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UNITED STATES DEPARTMENT OF COMMERCE
The Secretary of Commerce
Washington, D.C. 20230

Since 2013, the U.S. Government’s Power Africa initiative has sought to marshal
technical, legal, and financial resources to support the goal of doubling access to
electricity in sub-Saharan Africa. Through a substantial network of partners in the public
and private sectors, Power Africa is working alongside dozens of African governments to
facilitate the development of power projects on a scale that will meet the continent’s
power deficit. I am particularly proud of the leading role the U.S. private sector plays in
this development effort. I consider Power Africa to represent one of the best models for
collaborations between the U.S. Government and the private sector for achieving positive
commercial and policy outcomes.

One of the most important aspects of Power Africa is how it facilitates the free
exchange of information between public and private sector partners. As part of this effort,
Power Africa has developed a series of open-source handbooks to establish a common
understanding of best practices for successful power project development. The
Understanding series now includes a total of five handbooks, with 55,000 copies in print
and tens of thousands more copies downloaded online. It is my honor to present this
update to the first handbook that launched the entire series: Understanding Power
Purchase Agreements. In keeping with Power Africa’s focus on accessibility, the newest
edition of the handbook continues a focus on plain-language explanations and includes
new chapters on some of the most innovative trends in today’s power market.

As with its previous editions, the development of this handbook, which was
coordinated by the U.S. Department of Commerce’s Commercial Law Development
Program (CLDP) and the African Development Bank’s African Legal Support Facility
(ALSF), was a consultative process involving U.S. Government agencies, African
governments, multilateral institutions, and private-sector stakeholders. It is notable that all
the authors were volunteers and that they collectively contributed more than 1,000 hours
over the course of five (long) days to produce a resource that reflects their collective
expertise and experience. I am deeply grateful for their contributions and for the essential
role the U.S. Department of Commerce played in developing and delivering this resource
to readers around the world.

Sincerely,

Wilbur Ross
U.S. Secretary of Commerce
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Foreword

Electricity drives the engine of progress in the modern world. It boosts
productivity by extending the window of opportunity for work and study.
It powers the innovation in our factories. From telecommunications to
transportation, power is essential to virtually every aspect of our
increasingly dynamic and interconnected world. As a result, investment in
power infrastructure must be a part of any strategy for economic
development. This is true for both broad economic growth initiatives in
emerging countries and targeted rural growth initiatives in developed
countries.

The transformational nature of power projects does, however, come with
risks. Given that power projects are most essential where there is a power
shortage in the market, these projects often represent a pioneering level of
investment and financial complexity in these markets. As a result, it has
become standard practice to adopt a durable agreement that cements the
predictability and durability that is needed for any long-term business
venture. Such an agreement is called the Power Purchase Agreement
(PPA) and these agreements have helped to drive the growth and
development of independent power projects around the world.

This handbook is intended to provide an overview of PPAs and the
obligations, risks, and remedies that are found within them. Our group of
authors, who each contributed their time on a pro-bono basis, includes
contributors from governments, development banks, private banks and
leading international law firms. Our hope is that by providing perspectives
from all sides of the PPA negotiation process, we can present the reader
with a balanced understanding of the challenges involved in PPAs and an
insight into the practical reality of overcoming such challenges when
negotiating these complex agreements. More than anything, we want to
communicate to the reader that the key to a successful PPA is to abandon
the assumption of an adversarial process and to adopt instead a strategy of
cooperation and coordination. It is only through this balanced approach
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that the risks can be mitigated and the rewards realised for all parties
involved. This second edition of the handbook includes additional insight
and case studies on the negotiation of power purchase agreements for both
small and large-scale projects, along with new guidance on emerging issues
in the power markets such as commercial and industrial power purchase
agreements and crossborder agreements.

The handbook was produced using the Book Sprint (http// www.booksprint
s.net/) method which allows for the drafting, editing, and publishing of a
complete product in just five days. Our journey began with a spirited
discourse and quickly progressed to a furious pace of writing with
occasional interruptions for the introduction of brilliant ideas and critical
insights. There was a surprising amount of consensus on some topics and
an unexpected level of debate on others. The outcome is a product that
reflects this teamwork rather than the personal opinions of the authors or
the institutions that they represent.

The authors would like to thank our Book Sprint facilitator Barbara
Riihling for her patient guidance and unwavering leadership. The authors
would also like to thank Henrik van Leeuwen and Lennart Wolfert for
turning our rushed scribbles into beautiful and meaningful illustrations.
The tireless work of BookSprints’ remote staff Raewyn Whyte
(proofreader), Julien Taquet and Katerina Michailidi (Technical Support),
should also be recognised. Considerable planning and development went
into the conceptualisation of the power project procurement handbook.
The authors would like to recognize the following individuals and
institutions that helped focus dialogue to build a consensus around the
need for this handbook: Megan Taylor (Power Africa); Toyin Ojo
(African Legal Support Facility); and Joe Yang  (Commercial Law
Development Program). The authors would also like to thank the
generous funding and logistics support from the United States Agency
for International Development’s Power Africa program and the African
Legal Support Facility.
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To continue the tradition of open-source knowledge sharing that is at the
core of the Power Africa Understanding series, this handbook is intended
to reflect the vibrant nature of the Book Sprint process and serve not
simply as a reference but also as a jumping-off point for further discussion
and scholarship. The handbook is issued under the Creative Commons
Attribution-NonCommercial-ShareAlike 4.0 International License (CC BY
NO SA). In selecting this publication license, anyone is welcome to copy,
excerpt, rework, translate and re-use the text for any non-commercial
purpose without seeking permission from the authors, so long as the
resulting work is also issued under a Creative Commons License. The
handbook is initially published in English with French, Portuguese and
Spanish editions soon to follow. The handbook is available in electronic
format at http://cldp.doc.gov/Understanding as well as in print format. It can
be used as an online interactive resource. Many of the contributing authors
are also committed to working within their institutions to adapt this
handbook for use as the basis for training courses and technical assistance
initiatives.

Bringing electricity to underserved communities is a rare example of a
universally-held ambition in a world filled with competing development
priorities. Governments, private companies, private banks, and
development institutions are all working tirelessly towards the goal of
electrification. If this handbook can in any way move us towards the
shared goal of greater energy access, then we will consider it an unqualified
success.

The authors of this second edition would like to acknowledge and thank
the contributions of the authors of the first edition of this handbook,
including Mahib Cisse, Chief Investment Officer, African Development
Bank (Céte D'Ivoire); Patrick M. Dougherty, Senior Counsel, The World
Bank (United States); Allen B. Leuta, (formerly) Head — Legal, Africa
Standard Bank (South Africa); Anastas P. Mbawala, Director of Electricity,
Energy and Water Utilities Regulatory Authority (Tanzania); Eluma
Obibuaku, Vice President — Power, African Finance Corporation (Nigeria);
Michael Tam, Partner, Berwin Leighton Paisner LLP (Hong Kong); Tim
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Scales, Partner, Allen & Overy LLP (United Kingdom/France); Amir
Shaikh (formerly) Chief Legal Counsel, African Legal Support Facility
(Cote D'Ivoire); and Toyin Ojo, Senior Legal Counsel, African Legal

Support Facility (Cote D'Ivoire).

Sincerely,
The Contributing Authors

Mohamed Badissy
Assistant Professor
Penn State Dickinson Law
(United States)

Nnaemeka Ewelukwa

Managing Director/Chief Executive Officer
Nigerian Bulk Electricity Trading PLC
(Nigeria)

Ryan T. Ketchum
Partner

Hunton & Williams LLP
(United Kingdom)

Mohammed Loraoui
Attorney-Advisor

U.S. Department of Commerce
(United States)

Gadi Taj Ndahumba

Head of Power Sector

African Legal Support Facility (ALSF)
(Cote D'lvoire)

Omar Vajeth

Investment Officer
African Development Bank
(South Africa)
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Introduction

The Power Purchase Agreement (PPA) is the central contract for any
independent power generation project, but can be especially critical in
emerging markets. Although a prerequisite to the success of a power
project, the PPA is only one aspect of a power sector transaction. Prior to
any attempt to attract capital to a country, the host government and
offtaker should work towards creating an enabling environment. This
usually includes extensive load and demand forecasts, ensuring that
adequate transmission infrastructure is available or planned and
establishing a predictable and stable regulatory environment favouring
clear and transparent procurement processes.

