mention because they illustrate the lessons for EAP countries. The case studies
provided below offer additional insights on some of the lessons.

e Chinafaces unigue challenges in reducing its dependence on a vulnerable state dominated
banking sector;

e Malaysiaoffers some interesting grounds for optimism on how to develop domestic
capital markets; and

e Vietnam offers optimism that a country that historically has not enjoyed market access can
attract international private capital, albeit with some political risk mitigation.

3.3.1 China -- Project Viability and Local Capital Market Development are Critical

Chinese experience in project financings confirms the proposition that good projects are those that
are viable. Deal fundaments are especially critical in China as thereis limited ability to rely on
contracts (“rule of man, not rule of law™) should project economics be stressed. The Chinese legal
framework is generally considered weak, but international market participants believe that where
the business climate is good, especially in and around Shanghai, disputes can usually be resolved
quickly and fairly. Market participants also believe that there is a high reliance on rel ationships
and approvals from government officials. The challengesin Chinaremain of (i) developing the
commercia legal system and of making sure appropriate approvals of local, provincial and/or
national government have been correctly anticipated and obtained and (ii) of strengthening a weak
and highly concentrated domestic banking system and of developing capital market alternativesto
it.

In the Meizhou Wan transaction, which the Chinese banks have refinanced, the returns have been
reduced. Going in, sponsors felt demand was good as they were selling to Fujian Island grid, with
little risk of lower cost power from other regions. The capital costs were high but cost recovery
had been approved. When time came to approve tariffs, the Pricing Bureau failed to raise rates as
promised. The government felt the project’ s output was too expensive and it could generate its
own supply more cheaply. The project switched to local coal, cancelled its contracts for imported
coal, and refinanced its foreign loans with domestic banks.

Although other power deals have worked out, e.g., Hero Asia had weak documentation but the
sponsor/offtaker was willing to support the deal, which paid off on schedule, no such financings
have been done with foreign sponsors since then despite a booming economy and a growth in
generation capacity of 15% in 2003, much of it domestically built and sponsored. China can
manufacture 300 MW turbinesitself and only needs foreign currency and more expensive imports
for technology transfers— e.g., Alstom’s supply of 4 x 600 MW supercritical steam turbinesto
China Electric Power International and Mitsubishi Heavy Industry’s supply of components for 4 x
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1000 MW ultra supercritical boilersto Huaneng Power. Except for LNG and petrochemicals,
Chinamay be able to finance infrastructure development domestically.

In Chinese toll roads sector has also had a mixed record with arange of problems. many

devel opers defaulted, some had disputes among sponsors and between sponsors and creditors,
some experienced traffic shortfalls from economic downturns or because toll-free parallel roads
were built notwithstanding undertakings to the contrary. Many foreign lenders and investors
suffered losses. For example, the Greater Beijing Expressway had shareholder infighting. Zhuhai
Highway failed the “rate covenants’, and had fraud, leading to default. But more recently, a
number of toll road and power generation projects have secured Renminbi financing and China
has banned or cancelled some minimum income undertakings offered to attract investors. Chinais
also easing restrictions on foreign ownership in several utility sectors, e.g., power, ports,
transport, airports, telecommunications, water supply, sewerage, €tc.

Chinaaso illustrates the urgent need to reduce dependence on weak domestic banks through
development of domestic capital markets. Infrastructure financing in Chinatotaled 1,176 billion
RMB in 2002, of which the largest share (33.2%) came from the central government, 31.5% from
the Chinese banks (via corporate loans to infrastructure enterprises as well as loans for specific
projects), 22.6% from infrastructure enterprises (largely owned by local governments)®, 4.7%
from foreign lenders and investors, 1.7% from domestic bond markets, 1.4% from domestic
equity markets,?® and 4.9% from other sources.*® The central government funds sponsor equity
investments for infrastructure projects in a broad array of infrastructure projects notably with
proceeds from an earmarked portion of regular government bond issues referred to as Long-term
Construction Government Bonds. In 2002, RMB150 hillion in such bonds were issued. Domestic
banks, dominated by state-owned banks, are actively engaged in the infrastructure sector, lending
directly for infrastructure projects and indirectly to corporate infrastructure entities. In 2003, the
amount of bank financing for infrastructure projects almost doubled to RMB637 hillion.*
Traditionally bank lending for infrastructure had been project specific but more recently banks,
concerned about the quality of sponsors and corporate governance, have been more inclined to
make directly corporate loans taking into account the types of projects in which the borrower is
engaged.

The use of long-term corporate bonds to finance infrastructure would seem a natural fit and help
to ease the burden of the domestic banking sector for infrastructure finance. Domestic corporate
bonds have also been used by such state-backed companies as the Y angtze Three Gorges Project
Co., Zhgjiang Expressway Company, a state-backed toll road company, etc. However, at this
juncture, domestic corporate bonds provide less than 2% of total infrastructure finance. The
corporate bond market in Chinais at an early stage of development, and needs substantial reforms
to build on the interests of potential issuers and the needs of potential investors on the basis of

%t isunclear if these are additional funds or just funds borrowed from banks.

2 13 of the 71 A-share initial public offerings (IPOs) in 2002 aggregating RMB 16 billion were for infrastructure-
related companies, which accounted for 17% of domestic stock market PO issuance of RMB96 billion (including
IPOs and secondary offerings) for the year.

% China Fixed Asset Investment Y earbook (2003), cited in a World Bank paper by David H. Scott and Irene S. M.
Ho, “China s Corporate Bond Market: Creating New Options for Infrastructure Finance”, June 2004. Much of this
section on China and Appendix 2 are based on this excellent paper.

312003 Monetary Policy Implementation Report (People’s Bank of China).
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greater disclosure, more credit analysis, and market oriented pricing and timing of issues with a
lesser role of the government as a gate-keeper (see Annex 2).

3.3.2 Malaysia — Local Capital Market Development Works

Malaysiaillustrates how a small Asian country can successful develop a vibrant domestic capital
market, like Chile hasin Latin America. Malaysia has significant pools of institutional funds
looking for attractively priced and rated fixed income instruments, such as Employee Provident
Fund of Malaysia as well as other pension funds and insurance companies. It has a successful
secondary mortgage finance ingtitution in Cagamas Berhad and a couple of successful rating
agencies, with Rating Agency Malaysia having been in business for longer than a decade. It has a
range of capital market instruments being issued including corporate and financial institution
bonds, structured financings, and infrastructure financings. Though Malaysia does have some
capital controls, the legal environment is considered better de jure than de facto® and the country
has been unable to establish a domestic monoline guarantee company (though it has been on the
drawing board for a number of years) it can generally be viewed as an Asian example of
successful domestic capital markets devel opment.