In our current world of limited public and concessional capital,
governments and utilities choosing the project finance route will have to
carefully consider the demands of the sponsors and of the lenders. It is
essential to understand their key concerns to avoid the failure of the
project.

The PPA being the agreement that defines the cash flow structure of a
project, it will be a central to the bankability of a transaction. It also means
that the offtaker's creditworthiness will be a primary focus of the lender's
credit analysis of the project. Therefore, lenders may require that credit
enhancement instruments such as government guarantees be structured
into the transaction to mitigate the risks affecting the revenue stream.

An adequate allocation of risks generally and within the termination
regime in particular, are also key to ensure the success of the project.
When negotiating a PPA, risks such as delay in construction, currency
convertibility and transferability, andpolitical and natural force majeure
need to be appropriately allocated. The parties should and will negotiate
the termination payments, but there are strong market practices setting the
customary consequences of defaults under a PPA in a project finance
scenario. It is therefore important to be aware of market expectations, in
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order to remain within the range of contractual outcomes that can be
accepted by the sponsors and lenders while attempting to negotiate the
best deal for oneself.

Who is this handbook for?

This handbook is primarily intended as a practical resource for
government officials who are involved in the drafting and negotiating of
PPAs. It sets out the context and key considerations in the preparation of a
PPA, focusing particularly on the most significant clauses. This handbook
represents the collective wisdom of a broad cross-section of practitioners
who have been engaged in power project development around the world
for decades.

At its essence, the goal of this handbook is to provide the reader with an
insight not only into those issues that matter most to them, but also a
glimpse into the perspectives and motivations of other stakeholders. Often,
the most effective means of reaching agreement is putting yourself in the
other party’s shoes. Such insight can make reaching agreement a far
simpler task.

What is the scope of this handbook?

Over the past few years since the publication of the first edition of this
handbook, the power market in Africa is facing new emerging issues.
Understanding Power Purchase Agreements focuses on the mechanics and
specifics of a Power Purchase Agreement (PPA). This latest edition
includes additional insight and case studies on the negotiation of PPAs for
both small- and large-scale projects, along with new guidance on emerging
issues such as commercial and industrial PPAs, cross-border PPAs and
renewables.

The other handbooks within the Understanding series include the
Understanding Power Project Financing handbook, which focuses on the
financing structures and mechanisms that can be employed to finance
privately-owned independent power projects. The Understanding Natural
Gas and LNG Options handbook was developed by the U.S. Department of
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Energy and is an in-depth guide on wupstream and downstream
development of natural gas. The Understanding Power Project
Procurement handbook explores the complexity of procuring privately-
owned power projects.
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3. Power Projects
in Context




3.1. Introduction

This chapter provides an overview of how our homes and businesses are
supplied with the electricity generated by power plants. It highlights the
different types of power generation facilities and explains how electricity is
bought and sold. It also explains the different players who are involved in
the power generation market and the lifecycle of a power plant.
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3.2. Power Generation
Markets

The diagram below highlights the different segments of the power market.
Those segments are: (a) power generation, (b) power transmission, and (c)
power distribution. Power generation is the process of generating
electrical energy from various sources of primary energy. Transmission is
the movement of this energy at high voltage over long distances from
producers to distribution or supply companies. Distribution companies
then transport the energy over distribution networks to deliver the energy
to domestic and commercial consumers.

alg g™ T i
o = -vtl T A A [N ket
& o
Fuel Supply/ Generation Offtaker Transmission Distribution Consumer

Resources Facility

Storage

Types of Power Generation

Electricity may be generated by renewable resources (such as wind, solar,
hydroelectric, biomass and geothermal resources) or from non-renewable
resources (such as petroleum, natural gas, coal and nuclear). Power plants
that generate electricity from non-renewable fuels (other than nuclear
power plants) are generally referred to as thermal power plants.
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For the purposes of this handbook, many of the issues discussed will apply
to power plants that generate electricity from both renewable and non-
renewable resources. When possible, the handbook will note different
considerations that may be required in relation to the fuel type. While
nuclear power is also a potential source of power, due to its complexity and
the degree of specialisation required, it is not included within the scope of
this handbook.

There are a number of information resources detailing differences in the
types of technologies used in power generation. These differences are
important. Each technology will have different implications for the
structure of the power purchase agreement (PPA) and the prices paid. A
PPA is a contract between two parties, one who produces or generates
power for sale (the seller) and one who seeks to purchase power (the
offtaker). This contract is sometimes referred to as an offtaker agreement.
Information about some of these technologies can be found in the list of
additional resources at the end of this handbook.
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Wholesale and Retail Markets

There is a distinction between the bulk power purchase market and the
retail electricity purchase market. Power is purchased in bulk by offtakers
(buyers) from the power producer at or near the point of generation. This
power is then transmitted through transmission lines and distribution
systems to domestic and commercial consumers in the retail electricity
market.

How much energy can a power plant produce?

Power generation plants are measured by the number of megawatts (MW)

that they are capable of producing. A megawatt is a unit of measurement
equal to 1,000 kilowatts. A kilowatt (kW) is equal to 1,000 watts of

energy.

How is power bought and sold?
A kilowatt hour (kWh is equal to 1,000,000 watts (or 1,000 kilowatts) of

electricity used continuously for one hour. Similarly, a megawatt hour
(MWh) is equal to 1,000 kilowatts of electricity used continuously for one
hour. Capacity is purchased and sold in MW and in many cases is paid for
regardless of whether the capacity is actually used. Energy is purchased and
sold in MWh or kWh and is paid for only when consumed.

What does this all mean?

Here is a brief example: If a power generation plant is rated as having a
capacity of 10 MW, it can be expected to generate up to 10 MW of power
at any given time. If a 10 MW plant is operating at full capacity at a steady
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rate for 1 hour, it will produce 10 MWh (10,000 kWh) of electricity. If the
tariff is US$0.10 per kWh, the plant can generate power to the value of
US$1,000 for every hour that it operates.

How does power get from the power plant to
consumers?

Responsibility for transmitting power to, and interconnecting with, the
power grid will vary from jurisdiction to jurisdiction, depending on
whether the system in which the system operates is a bundled or
unbundled system."

What'’s the difference between bundled and
unbundled electricity industry structures?

Depending on the legal and regulatory frameworks and the nature of the
electricity market reforms taking place in a country, there are typically two
different types of electricity industry structures, bundled and unbundled.

A bundled system comprises one in which the market roles of power
purchasing, transmission and distribution are “bundled” into one entity:
the offtaker. In a bundled system, the offtaker usually bears responsibility
for transmitting the power that is produced and sold by the seller.
Additionally, the offtaker in this system will have the obligation to connect
the power plant with the power grid by a certain date so that power can be
sold when it is ready.

An unbundled system is where one or more of these roles is not the
responsibility of the offtaker, but is handled by a different entity. The
extent of this separation is dependent on the specific electricity reform
path adopted in a particular jurisdiction.
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Why is all this relevant? It matters because of the number of parties
involved in each system. The more parties involved in the system, the
greater the risk which has to be appropriately allocated amongst the
parties. This will impact on how the project is structured and where the
risks may reside.

It should be noted that the electricity structure in different countries may
not fit neatly into the above mentioned categories. Depending on the
reform path that has been adopted, there are usually different stages in the
development of a power market, often starting with a single government
offtaker, moving towards a greater role for independent power producers,
investor-owned utilities, and other private sector participants. Broadly, the
goal may be to progressively move from a monopolistic industry structure
to a more competitive market, with consumers gradually having an
increased choice of suppliers. This transition is often facilitated by a
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regulatory body established as part of the reform process. Eventually, a
spot market could develop, where the project company in a power pool

can sell power at the current market price, without a fixed contract.

In some jurisdictions, there may be hybrid market arrangements where
producers with PPAs may still have the right or obligation to sell to the
spot markets.

Roles of the Actors

Who are the various people, the actors, involved in the negotiation of a
PPA, and what are their primary roles?

Primary actors Secondary actors
o Offtaker (buyer) Host government
e Project company (seller) Regulator

Consumers

Transmission company

Distribution company

Lenders

Construction company (EPC contractor)
Plant operator

Fuel supplier

System operator

The primary actors are usually an offtaker and a project company.
Depending on the legal and regulatory context, some of the secondary
actors may also be signatories to the PPA.
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Primary actors

Project company (seller)

The project company is the owner of the power project and the seller of
power. This party is also sometimes referred to as the independent power
producer (IPP), power developer or generator.

Offtaker (buyer)

The offtaker or power purchaser is the buyer of power. This will usually be
a utility, which is often state-owned.

Secondary actors

Host government

The host country government is often involved in various phases of the
negotiation of the PPA. The role of the government varies widely, based
on each country’s legal and regulatory framework.

The primary government actor involved is usually the ministry of energy
which sets policy for the energy sector of the host country. Other
government actors involved may include the ministries of finance and
planning, investment promotion agencies, the central bank, revenue
authorities, the ministry of environment or natural resources, the ministry
of land, the ministry of archaeology, the attorney general, and the
legislature.

Regulator

Electricity sector regulators are usually required to approve any PPA
before the offtaker can enter into the agreement. The regulator is
responsible for setting or approving tariffs and ensuring that industry
standards are complied with across the market. Regulation often involves a
delicate balancing act of protecting consumer interest, while also ensuring
that IPPs are reasonably incentivised to develop power projects in a
country.
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Consumers

Although not party to a PPA, small voltage consumers are certainly
affected by the PPA, as the costs of building and operating the power plant
will (or should) ultimately be passed through to the consumers through the
retail tariffs (or, in other words, the price) charged to the power users.

High-voltage consumers may negotiate a PPA directly with the seller if
they are taking power directly from the seller.

Transmission companies

Transmission companies are responsible for moving the power generated
by the seller at high voltage to the country’s distribution networks. In a
bundled framework, this will generally be the same entity as the offtaker.

In an unbundled framework, depending on the nature of unbundling, as
discussed above, the transmission company may or may not be directly
involved in the PPA negotiations.

Distribution companies

Distribution companies are responsible for delivering the power to the
consumer and collecting the tariff. In a bundled framework, the offtaker
may also be responsible for distribution.

Lenders

Independent power producers are rarely able to finance 100% of the
project costs alone. IPPs will usually borrow money from lenders to
finance power projects. The lenders are often actively involved in the PPA
negotiations. If the PPA is not acceptable to the lenders, it may have to be
renegotiated before the lenders agree to make their loans.

There are several types of lenders. There are commercial banks that are
lending primarily for commercial returns. DFIs lend for commercial return
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and developmental impact. DFIs can be multi-lateral or bilateral; they can
have several countries as their members or have just one country as their
owner. Export credit agencies often provide financing for equipment.

Fuel supplier

This is the company that supplies fuel to the power plant, usually for a
thermal power plant under a long-term agreement that is fixed in respect
of volume (calorific/energy value) and price, or at the very least by way of
the price determination formula.

Construction company (EPC contractor)

The construction company is responsible for building the plant to the
specifications that are agreed with the project company to ensure that the
project company can meet its output/capacity obligations as defined in the
PPA.

Plant operator

The plant operator is responsible for ensuring that the plant is operated
and maintained in accordance with the project company's obligations
under the PPA.

System operator

The system operator manages the operation of the electricity grid.

Lifecycle of a Power Generation
Project

The following graphic provides an overview of a power generation project
including the preparation, procurement/negotiation, construction, and
implementation. The PPA is a critical part of the procurement phase of the
project. Even though a PPA may take considerable time to negotiate, it will
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govern the project for the next 20 to 30 years and establishes the
foundation for the financing, development, construction, operation and
maintenance of the project.

Power Generation Project Lifecycle Diagram:

The timelines reflected in the diagram are merely illustrative and may
overlap.
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3.3. Enabling Private
Investment

Private Participation in Power
Delivery

The traditional role of the government in providing public services stems
from two concurrent social and economic realities: (a) the government is
best placed to engage with and be held accountable to the public due to
political, cultural and social ties; and (b) public services often require
significant infrastructure, and other capital investments that only public
financing may be able to cover.

However, governments, especially in emerging markets, are under
pressure to use the resources they have for essential services such as
education, healthcare, and employment. The delivery of electrical power,
which was traditionally a major part of a government's overall public
services portfolio, has therefore slowly transitioned from being exclusively
funded through public finance to permitting private sector participation.
The public concern over private-sector developed power generation
projects remains, however, and such projects are consequently subject to
heavy regulation.

Time and Money

As private entities, project companies are profit driven and need to receive
a reasonable return on equity for the risks associated with engaging in an
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emerging market. Where insufficient profit incentives are provided,
project companies are unlikely to participate in the market and hence, the
power generation which the host country requires will not be built.

Project companies will fund the costs of developing the project with the
objective that the project will become operational and generate sufficient
revenue to repay that investment together with a return thereon (and any
project debt). This period between the initial investment and the
operational phase is the riskiest period of any project, and project
companies will expect returns that match that risk. Lengthy negotiations,
permitting delays, land disputes, etc. will therefore result in higher project
costs that will be reflected in higher PPA (and ultimately consumer) tariffs.
Project companies may even decide to abandon projects after extended
development periods since the level of the tariff required to cover the
development costs will not be acceptable to the offtaker.

Special Considerations for
Government

Good structuring of PPAs is just one factor in achieving a viable electricity
market. The following issues will also need to be dealt with in order to
create a sustainable energy market:

1. Stable and predictable legal and policy framework: Given the
long development period for power sector infrastructure, prior to
prospective IPPs entering into long-term PPAs, the laws and policies
that impact those investments need to be clear, consistent and
predictable.
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Demand analysis and transmission system planning: As with any
market, supply should be adjusted to meet demand. In the case of
power projects, this requires careful analysis of demand in the
marketplace from residential, industrial and other consumers. In
addition to forecasting demand, system planning is also needed to
ensure that power generation built in response to growing demand
can be supplied through a transmission and distribution network with
sufficient capacity.

Cost-reflective tariffs: The tariff charged to electricity consumers
should accurately reflect the true cost of generating, transmitting and
distributing that power. Without these cost-reflective tariffs, a stable
value chain in the market cannot be maintained and significant
financial losses will begin to accrue (probably at the public level).

Consumer metering: Setting tariffs to align with costs is only part of
the challenge at the consumer level. The other challenge is collecting
payment from consumers. Governments and utilities can increase
collections through accurately metering consumption and developing
an enforcement culture that ensures consumers who steal or
otherwise avoid paying for power are disconnected from the grid.

Independent regulator: Given the semi-public nature of power
services, regulators are often tasked with balancing the concerns of
private investors with the needs of public consumers. This balance is
challenging, and should be shielded from political or other forms of
interference. Regulatory independence is especially important during
the transition phase from monopoly to unbundled utilities as the
regulator will be in the difficult position of pushing back against
entrenched legacy actors.
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Stable macroeconomic outlook: Volatile inflation rates and foreign
exchange rates are as fatal to power market stability as downed power
lines and exploding transformers. As power markets rely more and
more on private capital, any instability in the broader economy will
result in rising costs for power projects. This macroeconomic risk is
particularly significant for offtakers who receive payments under a
PPA in local currency since devaluation of that currency means they
will be unable to make payments on debt or other obligations that are
denominated in foreign currencies.
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3.4. Procurement of
Electricity

The price component of a tariff is usually established either by conducting
a competitive tender or through direct negotiation. These two methods are
explained briefly in the following sections. For an in-depth understanding
of the strategic differences between power procurement structures, please
review the Understanding Power Project Procurement handbook.

In most jurisdictions, procurement laws require host governments and
host government-owned or controlled entities to procure goods and
services through competitive tenders, subject to certain exceptions. The
public policy rationale for these laws is sound. A properly conducted
international competitive tender is a very effective tool for using
competition to achieve a reduction of the price of capacity and energy, and
for increasing transparency in the power market. The competitive
procurement of a long-term PPA is, however, often a more complex and
lengthier process than a typical public procurement for goods or services.
This difference arises from the need for flexible contract terms and clear
guidance on legal, financial and technical requirements in power projects,
the preparation of which often requires significantly more time than a
typical procurement.