Capital markets have provided financing for infrastructure development. IPPsin Malaysia have
had a good track record for timely completion and commissioning and have been financed in
domestic debt capital markets to a greater extent than elsewhere in EAP. There have been |PP
financings of some $5 to $6 hillion in 2003, with Tanjong Bin alone accounting for about $2
billion. The 2003 SK'S Power RM 5.6 billion domestic Islamic financing was the largest ever for a
single phase IPP in Asia. New water supply privatizations may be put on hold to reassess the
sector including the role of Non-Revenue Water. Local lenders are impressed with Tenaga, the
principal off-taker, but some may be reaching single risk limits.

The outlook for international financingsis positive though foreign market participants see a
dearth of profitable opportunities, Some European lenders are taking a cautious attitude waiting to
see how the new Prime Minister does, to see some improvementsin the legal system and in the
foreign exchange controls. On the other hand, some Singapore-based banks are |ooking for
businessin Malaysia. One lender is prepared to look at water, petrochemicals and power for the
right offtaker but not toll road sector because of traffic risk and concern on corruption.

3.3.3 Vietham— Market Access with Risk Mitigation and Sovereign Credit Ratings

Vietnam is rated B1/BB-/BB- (below the Philippines but above Indonesia) and provides an
interesting example of a country that did not have access to international credit markets but has
recently set about getting it. It may be poised to attract substantially more financing if it develops
an effective policy, legal and regulatory framework to attract private sector investment. Its
banking system is state controlled, like much of the economy. Market participants believe that it
isdifficult to do businessin Vietnam as officials are not used to dealing with the private sector
but once they get on board they tend to keep their part of the bargain.

% For example, even though enforcement can faster and documentation may be better than in Indonesia, it is often
hard to fine pledged assets, which may be held under different names.
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Recent transaction shows how risk mitigation from bilateral and multilateral sources has opened
up access to private sector financings. The country also benefits from interest on the part of
regiona sponsors. Phu My 2 and Phu My 2.1 were financed with World Bank loans, followed by
Phu My 2.2 and Phu My 3 with project financings. Phu My 2.2 is sponsored by Electricité de
France (EdF), Sumitomo Corporation and Tokyo Electric Power Co. (Tepco). IBRD and ADB
provided PRGs with the latter being fully reinsured by Sovereign Risk Limited as ADB was at
that time not able to provide PRG on its own balance sheet. JBIC provided direct loans but as it
replaced an ECA that could not come in, there was no NEXI guarantee. British Petroleum (BP)
was contracted to provide gas. In Phu My 3, the sponsors are BP, Sembcorp Utilities of Singapore
and the joint venture of Kyushu Electric Power Co and Nissho Iwai of Japan each taking one third
participation.

SCIC believes that Vietnam can increase its market receptivity with better use of itsratings. The
graduation from multilateral and bilateral financings to private sector financings has clearly begun
and has required the use of risk mitigation instruments. If Vietham educates itself on how to use
ratings, it can tap increasingly wider investor base and attract both bank and capital market
funding. Other countries like Lao PDR and Cambodia could aso consider obtaining and carefully
using credit ratings to influence market perceptions of risk and pry open investor interest where
possible. The benefits of a sovereign credit rating and the criteria that must be addressed in
seeking them are summarized in Annexes 3 and 4.

3.4 Two Case Studies

We have reviewed ten infrastructure cases and present two in this Chapter, both in the power
sector, to make the comparison more meaningful (see Annex 5 and Boxes 1-8 for therest). The
sponsors have reviewed the write-ups and the projects have al so been discussed with some of the
banks financing the projects, including the arranging banks.® The first project isin Chinawith
international sponsors who restructured the project financing replacing foreign coa suppliers with
domestic ones and foreign banks with domestic banks. The project’ s tight documentation did not
protect it against unsound economics and the project was successfully restructured to be more
viable. The second project isin Thailand and involves regional sponsors who undertook
interesting risk mitigation to achieve their financing objectives. While the project is not
constructed, it illustrates the evolving roles of regional banks and sponsors and their ability to
innovate to meet financing objectives where the underlying project is sound.

3.4.1 Meizhou Wan Power Plant in China — Fundamentals Matter

Description: Domestic refinancing of offshore foreign currency debt for 724 MW (net) coal
fired power plant located in Fujian province of China.

Summary: Meizhou Wan was the first wholly foreign-owned power project to be approved by
the State Planning Commission and the first large private power project in Fujian province. The
project originated in the early 1990s when the Fujian Provincial Government began discussions
with the Lippo Group, an Indonesian and Hong Kong conglomerate involved in real estate
development, banking and finance with strong ties to Fujian province. Following signing a

3 Sponsors reviewed presentation of cases and commented where appropriate
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Memorandum of Understanding with Fujian Provincial Government in 1994, Lippo brought in as
additional sponsor Edison Mission Energy, Sembawang Engineering, and Bechtel Enterprises Inc.
InterGen (which had been acting on behalf of Bechtel Enterprises) formally entered the project in
1996 by assuming the development positions of Bechtel Enterprises, Sembawang and Edison
Mission Energy. InterGen is an international power developer owned by Bechtel Enterprises Inc
and Shell Generating Limited. Subsequently, Edison Mission Energy and Sembawang
Engineering pulled out and in early 1998 InterGen assumed magjority ownership (75%) of the
project company with the purchase of an additional 30% interest in the project. ADB purchased a
5% interest from Lippo, whose holdings dropped to 24.5%. InterGen sold down shares to El Paso
in October 1999. The current ownership is InterGen 45%, Lippo 25%, ADB 5.2% and El Paso
24.8%.

The project was originally financed in 1998 with a combination of equity and bank debt. Total
project cost was US$755.2 million with US$188.8 million representing equity and the remainder
debt. The 12.25-year term debt financing was in six tranches with ADB providing atotal of
US$190 million (US$40 million direct loan and US$150 million via co-financing). ECAs of
France (COFACE) and Spain (CESCE) lent US$52.7 million and US$75.7 million respectively,
and a syndicate of twelve banks led by Bank of America, BNP Paribas, CSFB, and Toka Bank
(now UFJ Bank) provided atotal of US$248 million of which US$30 million was aworking
capital facility.