In some cases, the inability to accommodate the complexity of larger or
unique power projects can preclude competitive procurement altogether
due to the difficulty in defining common project requirements that can be
bid on by multiple investors. Large scale, project-financed power projects
(for example liquefied natural gas (LNG), hydro, or nuclear) are prime
examples. The host government may benefit from a degree of flexibility to
conduct pre-bid discussions with pre-qualified bidders and post-bid
negotiations on (a) the exceptions taken by the preferred bidder in the
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proposal they submit in response to the Request for Proposal (RfP) issued
by the offtaker, and (b) comments that may be received from the lenders
following the execution of the PPA but prior to financial close.

In general terms, a well-priced tariff is best achieved by ensuring that a
sufficient number of pre-qualified bidders submit a proposal so that
competitive pressures result in a favourable economic tariff. A successful
tender requires, among other things: (a) a clear and concise RfP that
attaches either fully-termed drafts of the project agreements (including the
PPA), or, as a minimum, clear and concise term-sheets for the project
agreements; (b) bankable terms and conditions in all key project
documents, ideally approved by all relevant government agencies and
vetted with market stakeholders; and (c) a consultative tender process that
facilitates an open dialogue between the pre-qualified bidders and the
offtaker.

Under a fixed-price tariff structure, the terms of the RfP require the
bidders to bid a fixed price which may be subject to escalation. In the case
of a tender structured in the manner suggested above, a RfP for a a
capacity-based tariff (typically for dispatchable technologies) would
normally require bidders to bid on:

1. The base capacity price (which will be used in calculating the hourly
base capacity price and therefore the monthly capacity charge).

2. The variable operations and maintenance charge (which will be used
to calculate the energy charge).

3. In the case of a thermal generation facility, the heat rate (which is also
used to calculate the energy charge).

4. In the case of a coal-fired generation facility, the quantity of coal that is

required to undertake a cold start, a warm start, and a hot start.

Bidders can either be required to bid a single hourly base capacity price
that applies during each year of the term of the PPA, or they can be
permitted to bid a different hourly base capacity price for each year.
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A portion of the hourly base capacity price that corresponds to the portion
of the fixed costs that are attributable to fixed operations and maintenance
costs is usually indexed to inflation, as are the variable operations and
maintenance charges.

In the case of a project company that generates electricity using a non-
dispatchable technology (usually renewables), the RfP typically requires the
bidders to bid an energy price stated in cents (or other currency units) per
kWh or dollars (or other currency unit) per MWh. As set out in Chapter
6.2 on Tariff Structures, this will include all the components that make up
the energy charge.
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3.5. Environmental and
Social Requirements

Power plants generate benefits through electricity production, but also
come with a cost to the location in which they are built and the resources
on which they draw. Impacts on the local community can occur both
during construction (large equipment, increased road traffic, etc.) and
operation (noise, air and water pollution). Local law will generally include
a number of environmental and social requirements which must be
complied with. Additionally, many lenders will expect compliance with
their own environmental and social requirements as part of the financing
conditions for the project. These considerations are intended in part to
ensure the long-term sustainability of the asset as well as the sustainable
management of exhaustable resources which are required for the project's
operations.

Many DFIs require compliance with the [FC Environmental and Social Perfor-
mance Standards, while others such as the African Development Bank have
their own standards (see the Integrated Safeguard System). In addition, a
number of commercial banks require compliance with the Equator Principles.
For ease of reference these standards will simply be referred to as lender
standards.

Environmental Considerations

Different types of power plants create different environmental issues. For
example, coal-fired power plants have to address emission levels of sulfur
dioxide, nitrogen oxides and dust particles, as well as potential
contamination of water sources. Similarly, construction of large
hydroelectric plants may involve large-scale resettlement of populations,
destruction of forests, degradation of water quality, and diversion of water
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sources, all of which impact the environment and affect the ecological
system. Wind and solar projects require fairly large tracts of land, if
installed on land, and can have negative environmental impacts on birds
and bats. No technology is completely free of environmental impacts.

Failure to adequately identify and mitigate environmental risks associated
with a project’s technology may result in fines or sanctions by local
authorities or liability for the project company. Improper identification
and mitigation of environmental considerations may also affect the ability
to access financing.

Social Considerations

In addition to environmental concerns, local law and lender standards will
have requirements pertaining to social considerations to protect human
resources. These include provisions relating to gender issues, worker
rights, limiting the impact of a power plant on the local community, and
issues pertaining to resettlement.

Worker Rights

Local law and the above-mentioned lender standards will all contain
requirements pertaining to worker rights. These will relate to the
permitted treatment of workers, the minimum age of workers allowed to
be employed in connection with the project, and the payment of workers,
among other things.

Community Outreach/Impact

While not a party to the PPA, the local community is clearly at risk of
being impacted by a power plant co-located in close proximity. The local
community is generally considered and treated as stakeholders by lenders.
As a result, the lenders will want to identify any risk of economic or
physical displacement, and ensure that sufficient compensation is provided.
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Lenders will also want to understand community buy-in to the success of
the project, and will often look to ensure the community's engagement
through community outreach programs.

In order to build a power plant and evacuate the power to a nearby or
further substation, it may be necessary or desirable to have people living in
the vicinity of the infrastructure to agree to relocate and resettle elsewhere.
Resettlement generally refers to being physically displaced or moved from
a residence, as well as being economically displaced by losing income,
assets or access to a source of livelihood. If any such resettlement is deemed
involuntary, this will be an issue of particular concern for the lenders and
may prevent certain lenders from providing financing. Involuntary
resettlement typically refers to a situation in which the impacted people do
not have the right to refuse the resettlement.

Gender Issues

Women make up one of the largest segments of the population which has
been historically overlooked and marginalised when it comes to
investment countries. Women are generally invisible in the energy sector
(as consumers, suppliers and policy and decision makers) in contrast with
their substantial roles as household energy managers and agriculture
producers coping with environmental degradation and climate change
impacts. Due to existing gender disparities in many countries, women
disproportionately suffer the health, labour and cost impacts of limited
electricity access.
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2X Women'’s Initiative and the 2X Challenge In 2018, OPIC (now the DFC)
launched the 2X Women'’s Initiative which successfully catalysed over $1 billion to
invest in women in developing countries. The G7 DFls - FinDev Canada, the United
Kingdom (CDC), OPIC, Italy (Cassa depositi e presiti - Cdp), France (Proparco), Japan
(JBIC and JICA), and Germany (DEG) - later established the 2X Challenge at the
2018 G7 Summit in Charlevoix, Québec, committing to mobilise USD $3 billion by
2020 for investment in business activities that will benefit women. The Netherlands
(Netherlands Development Finance Company), Finland (Finnish Fund for Industrial
Cooperation), Sweden (Swedfund), and Denmark (Investment Fund for Developing
Countries) have since joined the 2X Challenge. In 2019, OPIC launched 2X Africa, with
the aim of unlocking the full economic potential of women in Africa by catalysing
$1 billion, directly investing $350 million to businesses and funds owned by women,
led by women, or providing a good or service that intentionally empowers women on
the African continent.

Many Development Finance Institutions (DFIs) have focussed on
improving disparities in gender outcomes as a policy priority, by ensuring
a gender approach or consideration in their investment and finance
decisions.

The transformational nature of improved access to power can have a
significant impact on gender outcomes in the community which the power
project serves. In order to ensure that these benefits are fully realised, it is
necessary to adopt gender-specific strategies as part of any project
development, including connecting with any local community
development plan associated with an energy project. This may include
targeted use of electricity to maximise employment opportunities for
women at all stages of the project.
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3.6. Summary of Key Points

Power generators use renewable and non-renewable sources to
produce power either for sale to the grid or directly to the end
consumer.

Investors and lenders provide the capital to construct, operate and
maintain the power assets over the long term.

There are various points to consider when locating power projects,
such as fuel sources, land availability, environmental and social
impacts, project cost, and affordability.

An investment-friendly enabling environment with stable and
predictable legal and policy frameworks is important for attracting
serious developers and sponsors to develop and construct power
projects.

Coordination between government actors is important in providing a
coherent and consistent policy framework to expedite transparent
negotiation, development and implementation of power projects.

The local community is a key stakeholder in ensuring smooth project
implementation.

DFIs and lenders need to seriously assess environmental and social
compliance during underwriting and monitoring of a financial
commitment to a power project.

Gender is becoming an increasingly important DFI and foreign
government policy priority in determining how to allocate funding in
support of projects.

Transmission and distribution companies must consider how to
evacuate the power from the generator to the end consumer.
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10. When the sector is not privatized, governments and their agencies are
responsible for ensuring that the necessary infrastructure is available
to deliver the power to the end consumers, be they corporate or
household in nature.

11. Independent regulators set the tariffs for all classes of consumers,
which must be cost-reflective and not be influenced by political
motives. Otherwise this leads to financially unsustainable power
supply companies.
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4. The Power
Purchase
Agreement




4.1. Introduction

The PPA is the agreement that underpins the power project; it brings
together the power producer (project company) and buyer (offtaker) and
facilitates investment in the power company by the sponsors, developers
and lenders by establishing a dependable stream of revenue over the life of
the project. The core obligations of the project company and the offtaker
are negotiated and set out in the PPA. The project company typically has
an obligation to arrange the investment and financing for the project and
then leverage that financing to construct, operate and maintain the asset
during the PPA term. The offtaker typically has the obligation to make
payments to the project company for the capacity, availability and/or
power delivered by the project. In addition to these obligations, the PPA
will set out the parties' agreement on how to test the power plant, resolve
disputes, and handle major events like force majeure and termination.
There are also a number of permits, approvals and contracts associated
with the PPA, for example sovereign support, environmental and social
impacts, land acquisition or leases, fuel supply and logistics, EPC and O&M
and finance agreements.
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4.2. Origins of a PPA

A PPA is the foundational document for most power projects and the
fundamental instrument to facilitate the sale and purchase of electrical
power. As such, it only comes into being once the offtaker has established
certain facts and made a series of important decisions. These may include
determining the power demand, the available sources of power to meet
that demand, the offtaker's economic ability to purchase additional power,
the power-generating technology desired, and the location of the power
plants relative to existing power market infrastructure and demand centres.

Power Demand

Prior to approaching the market for new generation, the offtaker has to
assure itself of the power demand. The offtaker or systems operator would
ideally have its short-, medium- and long-term demand forecasts at hand.
Demand estimation may occur as part of a larger power market study,
sometimes termed an integrated resource plan, that is led by the offtaker
and/or the regulator. Demand and load forecasts are highly correlated to
economic growth. Unmet power demand has restricted economic growth
in many emerging economies. A broader economic analysis involving non-
power sector stakeholders such as the ministry of finance may, therefore,
be required.

Transmission Infrastructure

The ability to evacuate power from a power plant is critical to its success.
Insufficient transmission capacity can lead to severe delays in reaching
commercial operation. The offtaker should take primary responsibility for the
planning and availability of transmission infrastructure to ensure that the
country benefits from the new power generation source as soon as possible.
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Budget and Technology

After identifying the need for power, the offtaker must identify potential
energy sources for new generation. This determination will depend on the
demand curves and daily future load forecast, time of use, and approximate
tariff at which it can afford to purchase power. The determination
regarding the offtaker’s budget will go hand-in-hand with the selection of
power-generating technology. Certain technologies are more expensive
than others, but may be desirable due to their ability to increase their
supply when demand is greatest, or because of their environmental
benefits and availability of funding.

Location

The offtaker will also need to determine where the power source should be
located. The location is typically determined on the basis of which regions
of the country need additional power. If possible, the location should be
near substations and transmission lines that can carry power most
efficiently to consumers. Ultimately, the offtaker (and project company)
will want to locate the power source as close as possible to a connection
point on the power grid to avoid the cost and risk of building transmission
infrastructure and any transmission line losses.

Other equally important issues that will determine location are easy access
to the fuel source, the potential social and environmental impact of any
power plant on local communities, and whether efficient or low-cost
mitigants are available. A gas-fired power plant, for example, would be of
little use in a remote area where there is not an economically efficient
source of gas. Certain renewable energy resources, such as solar or wind,
may be more appropriate for remote locations. The choice of power-
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generating technology is an important one for the offtaker. It will have a
direct impact on the cost and reliability of power, as well as the
environmental and social impacts of the project.

Special Considerations for Renewable
Energy

When considering what technologies to use, an offtaker will want to bear
in mind the following features specific to renewable power.

Unique Advantages

1.

Concern regarding climate change: This creates a policy driver in
many jurisdictions for support for renewable power as a mechanism to
both improve energy access and reduce carbon emissions. At the same
time, certain forms of renewable power can satisfy a number of other
policy objectives.

Security of supply: Where a country is a net importer of energy,
renewable power improves the host government’s ability to ensure a

secure supply of electricity by reducing its dependence on foreign fuel
supplies.

Reduced cost/risk: The removal of fuel costs from the PPA tariff

eliminates a typically high-value component of the tariff, which, in
turn, decreases the exposure of the offtaker to exchange rate volatility
(fuel supply agreements are typically in foreign currency).

Speed of deployment: A typical mid-sized solar or wind project can
reach commercial operation date (COD) within 12-18 months from
the execution of the PPA in emerging markets, whereas a thermal
plant will take 3-5 years.
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5. Fewer triggers for termination: The parties to the PPA do not need

to allocate the risk of non-delivery of fuel.

6. Greater shift of risk to defaulting sellers: In considering whether
a set of termination payments are bankable, lenders have shown
themselves more disposed to accept no termination payment for seller
default for non-dispatchable renewable projects.

7. Lower decommissioning costs: The process of decommissioning a
non-dispatchable renewable project is generally simpler, with less risk
of environmental contamination.

Unique Risks

The advantages of renewables need to be balanced against the fact that
wind and solar projects generally provide fewer MW of electricity than a
typical dispatchable plant. Further, the actual capacity is normally less than
the nameplate capacity in most weather conditions. Changes in weather
also lead to intermittent supply. With these challenges in mind, the rapid
growth of renewable energy projects over the last decade has produced
some best practices for reducing or avoiding these risks:

¢ Geographical spread: Countries with high levels of renewable projects
find that differing weather conditions across a country can lead to a
balancing out of supply peaks and troughs across the grid.

¢ Wind turbine momentum: Unlike the potentially highly intermittent
nature of solar PV generation in certain weather conditions, wind
turbine rotation starts and stops gradually, enabling grid operators to
manage the ramping up of baseload power more easily.

e Storage options: Please refer to Chapter 5.3.
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Overview of PPA Obligations

The main obligation of the offtaker under the PPA is to pay the agreed
tariff when due. The project company's primary responsibilities are to
develop, finance, design, build, operate and maintain the power plant in
accordance with the requirements of the PPA and applicable law, and
deliver the agreed amount of power in accordance with the PPA. However,
the parties’ obligations do not stop there.

Additional obligations relate primarily to the need for: (a) payment and
performance security; (b) transmission of power and interconnection to
the grid; (c) arrangements with lenders; (d) consents, permits, approvals
and licenses; (e) rights to the land on which the power plant and/or
transmission lines will be located; and (f) insurance.

For the most part, these obligations do not fall solely on one party alone,
but are often shared by parties or will shift from one party to another
based on the circumstances surrounding the power plant and where it is
located.
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Primary
obligations
Security

Transmission/
Interconnection

Arrangements
with lenders

Permits

Land

Insurance

Local content and

ownership

Decommission

Offtaker

Make payment

Payment security

Transmission/ Interconnection
(bundled and some unbundled)

Direct agreement
Assistance with permits/certain
buyer approvals

Grant of land/assistance with
obtaining land

Force majeure, business
interruption
N/A

N/A
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Project Company

Build and operate power
plant; deliver agreed
energy

Performance security

Transmission/ Interconnec-
tion (some unbundled)

Financing

Obtaining permits

Obtaining land

Force majeure, currency,
etc.