Aside from being China sfirst wholly foreign-owned power plant, the 1998 transaction is
considered noteworthy because it was successfully consummated at atime when the Asian
syndication market was contracting as aresult of the financial crisis and incorporated
international standard contractual agreements and financing documentation, alandmark for China
at the time. Construction commenced in 1998 and the plant became operational in 2001.

Pursuant to aPPPA, all output is purchased by the Fujian Electric Power Company Limited, in its
first experience with purchasing privately produced power on internationally accepted terms. The
origina tariff formulawas subject to an annual review and provided a cost-plus basis to ensure
recovery of approved capital costs, a pass through of fuel costs, coverage of operating costs, debt
service, and a profit component for equity. The tariff formula also included some indexation to
reflect foreign currency costs. Upon the maturity of the PPA, ownership was to revert to a PRC
Government-designated entity.

However, soon after the project completed testing in 2001, the project and the provincial
authorities began discussions on the implementation of the tariff formula. The estimated average
tariff for the life of the project was forecast at approximately 54 fen/kWh. The first year’ s tariff
was submitted in accordance with the formula prescribed and provincia authorities debated the
inputs, calculations and commercial operations of the project. The discussions over the
appropriate tariff led to a series of interim agreements that provided for areduced tariff pending a
renegotiation of the PPA. All interim tariffs were less than the tariff submitted by the project.
While exploring options to restructure the existing loan agreements through the appointed
advisor, Société Générale, the sponsors have continued to meet al of their obligations.
Additionally, the project restructured its cost base including a change to domestic coal supplier.
No payment default occurred on international loans. The solution was a restructuring loan of
US$535 million equivaent in Renminbi by a group of seven Chinese banks led by Bank of China,
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which underwrote 50% of the loan. Completion of the domestic refinancing and simultaneous
repayment of foreign loans is expected to occur in early July 2004. The loan is comprised of two
tranches: along-term facility of 15 years, with athree-year extension option and a three-year
working capital facility. The project is able to take advantage of the interest rates allowed by the
Chinese central bank and given surplus domestic liquidity there are minimal front-end fees. As
the project is operational, there is no construction risk. With a financing entirely in Renminbi,
foreign exchangerisk is aso eliminated. The cost of the new loans islower than that of the
offshore loans. This has helped the project to survive notwithstanding lower than expected
demand, tariffs and the potential adverse impact of the reorganization of the power pool in China
in which less expensive power is expected to prevail.

Meizhou Wan’s Lessons: Meizhou Wan documentation was done well and was probably as
close to best practices as possible for China at the time. However, the project experienced
difficulties because power it generated was expensive and considered unaffordable. The key
lesson is that optimistic demand and tariff assumptions should be avoided as thereisthe
possibility of an unwillingness by the authorities to raise tariffs as contractually required to cover
costs and provide an adequate return when demand falls, especially when cheaper alternative
power is available.

3.4.2 BLCP Power, Thailand — Risk Mitigation Facilitates Financing for a Viable Project

Description: $1.05 billion equivalent multi-currency, multistage, non-recourse Greenfield | PP
financing. Coal fired power plant comprising two separate 717 MW facilities at Map Ta Phut,
Rayong Province, Thailand, of critical importance for the Thai electricity market.

Summary of Financing: The project was one of the seven PP programsinitiated in 1994 by the
government of Thailand. BLCP wasfirst awarded a PPA by EGAT in 1997 but the Asian
financial crisis delayed the project for four years. BLCP was the largest non-recourse debt deal
for a Greenfield IPP since the crisisin 1997 and at a 15 year and 7 months term was the longest
tenor to date in Thailand.

The 25-year PPA with EGAT required financial closure by October 1, 2003 or EGAT could
terminate the PPA, with no penalty. A further delay of the project was considered in 2002 but
power demand rose sharply in early 2003, requiring this new capacity.

The major project contracts, including the PPA and the EPC related contracts, are in dual
currencies -- US dollars and Thai Baht. Given the 75% indexation for availability paymentsin the
PPA, appreciation of the Thai Baht posed a significant risk, as revenue would decline if the Baht
were to appreciate. Accordingly, adollar debt component was deemed prudent. However,
offshore lenders required political risk cover. MIGA could not offer its cover because of its
reluctance to approve the project without knowing the outcome of an environmental study
undertaken by the govt. of Thailand in the Map Ta Phut area Private sector political risk cover
was not available in sufficient size and also did not offer the AAD cover as EGAT’ s obligations
are not those of the sovereign government. Therefore, it was necessary to blend private sector
cover with a partial risk guarantee from ADB and a guarantee of NEXI. In the end, the total
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funding mix, including equity, is about 75% in US dollars virtually matching the dollar
indexation.

With the October 1, 2003 deadline approaching, a Thai Baht denominated |oan was arranged with
asyndicate of Thai Banks. This 15 years 7 month term loan closed on August 13, 2003 with a
rate that was partly fixed for five years and floated with the average Minimum Lending Rate of
Thai banks thereafter. Also closing on the same date was a $190 million offshore dollar debt
tranche arranged by five international banks with private sector political risk insurance provided
by AIG, Zurich, and Sovereign providing political risk cover for 70% of this amount and leaving
the lender to take pure Thai risk for the remainder.

The third stage closed on February 4, 2004 and brought in ADB with a direct loan of $40 million
aswell as $70 million of political risk insurance. The ADB umbrellawas sufficient to bring in
four additional international banks.

The fourth stage closed on March 30, 2004 and brought in JBIC and NEXI. With this stage, JBIC
provided adirect loan of $245 million equivalent and NEXI guarantees of $163 million. More
could have been had from NEXI but Thai banks were not willing to reduce their stake further.

The third and fourth stages each replaced a portion of the Thai Baht financing as well as the first
offshore tranche. With sufficient public sector political risk cover from ADB and NEXI, it was
no longer necessary to keep the private sector PRI. The third and fourth stage financings are in
floating rates dollarsindexed to Libor. The project sponsors have already swapped the floating
rates to fixed rate loans.

CLP HoldingsLimited (CLP) and Banpu Public Company Limited (Banpu): Sponsorson
50/50 basis. The CLP Group isaHong Kong based company with afocus on the electric power
businesses. Banpu, a Thai company, isthe largest coal producer and distributor in the country.
The sponsors have extensive power development experience, with strong relationships with Thai
and offshore banks. Equity is back-ended, which gives IRR a boost.

ABN Amro Bank and Finansa Securities: Co-financial advisors appointed by BL CP.

EGAT: Offtaker pursuant to a PPA, which includes an availability payments indexed to dollarsto
provide sufficient debt service coverage and energy payments that pass through dollar fuel costs.
The tariffs thus take sufficient account dollar liabilities.

Mitsubishi Cor poration: EPC Contractor pursuant to adual currency denominated EPC contract

Risks: (1) Concession risk. If financing were not in place by October 1, 2003, the PPA from
EGAT would have lapsed with no penalties payable by EGAT. (2) Currency risk. The first
financing arranged in August 2003 was denominated entirely in Thai Baht, which would have
exposed BLCP to a currency mismatch during to the extent that its payments pursuant to the PPA
areindexed to US dollars. (3) Interest rate risk. This remains given the current lack of fixed-rate
Thai Baht financing beyond five years. There was also interest risk on the US dollar financing
facility but that has been swapped out for the tenor of the financing. (4) Political risks. Foreign
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lenders were not willing to take totally uncovered exposure to Thailand, without a PRI covered
element.

Mitigation of Risk: Obtaining all Thai Baht financing well before the deadline resolved the first
risk, that the PPA contract would be voided if the financing transaction did not close by October
1, 2003. This option was chosen because multi-lateral and bi-lateral lenders and providers of
political risk cover, namely ADB, JBIC and NEXI required alonger approval process. The
second risk, the currency risk of an all Thai Baht financing package was mitigated by replacing a
portion of the Thai Baht denominated debt with the first US dollar bank facilities from
international commercia banks within minutes of the first closing. Thisfirst dollar financing was
attracted with private political risk insurance covering 70% of the risk. The private political risk
facilities were subsequently replaced with ADB partial risk guarantee and NEXI guarantees.
Additional international commercial bank financing in dollars became available when this
combination of multilateral and bilateral political risk cover fell into place in March and April of
2004. Third, interest rate risk continues to be an issue given the lack of fixed rate Thai Baht
financing beyond five years. Though the US dollar loans are largely indexed to Libor, sponsors
have fixed the rate through swaps.

BLCP’ sLessons. This case demonstrates how risk mitigation can help when the basic project is
economically sound and has strong sponsors. First, the sponsors showed considerabl e financial
ingenuity by getting all Baht financing in place before EGAT’ s deadline on the PPA. Second, the
currency risk was largely mitigated as the extent of indexation in the availability payments
roughly matches the currency composition of the total financing, including equity. Third, interest
rate risk remains an issue with respect to Thai Baht portion of the debt and is currently hard to
remove, though the sponsor has received some offers of fixed Baht for ten years and is prepared
to consider a domestic bond issue after construction is complete and cash flow is being generated.
Finally, political risk remains an issue for future financings as private sector capacity for Thai risk
isquite limited. While ADB and NEXI both came in eventually, they did take six to eight months
longer. Moreover, ADB’s B loan was not considered sufficiently attractive to obviate the need for
its partial credit guarantee.

It is useful to note the different perspectives of the Thai and the foreign banks. While Thai banks
know and were willing to take the Thai political risk, foreign banks were unwilling to do so in
size for these tenors, even though Thailand is rated investment grade. The willingness of the Thai
banks to comein for the full amount of the financing made it possible for the EGAT deadline to
be met. They were able to reduce their exposures somewhat within minutes. Had the sponsors
relied on foreign financing to be available on time, they would have missed the EGAT deadline.
Theinability of multilateral and bilateral providers of political risk cover and financing to move
with a market sensitive timing not doubt had its costs for the sponsors. While Thai banks are
currently highly liquid, this was a very large financing for them and it is unclear if transactions of
similar size can be easily accommodated if credit markets domestically become less liquid.

3.5 Key Lessons are Borne Out in Other Projects

Beyond project-specific lessons is an overarching observation on how the general business
climate influences international investment decisions of project sponsors and financiers. Before
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the Asian crisis, stock prices were high worldwide and emerging markets investment was soaring,
dazzled in part by the “ Asian miracle’. Thisall changed after 1997. The Asian crisis, quickly
followed by the collapse of Russia, and Brazil, and Argentina, led investors to withdraw from
emerging markets. Developed countries had their own problems: the dot.com bust, the US and
European corporate scandals, (including Enron, a mgjor international sponsor), contributed to the
stock market decline of the early 2000’s.

Just as exuberance led to over-investments pre-97, the shocks that followed led investors to bolt.
Some may never return and all will be much more careful for awhile now, focusing on the deal
fundamentals. Regional sponsors have stepped into the void and while they are building
momentum and may have different and perhaps more informed perspectives on Asian risks, they
have their own vulnerabilities -- less experience, transparency and resources, both financial and
technical. Both international and regional investments will likely look for better project
fundamental s, sound sector policies and better risk mitigation.

One magjor lesson we draw based on Asian experience with project financings over the last decade
isthat economic fundamentals are vital to the success of projects. From the two cases presented
fully herein and eight cases summarized below and presented fully in Appendix 1 economic
fundamental s can help keep parties together through tough times:

e Hero Asia: Notwithstanding relatively loose documentation, the Rule 144A international
financing was paid off in full and on time because the project fundamental s were sound.
The issue even attracted a monoline guarantee in a secondary trade.

e ManilaWater / Maylinad: Choice of experienced concessionaire led to Manila Water
being successful. However, an inexperienced sponsor in Maylinad led to an unsuccessful
outcome where the public sector entity in essence needed to reverse the privatization
exercise. Unrealistic pressures to keep post-privatization prices low probably led to the
poor choice of the second concessionaire. Contract terms were not sufficiently clear on
disallowances and penalties.

e Paiton 1 and 2: Though PLN did not abide by contractual obligations, positive project
fundamental s were ultimately reflected in successful restructurings rewarding the
persistence and patience of the sponsors, the banks and the government.