Ownership, labour, mate-
rials, equipment

Decommission, cleanup



4.3. Crafting the PPA

In competitive bidding, the draft PPA is sometimes included in the RfP
package to enable prospective bidders to ensure that project risk
allocations are given due consideration in the submissions of their bids. In
direct negotiations, by comparison, the offtaker has the option to provide a
draft PPA to the project company after satisfactory due diligence to
ascertain the viability and feasibility of the proposal.

The first draft of the PPA can sometimes come from the project company.
However, as the offtaker is seeking to purchase the power, and will be
relying on the document for years to come, it is advisable for the offtaker
to take responsibility for preparing the initial draft PPA with the
assistance of qualified legal counsel. Many multilateral and bilateral
development institutions have financing available to government entity
offtakers to hire qualified legal counsel.

There are also instances where the prospective offtaker is a large industrial
user of power, and in such instances it may be that the initial draft of the
PPA comes from the IPP for the offtaker’s review as part of the process of
evaluating the merits of the proposal.

In preparation for the negotiation process, it is advisable for both parties to
engage knowledgeable legal counsel as well as technical and financial
consultants. The parties will benefit from the advice of these consultants in
determining which risks and obligations are properly allocated to each
party. This is an ongoing process which will allow each of the parties to
better understand the transaction they are entering into, with the goal of
arriving at an agreement that both parties can ultimately execute and abide
by, and which will be bankable.
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Involving the Stakeholders

The full process of negotiating a PPA is a delicate matter which will
require the involvement of several stakeholders who each play a role at
various stages of the project. Offtakers, especially state-owned utilities, will
want to engage early with the different government stakeholders to avoid
delays or even failures in the implementation of a PPA. Consultation by
key stakeholders throughout the negotiation process will ensure that the
terms are aligned with local laws and practices.

The level of involvement of stakeholder representatives directly in the
negotiations varies. Typically, ministries of energy and finance are
essential for any project that will require some level of government
support. Ministries of land and environment, the central bank, the
attorney general's office and other institutions should also be consulted.

To ensure the buy-in and timely input of the different governmental
institutions, several jurisdictions have chosen a committee approach to the
negotiation of PPAs. A committee comprised of representatives from each
key stakeholder is established to oversee the negotiations and validate the
decisions made on the terms of the PPA. The size and composition of such
committees must be carefully considered to avoid jeopardizing the
efficiency of the decision making process.

Where projects are being financed by lenders, they will need to be
comfortable with the PPA before it can truly be deemed complete.
Although typically not a party to the PPA, the lenders will want to assure
themselves that the documentation governing the availability of revenue to
repay their loan, the PPA, is satisfactory to them. The lenders will
therefore seek to clarify or even modify provisions in the PPA to grant
them greater confidence regarding the ability of their borrower, the
project company, to rely on the PPA as a source of repayment of their
loans. The lenders may seek to make clarifications or modifications to the
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PPA even if it has already been signed. Such amendment could be
contained in an addendum to the PPA, or contained in a document
referred to as a “direct agreement.” This direct agreement will be entered
into by the offtaker, the project company, and the lenders, and may include
any amendments to the PPA required by the lenders, as well as certain
provisions related to the offtaker’s consent to the project company's
collateral or conditional assignment of the PPA to the lenders in a default
scenario, and the lenders’ step-in rights.

Where the offtaker or host government has adopted the approach of a
standardised non-negotiable PPA, it would be prudent to engage with the
lenders in advance or during the procurement phase to test the bankability
of the agreements. These discussions will also allow the lender to address
any material concerns which may limit the project company's ability to
access funding or unreasonably increase the cost of financing.

Before the PPA is deemed ready for execution by any one of the parties,
each party will need to determine whether the PPA needs to be approved
by their senior management, a parliament or legislative body, a regulatory
body, and/or another host government entity. It is critical to the
enforceability of the PPA and the stability of the long-term relationship
being established that all such approvals and consents have been obtained.
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4.4. Memoranda of
Understanding (MoUs)

While much of this book focuses on the PPA and the extensive list of
issues negotiated as part of such an agreement, the PPA may not be the
first written agreement between the project company and the offtaker. For
projects that are not competitively tendered, negotiations often begin at a
much earlier stage where the project company has a general idea of the
project design/location, and the host government has an equally vague idea
about how the project may fit into their overall power market
development strategy. At this early stage, the two parties may seek to
establish points of reference for their general agreement regarding the
project details in a non-binding and minimally-negotiated agreement that
is often termed a Memorandum of Understanding (MoU). While this
general agreement may be valuable in demonstrating the potential of a
given project to key players of both parties, the signing of such agreements
by a host government comes with a cost, which should be carefully
managed as part of an overall investment strategy.

What is an MoU?

The term MoU generally refers to a non-binding document that sets out
the broad principles and concepts that the parties have tentatively agreed
upon, typically as a precursor to agreeing and signing more detailed and
formal documentation later. In the context of a power project, the MoU
often focuses on the intent of the project company to develop a project of a
specific size and technology, and may go as far as detailing the location and
timeline for project development. This type of agreement may also be
referred to by other titles, such as Letters of Intent, Heads of Terms, or
Term Sheets. While the MoU may be signed by the project company and
the host government (possibly as part of a grand ceremony) it is typically
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explicitly non-binding, includes only general project details and
expressions of intent, and is often not subjected to rigorous legal review.
Care should be taken, however, to ensure that a “non-binding” MoU is not
inadvertently “over-drafted” to imply specific and detailed obligations
undertaken by the parties. Under the local laws of some countries, such
specificity may undercut the non-binding nature of the MoU. In some
cases, project companies have successfully sued governments for non-
performance under an MoU that was ostensibly non-binding. Even if non-
binding, the quasi-legal status of the MoU, as an indication of interest but
not a firm obligation, has both advantages and disadvantages for host
governments.

What are the benefits and dangers of
an MoU?

When deployed strategically, an MoU can serve as an early indicator of
project potential for key constituencies in the power market. At the public
level, the MoU can broadcast to consumers that the government is actively
seeking and securing investment in the power sector and serve as the
starting point for consultation around public policy concerns such as land
use, environmental impact, and local content. At the investor level, the
MoU can be leveraged by the project company to attract interest from
equity investors and potential lenders (who may even go so far as to
provide a letter of interest to the potential project company). The MoU
may also satisfy political objectives, such as indicating the flow of
investment from strategic countries or the opening of a market following a
significant political reform.

The high visibility of MoUs and their potential political uses also lead to
many of their possible disadvantages. If overly politicised, MoUs may deter
investors who would prefer to be seen as neutral commercial actors rather
than as allies of a politician. Similarly, if the government is overly eager in
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its signing of MoUs, the existence of multiple agreements may signal that
the market is saturated, even though many of those projects have a low
probability of ever being built.

What strategies can governments
deploy around MoUs?

To capture the value of MoUs, host governments should consider the
following guidelines when preparing and signing this type of agreement:

e Evaluate the qualifications of the project company to make sure that it
has the financial and technical capacity to deliver the scale of project
and technology that it is proposing.

¢ Include a detailed timeline within the agreement to incentivise both
parties to reach certain key milestones. For example, if the project
company does not file for permits, obtain land and/or secure minimal
equity/debt commitments, then the MoU should expire so that it ceases
to be viewed as a viable project in the market.

e If a project company is actively developing the project, but the host
government is delayed in its approvals, it should include a mechanism
for extending the MoU.

e The host government should direct project proposals to a neutral or
trusted point of contact, such as an investment authority or market
regulator.

e Signed MoUs should be disclosed to the public by the host government
in order to build investor confidence that there are not multiple
unreported project proposals crowding the marketplace.
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A word on initialing PPAs

Sometimes parties wish to show progress by initialing a draft PPA before it is
ready to be signed. This is often done for the same reasons that parties seek to
sign MoUs, and typically comes with the same risks. Unlike an MoU, however, an
initialled PPA does not explicitly claim to be non-binding, is generally much more
detailed, and does not indicate which provisions are still subject to negotiation.
These features create a risk that a court or arbitrator might agree to enforce the
draft against the parties even without signature. Initialling the PPA also strongly
implies that the parties will sign. This risks creating liability for a party if it
ultimately determines not to sign the PPA or seeks to renegotiate one or more
provisions prior to signature. For these reasons, initialing a PPA can create
unnecessary ambiguity and liability.