If the project is fundamentally viable, risk mitigation can make it stronger. The following
examples demonstrate that the use of risk mitigation strategies such as a World Bank PCG, OPIC
liquidity facility to cover devaluation risks, co-guarantees by a partnership between a monoline
and amultilateral development bank, pooling and diversification strategies and the use of quasi-
municipal financings can make viable projects easier to finance. The advantages of such risk
mitigation include lower costs, longer maturities, and access to debt and equity capital markets.

e EGAT sWorld Bank guaranteed bonds make it possible for the company to do aten year,
attractively pricesissue in 1998 with a higher rating than the sovereign and at alower cost
than without the guarantee

o AESTiete (in Brazil) took advantage of a $30 million OPIC liquidity facility to cover
devaluation risk but this financial innovation did not protect against poor operating
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performance arising out of shortage of rainfall and the resulting rationing of power. OPIC
also provided an $85 million in inconvertibility insurance.

e Rutas Del Pacifico Toll Road Project demonstrates the ability to tap local currency
markets for a 23 year financing rated triple-A on the basis of co-guarantees by two triple-
A rated guarantors: Inter-American Development Bank and Financial Security
Assurance.®

e Hong Kong Link 2004 Ltd: A municipal revenue bond-like financing shows the ability to
raise funds in the capital markets with a pooling of revenues from five tunnels and one
bridge and with recourse to Hong Kong government purse. Monolines were unable to add
value as the issue was finely priced.

e Road King: Importance of viable toll road projects and the pooling cashflows from many
projects to reduce risk. Successful exit for investors viaan 1PO.

3.6 The Future -- Back to Credit Fundamentals and to Risk Diversification

In the mid-1990’ s there was optimism that PPPs and non-recourse project financing techniques,
looking sol€ely to the revenue stream of the project to pay debt service, would blaze a new path to
capital market financing of infrastructure projects. Problems that have hampered non-recourse
project financings include:* absence of dependable revenue streams to back debt securities,
unsuccessful privatizations, lack of consensus on the role of the private sector leading to
disagreements on contractual arrangements about price, cost recovery and rates of return, duration
mismatch between project life and available funding, leading to refinancing risk, and in the case
of the smaller countries, lack of a significant project pipeline of projects, limiting interest to those
willing to consider one-off transactionsin small jurisdictions.

Experience has shown over the last decade that PPPs in the form of project financings were
riskier than traditional asset securitizations for two fundamental reasons. First, the public partner
can, has and will continue to change its mind about public policy objectives, its regulatory
framework and permitting the private partner to meet its return objectives, particularly in difficult
economic times. Second, unlike mortgage, credit card or auto loans, traditional project financings
are exposed to large single risks, often depending on the performance of single or afew assets or
facilities. Pooled project financings may offer some potential in the future but to date they have
been difficult because there has not been alarge enough database from which to derive
statistically meaningful default and recovery datafor project financings and formulate reasonable
assumptions about future outcomes.* %/

% The Chilean SVV Project entails a 23-year toll road financing in the local Chilean markets for an amount
equivalent alittle over $300 million. IDB is the "guarantor of record" and through novation, offers the transaction to
the "co-guarantors'. Asthe guarantees are several, rather than joint and several, the guaranteed issue is "two name"
paper.

* See Fitch Ratings, “Reemergence of Infrastructure Finance in Emerging Markets’. June 12, 2001.

% See Fitch Ratings, “ Public-Private Partnerships: The Next Generation of Infrastructure Finance”, January 14, 2003.
37 5& P has developed with major banks a multi-bank database on recovery rates for project financings, which has
been presented to the BIS for purposes of getting better capital treatment. S& P islooking for a partner with whom to
work on making such information available to the market place and is willing to discuss such collaboration with the
World Bank Group.
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Asaresult of the project finance experience of the last decade in Asiaand elsewhere, it is clear
that lenders and investors will rely to a greater extent on balanced assessments of contractual
protections that underpin non-recourse project finance and those of credit fundaments either of
strictly corporate and utility risks or of strictly sovereign or municipal borrowers. Thisis a healthy
development because contracts can offer limited protections when credit shocks knock away the
protections provided by the presence of sound corporate, utility, sovereign or municipal credits.
Gains can also be made through risk diversification and securitization.
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Chapter 4: Improving Risk Segmentation, Allocation and Mitigation
4.1 What are the Risks?

There are two magjor types of infrastructure related transactions. The first isthat of an
infrastructure initiative being financed by an operating company, such as the Electric Generating
Authority of Thailand. Therisk hereistied to the credit of the operating company and the credit
may be enhanced in any one of a number of ways including sovereign guarantees, multi-lateral
and other credit support. The second and more prevalent type of infrastructure financing is
commonly referred to as project finance. Project financeistypically executed by special purpose
vehicles (SPV) on aBOT or BOO basis that is structured to be non-recourse to the sponsors, who
in turn may be global power companies, construction companies, etc. Since holders of debt
issued by the SPV must look solely to the revenue stream of the project, a clear understanding of
the risks and the mitigation of risk to the extent feasible and economical are especialy critical.
Whether the infrastructure initiative is undertaken through an operating company or in the form of
aproject financing, the most common concern for debt holders typically is credit risk, which
relates to the willingness and ability of the obligor, whether corporate, individual or
governmental, to repay its debts on time.*®

There are many ways to segment and describe risks related to infrastructure transactionsin
general and project financingsin particular.® It is convenient for purposes of this Paper to think
of project risks as being mainly the following: construction risk, operating risk, market risk,
interest rate risk, foreign exchange risk, service payment risk, regulatory risk, and political risk.
By segmenting them, one may assess them more systematically and determine what risks can be
mitigated through sounder structures and/or external third party risk mitigation instruments, such
as guarantees.

4.2 Counterparty Risks

Whether an infrastructure financing is dependent on the full faith and credit of an operating
company or a project financing done on a non-recourse basis to the sponsor, there is generally the
risk that one or more of the entities associated with the project may not perform. The risk of non-
performance of such an entity, for example, because the counterparty has become insolvent, is
referred to as counterparty risk. It isin essence the credit risk of the counterparty defaulting, and
is frequently assessed with reference to the ratings of the counterparty. Many of the risks defined
below entail exposure to counterparty risk to the extent that there is the risk that the counterparty
failsto meet its obligations.

Failure of counterparties to perform has been one of the biggest reasons why investors have been
burned. Asinfrastructure financings often involve arelatively small number of players with

% See Mahesh K otecha, Chapter on “The Role of Financial Guarantees in Asset-Backed Securities,” in Fabozzi,
Frank J., ed., Issuer Perspectives on Securitization, 1998, also his Article on “The Role of Financial Guaranteesin
Securitization” in Housing Finance International, September 1996 and his Chapter on “The role of insurance in
asset-backed securities’ in IFR Books, Helen Morrissey, ed., International Securitization, 1992.

* For example, see Chapter 6 by Montek Ahluwalia, “Financing Private Infrastructure: Lessons from India’ in The
World Bank, Choices of Efficient Private Provision of Infrastructure in East Asia’, edited by Harinder Kohli, Ashoka
Mody, and Michael Walton. August 1997. Ahluwalia uses the following categories. construction risk, operating risk,
market risk, interest rate risk, foreign exchange risk, service payment risk, regulatory risk, and political risk.
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significant rolesin the financings for long periods of time, counterparty risks are high and are
virtually impossible to eliminate.

To the extent that a counterparty to which the project is exposed is weak, there isrisk that it will
not fully perform its obligations. If the reduction of thisrisk of non-performance is critical, risk
mitigation is provided through credit support from stronger credits.

4.3 Sovereign or Political Risks

We distinguish several levels of sovereign or political risks. First, there is the exposure to
fluctuating foreign exchange rates, as in the case of a devaluation of the currency of the country
where aforeign currency investment is serviced only with local currency earnings. Thisis
discussed under a separate heading below. Second, there can be concerns about the political
stability, the level of corruption and transparency of a country and the soundness and
sustainability of its macroeconomic policies that influence inflation, fiscal and balance of
payments deficits, external indebtedness, etc. These political and economic risks are sometimes
measured by sovereign credit and / or governance ratings. Third, there are the “traditional”
political risks related to the possibility of appropriation, nationalization, inconvertibility, war,
terrorism, etc.*® which, along with breach of contract, can be covered if necessary with PRI.
Fourth, less egregious but still very potent regulatory risks include creeping expropriation through
contract frustration or abrogation, adverse changes in taxation*, or lack of enforcement of
provisions for rate increases to recover cost, promises to limit new licenses and other regulatory
risks which can alter the level of competition and the project’ s operating environment and thus the
certainty and quality of its cash flows. To some extent, these regulatory risks can also be insured
against via political risk or partial risk insurance. Fifth, one may also add legal risks, such as
inadequate protections for physical, movable or intellectual property, inability to perfect security
interests, inadequate mechanisms to establish and operate special purpose investing or borrowing
entities, inadequate bankruptcy and foreclosure laws, inadequate de facto or de jure protection of
foreign investorsin local courts and unwillingness to submit to international arbitration.

As noted, sovereign and political risks can be mitigated to some extent through PRI. The typical
coverage includes appropriation, nationalization, and inconvertibility but it may be possible to
obtain coverage for war and, to a limited extent, terrorism. A policy could cover, for example,
government "misbehavior” risks including but not limited to: unilateral rescission of contract,
frustration of contract, withdrawal or non-renewal of license, modification of legislation, non-
convertibility or non-transferability of currency, unwarranted or abusive call of guaranty,
confiscation or seizure or embargo or dispossession or expropriation of the project or assets or
their associated cash flows, etc. Such cover may exclude credit events, including insolvency,
court ordered recovery or liquidation, any fluctuation of exchange rates or of monetary policy,
any event of nuclear origin, war (declared or not) between two or more of the five big powers
(USA, Russia, China, France, and United Kingdom), risks of kidnapping or ransom, etc.

“ See a paper by Shawn Johnson entitled “ The Chad/Cameroon Petroleum Pipeline: The World Bank in Emerging
Market Financing and a Signpost After September 11", published by the Johns Hopkins Political Science Department
in The Hopkins Diplomat, Spring 2002.

“! For example, Colombia' s Resolution 34 imposes a special tax on electricity generating companies and is viewed by
market participants as tantamount to “creeping expropriation”.
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4.3.1 Contracts, Dispute Resolution and Arbitration

Project operations and economics are governed by a complex set of arrangements and contracts
with respect to the concession and the financing.*> Governments and corporate entities act as
counterparties with duties and responsibilities that must be performed for the project to be
successful. The enforceability on atimely basis of the contractual obligations of the partiesis
subject to many uncertainties, including whether the contracts are clear, the parties work together
in good faith, whether there are political pressures on some parties to renege on their obligations,
etc.

Investors, therefore, feel more comfortable if their contractual rights are protected through prior
consent to use dispute resolution processes in neutral international (rather than local) jurisdictions
whereas local partners may prefer dispute resolution in the local jurisdictions where they may
have some influence. Some market participants believe it would be beneficial to promote
systematic and effective legidation to enable external judicial and arbitral settlementsto be
enforced domestically, e.g., through adherence to the New Y ork Convention and the systematic
entry into Foreign Judgment Enforcement Conventions with all capital-surplus countries. One
market participant indicated that the World Bank Group’s arbitration mechanism, International
Centre for Settlement of Investment Disputes (ICSID), after being on the sidelines for nearly three
decades™ is gaining in popularity and witnessing arising number of cases, especially those where
one of the partiesto the dispute is a sovereign government.

4.3.2 Regulatory Risk

Regulatory risk arises because infrastructure projects, whether project financings or undertaken
under the aegis of an operating company need to be involved with various regulatory authorities
during the life of the project which exposes the project to the risk of adverse regulatory action.
Regulatory authorities can reject tariff formulas ensuring adequate cash flow during the life of the
project. Project completion and operations can be delayed through challenges to the
environmental clearances for the project and once operating, a change in environmental standards
can add cost to the operation which may or may not be able to be passed on to rate payers.

While the best mitigant for regulatory risk is aregulatory authority that operates with maximum
transparency within a system of laws that provides some recourse against arbitrary action such
may not be the case in emerging markets. Given the blurring of the line between sovereign risk
and regulatory risk, PRI and PRG may in fact mitigate regulatory risks. .

4.4 Commercial or Project Risks

Commercial or project risks can cover arange of concerns including the economic or financia
viability of aproject, loss due to catastrophe, project completion risk, performance of third parties

“2 For an overview, see the section on the importance of investor protection in Chapter 6, “ The Challenge of
Financing Infrastructure in Developing Countries,” in the Global Development Finance Report 2004,

3 |CSID was established in 1966 and is an autonomous international organization with close links to the World Bank.
Once the parties have consented to arbitration under ICSID, neither can unilaterally withdraw its consent. Moreover,
all ICSID Contracting States, whether or not parties to the dispute, are required to recognize and enforce arbitral
awards.
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(such as a power purchaser or fuel supplier), accounting risks (e.g., risk of marking illiquid
investments to market) as well as the credit risksin debt financings where the obligor may or may
not have the capacity to repay the debt in full as promised.