If the parties are not ready to sign the PPA, it is much better to jointly sign an
explicitly non-binding letter or statement that explains the progress made to
date and notes that items remain to be agreed before the parties sign the PPA.
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4.5. Related Project
Agreements

Whilst the PPA governs the sale and purchase of power, there are a
number of related contracts that interplay and relate to the financing,
building and operation of a power plant. These agreements must be
aligned with the PPA to ensure fair apportionment of risks. For example,
the duration of the PPA should be synchronised to the life of the loan to
ensure the loan is repaid before the PPA expires. Additionally, each of the
parties to the Engineering, Procurement and Construction Contract (EPC

Contract) and the Operating and Maintenance Agreement (O&M
Agreement) / Long-Term Service Agreement (LTSA) will need to be

familiar with, and agree to abide by, the terms of the PPA relating to the
design, construction, operation and maintenance of the power plant.

The following are some of the related project agreements typically
necessary for a power project:

1. Concession/Implementation Agreement: Grants the project

company the right to develop, finance, construct, and operate the
power plant, including the right to sell power to the offtaker.

2. Grid Interconnection Agreement: Governs the connection of the

power plant with the power grid.

3. Land Lease Agreement or Land Concession Agreement: Governs
the lease/concession of the land where the power plant is developed.

4. Fuel Supply Agreements/Bulk Supply Agreement: Establishes the
availability and quality of the fuel supply.

5. Fuel Transportation Agreement: Provides for transporting the fuel
from the fuel supplier to the power plant.
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10.

11.

12.

13.

Engineering, Procurement and Construction Agreement (EPC
Contracts): Sets the terms and conditions for the design of the power

plant, the procurement of materials and equipment, and the
construction of the power plant. The obligations created under this
agreement can also be divided among multiple contracts that include
one or more of these scopes.

Operating and Maintenance Agreement (O&M Agreement):

Governs the rights and responsibilities of the entity that will operate
the plant and be responsible for its maintenance.

Long Term Service Agreement (LTSA): Provides for servicing the

power plant at regular intervals during the operation of the PPA.

Loan Agreement: Creates the obligation of the lenders to finance the

power plant, as well as the obligations of the project company to
comply with various covenants in the loan agreement.

Equity Contribution Agreement: Obliges the owners of the power

plant project company to make equity or subordinated debt
contributions to finance the portion of the power plant not being
financed by the lenders. It may also include obligations to provide
additional financial support to the project company if required.

Sovereign Support Agreement: May include sovereign guarantees,

comfort letters, put and call options, and other forms of sovereign
support that enhance the creditworthiness of the offtaker and other
government entities involved in the project.

Credit Support Agreement: May include partial risk guarantees
(PRGs), letters of credit and bank guarantees from commercial banks,

and escrow agreements.

Direct Agreement: Governs the relationship between the lenders and

the parties involved in the project other than the project company. For
example, the Offtaker and government will typically sign direct
agreements with the lenders.
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The following chart illustrates the relationships between the different
types of agreements:
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4.6. Timing Considerations

An offtaker enters into a PPA in anticipation of having additional power
available to it on a scheduled date, the COD. In order to achieve this date,
the PPA will include certain milestones and deadlines. Failure to meet
these deadlines can result in penalties for the project company and in some
cases the termination of the PPA.

Effective Date and Conditions
Precedent

While some PPAs become effective when signed by all parties, others only
become effective post-signature once certain preset conditions have been
met. The parties will want to carefully craft the preset conditions to make
sure they are truly necessary and can be met in a timely manner. Lenders in
particular will want to ensure that the PPA has been signed and become
effective before they are willing to lend, and will thus pay close attention to
such conditions. The longer it takes to meet the conditions for
effectiveness, the greater the risk that the conditions will not be met and
that the parties may seek other opportunities.

Milestones

The PPA allocates various legal, commercial, technical, and financial
obligations between the offtaker and the project company. Some of these
obligations must be completed in accordance with an agreed schedule to
avoid non-compliance with, and possible penalties under or termination
of, the PPA. It is therefore important for the parties to have a shared
understanding of key milestones and the consequences of delays.
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Milestones Required by Late satisfaction
PPA terminates PPA

Land acquisition Yes No

Major permits: application Yes Sometimes

Major permits: receipt Yes Rarely

Financial close Yes Yes

Signing EPC/Issuing notice to Yes Rarely

proceed

Commencement of construction J Yes Sometimes

COD Yes Yes

The parties to the PPA have different considerations in analysing the
inclusion of contractual milestones and deadlines in the PPA.

The Offtaker/Host Government

The offtaker and host government in particular rely on milestones for the
following purposes:

e Host governments and offtakers need to ensure that power for which
they have contracted will come online when needed in order to meet
their needs.

e Host governments and offtakers must also be able to budget for their
estimated PPA payment obligations and will require certainty on when
their obligations under a PPA will become effective and ensure a project
company meets scheduled COD.

e Where the host government offers credit support to the project
company, it needs to know when such obligations might take effect,
given the potential impact such contingent liabilities might have on its
ability to borrow.
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e From a system planning point of view, the host government and
offtaker would want to know when power will be injected at the
planned location on the grid. Delays in the development of a power
project not only create problems for grid operators attempting to
balance system demands; they also prevent other power plants that may
be ready from connecting at the same connection point.

The Project Company

The project company primarily wants to avoid incurring delay liquidated
damages or for the PPA to be terminated by the offtaker, because these
actions will materially impact its profit or deprive it of its sole revenue
contract. To this end, when analysing PPA deadlines the project company
will want to ensure that:

e Deadlines provide them with reasonable time to achieve milestones,
allowing for delays that may arise.

e Deadlines are extended for delays caused by force majeure, delay in
connection, and the offtaker’s breach of the PPA.

The Lenders

Since the PPA is the project company’s primary source of revenue, the
lenders’ incentives are aligned with those of the project company in not
wanting the PPA to be terminated. Similarly, the lenders will want the
project company to be able to avoid having to pay liquidated damages that
might inhibit its ability to service its debt.

Delay Liquidated Damages

As noted above, the offtaker and host government want to know when a
power plant will reach COD. In order to properly incentivise a project
company to achieve the scheduled COD, and to cover any costs that might
be incurred by the offtaker as a result of delay, PPAs will often include
liquidated damages payable by the project company for failure to achieve
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COD by the scheduled date. Such damages should be sized appropriately
because delay liquidated damages that are perceived as being too high by
project companies (or the contractors who will often ultimately bear such
costs) will probably result in higher construction contract pricing and
likely higher tariffs.

Credit Support for the Project
Company’s Obligations

The project company is a special purpose vehicle (SPV) with no assets
other than the project. As a result, it may not have the wherewithal to
cover liquidated damage obligations, so an offtaker may require it to post a
letter of credit, bank guarantee or some other form of collateral to mitigate
its obligation. Such security instruments are typically financed and result in
higher costs for the project company, which often results in a higher tariff
under the PPA.

From the perspective of the project company, it is essential to ensure that
its liabilities under the credit support offered to the offtaker are no greater
than the liquidated damages payable by the EPC contractor and the credit
support provided by the EPC contractor. To ensure that these financial
obligations can be met, the host government, the offtaker and the lenders
will normally expect credit support from the project company and the EPC
contractor.

Development bond: In certain jurisdictions, the project company may be
required to post a development bond to bid for a tender or in consideration of a
government consent and support or concession agreement. If the project is
unable to reach specified milestones for reasons attributable to the developer,
and thus the PPA does not become effective at a given date, the offtaker may
draw on the development bond.
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4.7. Summary of Key Points

Before the PPA:

Tariff, technology and location: Before a PPA is drafted, an offtaker
will need to decide on their budget, which power-generating
technology they want to use, and where geographically the power is
needed.

Technology: The choice of power-generating technology is important
for the offtaker and will have a direct impact on the cost and reliability
of power.

Location: Offtakers will want to locate the power source as close as
possible to a connection point on the power grid and to the power
consumers to avoid transmission line losses and optimise accessibility to
fuel sources.