4.4.1 Completion or Construction Risks

A project that has been concelved, designed, sponsored, approved by the authorities and financed
must still be constructed by a certain date. Construction risk refers to developments during the
construction period that lead to time or cost overruns and/or possibly changes to the specifications
that may lead to operating parameter shortfalls. The capital-intensive nature of infrastructure
related financing coupled with along construction period make such financings susceptible to
delays and cost overruns.

The completion risk is thus simple to define. It isthe risk that an otherwise well conceived and
executed project fails to be completed for any of arange of possible reasons and thus failsto
generate any cash flow. A related risk isthat the project is completed but that it experiences
delays that result in the postponement of the generation of cash flows.

Completion risks can be reduced through avariety of means. One such method is to shift a
portion of the construction risk to contractors through engineering, procurement, and construction
contracts (EPC) that carry penalties for delays and or performance shortfalls It isimportant to
note that construction risk can be reduced through EPC contacts but not entirely eliminated since
penalties typically are capped.

It goes without saying that the obligations pursuant to an EPC contract are only as good as the
credit of the construction company. Accordingly, the reputation and experience of the
construction contractor are of utmost importance.

4.4.2 Operational and Supply Risks

Once the project has been built and is operational, it may face a variety of operating problems that
may cause the level of production or its quality to suffer below levels projected by investors. This
could arise from labor strife, financia problems, equipment failures, or natural disasters.
Operating risk islowest for projects employing atested technology. Operating risks can and are
typically mitigated first through careful selection of the operator and/or maintenance contractor as
well as contractual provisions that include payment of liquidated damages should the project
operations fall below levels anticipated. Moreover, many operating risks underlying force
majeure, which can excuse performance and hence contractual obligations when the responsible
parties are confronted with circumstances outside of their control, are insurable and while adding
cost to the project, the insurance may be well worth the cost.

One element of operating risk, especially in the power sector, issupply risk. Coverage for output

foregone and not delivered may be needed if the project has contracted to provide its output to off
takers whose payments are used to secure debt service payments to creditors. In such cases, it is
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possible to obtain a performance guarantee, where an insurer agrees to indemnify athird party
either with payment of cash or provision of the supplies to cover the shortfall.*

4.4.3 Demand Risks

The project typically generates a good or a service designed to meet expected demand, which may
fail to materialize at the level expected. It isentirely possible that demand projections made in
assessing the viability of aproject are not realized. For example, atoll road may generate lower
level of traffic than expected because the toll may be unaffordable or because aternative roads
may retain their attractiveness. A power project may have the capacity to produce alot more
power than current demand, which may lag projections. When demand falls short of expectations,
cash flows may suffer, reducing the investor’ s returns.

One way to protect against such arisk, say for a power project, isto undertake a PPA with an
offtaker which may be a public or private sector entity, generally a monopoly power distribution
company within a specified service area under which the power producer is promised that the
offtaker will take a certain level of power output for a certain price or pay the generating company
at minimum levelsif it fails to purchase the designated level of power. These types of provisions
are termed “take or pay contracts.” A PPA acreditworthy offtaker containing atake or pay
provision can be a powerful means with which to raise debt capital. Similar contracts can be used
for other products, such as gas.

Long-term contracts facilitate capital investment in major projects where the returns accrue over
very long periods. Few companies are in a position to accept all the risks associated with the
financing the development of gas production and processing facilities and related infrastructure.
Take or pay contracts provide a mechanism to share these risks with the customers and make it
possible for smaller companies to compete in power or gas projects.

Take or pay contracts can benefit both producers and consumers. Producers benefit from an
assured cash flow throughout the life of the project, permitting the project to pay debt service.
Customers benefit from the assurance that power or gas they have undertaken to buy will not be
sold to others over the life of the contract. The gas customers can be more certain to meet their
obligations to their own customers.

A problem with take or pay contracts, in which prepaid gasis "banked" and all rights to prepaid
power are forfeited at the end of the contract term, is that the gas purchaser will have a clear
incentive to distribute it at whatever price the market will bear. The problem only arisesif the
demand projections turn out to have been over-ambitious. It is also possible that the gas
distributor would anticipate lower than projected demand and discount the gas prices before
forfeited the “banked” gas. In the extreme, the gas would be available at deep discounts, leading
to apossible increase in prices when the contract term expires. The initial drop and the subsequent

“ Thiskind of apolicy was used in 1997 when double-A rated Asset Guarantee Insurance Co. (AGIC) supported a
$100 million transaction from Brazil for Trikem S.A. Export Trust. AGIC provided a “supply bond” covering
delivery of exports or payment of cash to certificate holders. The transaction wasrated A (not AA) by S& P because
supply bond is not afinancia guarantee. Duff & Phelps downgraded the issue in June 1999 by from A to BBB with a
downturn in product markets and a downgrade of Nissho Iwai, the sole off taker.
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increase in prices could lead to market distortions inducing producers to initially to substitute the
cheaper gas for other fuels or inputs, encouraging over-consumption of downstream products like
electricity and petrochemicals. Subsequent price increases would serve to reverse such over-
consumption but could be disruptive.

4.5 Financial Risks
4.5.1 Currency Risks

For most projects, the needed capital equipment, itsinstallation and operation may require
substantial imports, a currency mismatch is unavoidable. Moreover, the long tenors necessary to
finance projects are generally not available in domestic debt markets of most devel oping countries
in the EAP region, with some notable exceptions, like Malaysia.

To the extent that projects are financed with foreign currencies and generate revenuesin local
currencies, thereis a currency mismatch that could reduce the project’ s ability to pay investorsin
foreign currency obligations should the local currency be devalued. For debt obligations, currency
risks could lead to defaults on repayment. For equity investors, currency risk could reduce the
investment returns. For the project, currency risk represents a liability whose value can fluctuate.

There are anumber ways to mitigate currency risks. Obvioudly, if the project outputs are sold in
foreign currencies, e.g., oil or gas, such currency risk is mitigated. The project may generate more
than sufficient foreign currency revenues to pay debt services, dividends and provide areturn on
invested capital. However, projects typically serve local needs and generate only local currency
revenues.

To the extent that it is possible to purchase currency swaps, one can transform currency risks to
counterparty risks. But as domestic government debt markets in developing countries typically
lack longer maturities and are illiquid, foreign exchange swap markets generally exist only for the
short and medium terms. As aresult, it istypically difficult to hedge fully the foreign currency
risks associated with international capital inflows. Some investors do use “rolling forward”

swaps, whereby currency hedges are obtained for the terms available in the market and then rolled
forward. But these do not provide perfect hedges as the currency risk is hedged only for the
duration of the swap and the risk for the remainder of the term of the financing or investment
must be hedged again.

Transactions from emerging markets with currency devaluation guarantees have been rare. In the
ES Tiete transaction, OPIC provided arevolving devaluation credit facility in the amount of $30
million. Market reception was tepid as the formula devel oped for disbursements was complex.

The Asian Development Bank (ADB) has developed a program intended to facilitate long-term
domestic lending by making term funding in local currency available vialocal currency swaps
with its member governments and using local currency it thus obtains to make long term loans to
local financial institutions for on-lending to local borrowers. The first such transaction pursuant to
this program is arecently approved long-term swap of up to 15 years for up to $200 million for
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the government of the Philippines to make available long-term fixed-rate funding to the local
banking system for on-lending to local borrowers.*

The mechanics of the facility are relatively simple. ADB entersinto along-term swap with a
member government as the counterparty, in which ADB advances US dollars to the member
government, which advances to the ADB the equivalent amount of fundsin local currency.
During the term of the swap, ADB will make fixed-rate local currency loans to creditworthy
private sector financial intermediaries rated investment grade on alocal currency global scale
basis, for aterm no longer than the expiration date of the swap. The financial intermediaries will
then lend funds to local borrowers for aterm no longer than term of the swap. At the swap
expiration date, the swap transaction will be unwound with ADB repaying the local currency and
the member government repaying the US dollars at a pre-agreed exchange rate. This program
illustrates how risk sharing can bring together atriple-A rated multilateral that can access foreign
exchange for long terms at fine rates with a non-investment grade rated country which can offer
local currency to such ahighly rated counterparty. ADB takes the credit risk of the member
country and the local financial intermediaries, which take the commercial risks of the local
borrowers.

ADB anticipates doing similar transactions in more of the 44 countriesin which it operates. To
have a material impact on the financing of infrastructure projectsin local currency, the initiative
would need to be applied more broadly and on alarger scale, which seemsto be ADB’ sintention.
In addition, the initiative helps develop domestic credit markets by providing long-term local
currency financing in countries where the capital markets currently do not offer long-term
funding. On the other hand, the initiative is aimed only at providing long term funding for the
banking system, and assumes that local banks are prepared to take long-term credit risks, which
need not be the case especially since under the ADB plan, the banks will assume the risk of the
local borrower. Domestic banks do not tend to make fifteen-year loans, whether because they
lack long-term deposits or because they are unwilling and ill equipped to make long-term credit
judgments, especially when there are abundant shorter-term lending opportunities. . Moreover,
larger scale swap operations may impact the sovereign government’ s external debt position and
hence its creditworthiness.

4.5.2 Exit Potential

Both debt holders and equity investors look for ways to exit their investment so they can realize
returns over finite time horizons because they often are fiduciaries for other investors who
themselves have specific time frames to meet their liabilities. For bondholders who may wish to
liquidate holdings prior to the stated maturity date of the issue, the exit strategy is obviously a
secondary market sale of the bonds, which may or may not be liquid. Markets for rated bonds
tend to be more liquid but ratings require a high quality of financial reporting. Infrastructure
loans are generally held until maturity unless such loans can be pooled into collateralized debt
obligations as discussed herein.

For equity holders, the exits may be through private sales to strategic investors or through initial
public offerings (“IPOs") on either regional or international exchanges. To facilitate exits through

“® Robert Bestani and Ajay Sagar, “Local Currency Financing Revolts’ in Asia Pacific Review, April 2004.
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IPOs or private sale to strategic investors accounting should conform to US GAAP or to IAS,
with financial statements audited by one of the big four accounting firms or their local affiliates.

Initial public offerings on regional stock markets have become quite popular in the larger and
more liquid regional exchangesin Singapore and Hong Kong with some activity on other
exchanges such asin Shanghai, with the potential for the larger companies to be simultaneously
listed in the broader and deeper equity markets of the US, Japan and Europe. For example, in
Hong Kong during 2003, there were 46 new listings of which 10 companies were incorporated in
China. New listing activity in Singapore for the same period was comparable with atotal of 61
new listings, split almost evenly between the main board and a secondary index.
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Chapter 5: How Policies Can Impact Projects

The main lesson presented in this Paper is that risk mitigation alone cannot fix bad policies and
bad project economics. The policy and regulatory framework can influence project viability and
project economics in critical ways. Government plans and incentives can aso influence project
dynamics.

Rather then discussing these matters only on atheoretical basis, we have referred to severa
specific examples that are described more fully in Chapter 3 and Appendix 1.

5.1 Project Selection

The impact of governmental action is probably the most obvious in project selection. When a
government decides to auction cellular licenses or invites proposals for an IPP under a certain
framework, such as BOT or BOOT or BOO, it has defined the private sector’s range of options
and thus influenced the projects that the private sector will select for submission to the
government. In turn, the government will face the problem of short-listing potential bidders and
of selecting among them based on its objectives.

If the government offers incentives, such as a bonus for early completion of the project, it may be
able to attract a better bid from a party that feels it can count on such bonus payments to be made
because of its ability to meet and beat deadlines, e.g., Hopewell has beaten its target completion
dates time and again.

5.2 Design

Governmental policies that influence project design may be beneficial or intrusive and harmful.
Such policies that specify environmental impact parameters may be beneficial in meeting
appropriate and applicable standards. However, policies that skew project design in uneconomic
ways for political purposes can be harmful.

While the Manilawater system privatization process was characterized by afair degree of
competition and transparency, a crucial flaw was the government’ s fixation on reducing tariffs
immediately after privatization to help sell the public on water privatization. Hence, the winning
bids offered unsustainably low tariffs considering that billed volumes turned out to be lower than
projected. The East concessionaire, Manila Water, achieved low post privatization tariffs by
cutting both operating and capital expenditures during the first five years of the concession and
was successful. The West concessionaire, Maynilad, made poor decisions. First, it cut capital
expenditures but had operating cost overruns, some of which were disallowed when tariffs were
reset at the end of the fifth year. Second, Maynilad did not achieve financial closure and has not
paid concession feesto MWSS since March 2001. As MWSS was relying on these concession
feesto pay debt service on its obligation, it was forced to incur additional debt to avoid defaulting
on its existing debts. Third, though less efficient, Maynilad ended up with the lion’s share of
foreign exchange risk. Eventually, in late 1993 it was put into c