Power Procurement and Tariff Considerations:

Procurement methods: Offtakers may pursue either a structured

competitive tender or a more open process of direct negotiations to
procure power. In either case, the offtaker and project company should
work together to carefully manage the legal, financial and regulatory
risks associated with the development of a new power project.

Quality matters: The offtaker should select a project based not only
on price, but also on quality and track record.

PPA Drafting:

Who takes the pen: The initial draft of the PPA can come from either

the project company or the offtaker, but is typically generated by the
offtaker.

The importance of legal counsel: The offtaker should seek the advice
of qualified legal counsel when preparing the PPA.
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Negotiation and Finalisation:

Details: The offtaker and project company will need to negotiate the

PPA to ensure that both parties are aware of, and can agree to comply
with, their obligations.

Lender input: For projects being financed with debt, before a PPA can
be considered final it must be satisfactory to the lender. Lenders may
require changes to the PPA even if the project company and offtaker
have already signed the agreement.

Memorandum of Understanding (MoU):

An MoU, which generally viewed as a lighter, non-binding agreement,
can have a serious impact as an indicator of activity in a power market
and may possibly result in liabilities for the host government.

Host governments should use the same level of discretion and care in
negotiating MoUs as they do for PPAs to ensure that they capture the
value of MoUs but avoid the pitfalls.

Timing Considerations:

To ensure that all parties satisfy their obligations in a timely manner in
order to deliver the project on the timeline defined in the PPA, the
agreement may set out milestones and incentive/penalties for failure to
satisfy the milestones.
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5. Financing of
Power Projects




5.1. Introduction

There are a range of structures and options to finance power projects
whose pricing, terms and conditions will vary depending on the risk
allocation amongst the parties and commercial viability of a project. The
chosen structure and source(s) of funding will have a direct impact on the
project company's cost and timing, which are the most important
considerations when managing expectations with respect to meeting
construction milestones and ultimately COD.

Aside from the impact of the source(s) of funding on the project's tariff,
the financial costs will also vary, based on the risk factors affecting the
project's capacity to generate sufficient and reliable cashflows to meet its
repayment obligations. Hence, the creditworthiness of the offtaker and
risk-mitigating instruments are crucial elements in determining a project’s
bankability, and its ability to attract long-term debt financing.

As the strongest credit in the country and the indirect beneficiary of the
project, the host government is well positioned to provide credit support
to ensure its obligations through different arrangements. Since the host
government is a central figure in ensuring the successful implementation
of a project, especially in the case of a PPA with a state-owned offtaker, it is
often requested to mitigate some of the risks related to the political and
physical environments, and to provide essential infrastructure, such as the
transmission and distribution network or fuel supply.
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5.2. Project Finance

What is Project Finance?

Project finance refers to the financing of a project company by equity
investors and lenders based on (a) the projected (contractual) cashflows of
the project and (b) the underlying power asset value. Project financing is
typically limited or non-recourse, i.e. the lenders have recourse to the
project company and the assets of the project itself, but they have limited
or no recourse to the ultimate owners of the project company. The lenders
are ordinarily repaid by project cashflows. In a worst-case scenario, and
setting aside the issue of termination payments and host government
support (which are discussed later in this book), the lenders will be repaid
by foreclosing on the project and acquiring the project assets. In a limited
recourse financing, the lenders will also typically benefit from sponsor
credit support, including sponsor guarantees to cover certain risks.

In a typical project financing, an SPV is created to own the assets of the
project and enter into the financing and project agreements, including the
PPA. The project finance lenders will take a security interest in all of the
assets of the project, including the PPA, and other major project
documents. The lenders will also have a security interest in the project
accounts, and all of the amounts on deposit therein, or credited to, those
accounts. Lenders may impose strict requirements on the location of all
project accounts, and in the flow of funds through these accounts. In
particular, the cashflow is restricted such that the project company cannot
pay dividends or distributions without first meeting various conditions -
often, no distributions will be made to the sponsors for a number of years.
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The diagram below illustrates the typical financing arrangements
associated with a project finance structure.
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The main strength of project finance is that it does not require an upfront
capital outlay from the host government. However, due to the lenders’
security interests and their extensive involvement in the project
agreements, including with respect to cashflows and capital management
decisions, project finance requires a complex set of highly-tailored
agreements. This can impose high transaction costs and execution timing
delays due to significant coordination of parties to manage complexity.
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Project Finance: Role of Developers and Sponsors

The private sector’s involvement in the power sector takes on two driving roles:
that of developer and sponsor. These roles are in many instances fulfilled by the
same party. However, the roles may be split, and sometimes are fulfilled by a
consortium. The developer is often the project originator, often a local party,
who develops the project to a point where it requires large amounts of
capital/equity. A local party with a keen understanding of the domestic power
context and political environment dynamics can be advantageous. The developer
will generally identify and procure, either outright or through a long-term lease,
suitable land for the project. In addition, the developer will commission an
environmental and social impact assesment (ESIA) and obtain a written
commitment for a PPA, including the tariff (and host government support), with
the offtaker. The developer (if not the same party as the sponsor) will then
approach the market and enter into a development agreement with the sponsor
or other international developers, assuming those entities can bring the financial
resources required to develop and construct the project. The sponsor provides
the funding to move from concept to financial close.

The sponsor's activities include paying for or finalising the:

e ESIA according to international lender standards, with a strong emphasis on
the impact on local communities and the long-term sustained effect of the
project on them.

e Renewable resource measurements, which typically take at least 12 months
in most cases.

e Site design and layout.

¢ Detailed engineering design, tender processes, and selecting EPC contractors
and equipment suppliers.

e Project debt raising.

e Investment committee approval for its own sponsor equity.
e The conclusion of all project legal agreements.

e Project construction and commissioning.

e Operation of the project assets.
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Why Project Finance?

Why do power projects need debt from lenders? Can these projects be
financed on the balance sheets of large corporate sponsors? Should the host
government just build them instead? It is hard enough to design and build
a project - and to negotiate a PPA - without lender involvement. Why
worry about catering to lenders and their concerns about bankability?
These legitimate questions are often raised by policymakers and should be
answered for any given project while keeping in mind that the goal for any
power project is to produce reliable power at the lowest possible cost.

Debt can be expensive, especially project finance debt, and especially when
compared to a host government's ability to finance the construction of a
power project using their sovereign balance sheet. There are also forms of
borrowing, such as concessional financing from DFIs (see Example:
Bankability for Renewable Projects) as opposed to their standard market
priced financing, that have lower costs than commercial project financing.
However, it is important not only to consider the cost of these sources of
financing. Host government funding may be cheaper, but tying up massive
volumes of public capital that could otherwise be used to support social
programmes, national security, or other infrastructure projects, may not be
a prudent policy decision. Similarly, DFI concessional financing is very
limited when compared to general commercial financing available from
DFIs, and is often earmarked for emerging technologies or high-risk
markets that would otherwise be unbankable without access to this lower
cost of capital. Thus, the use of government or concessional funds comes at
the opportunity cost of using those financial resources for other high
impact and cost-sensitive investments. In addition to the standard due
diligence involved in credit underwriting, which itself is time consuming,
DFIs will have to undertake a separate analysis and justification of
development impact when deploying concessional resources.
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Practice note: Blended Finance and Procurement Platforms

In order to bring together larger pools of capital for renewable and other high-
priority energy projects, some DFls have begun to combine the limited-pool,
below-market concessional financing (from DFls or special funds) with the larger
pool of market-priced financing (also from DFls or commercial lenders) to reduce
the cost of capital in project financing. This form of “blended finance” has the
advantage of discounting market rates and offering lower-cost lending in
emerging markets where power projects may otherwise be unbankable or
unsustainable due to non-cost reflective local tariffs. Blended finance may also
be combined with a set of standardised project agreements and host
government guarantees to further de-risk projects and bring down transactional
costs. Blended finance “platforms” are being deployed around the world and
have helped vyield record low PPA prices, especially for standardised
technologies such as solar PV. It is critically important, however, that host
governments realise that these results cannot easily be replicated across
markets because:

e Even when blended, concessional funding from DFls is very limited. As a
result, unless host governments can successfully navigate the highly
competitive process to secure DFI concessional funding, and pass those
funds along to project companies, they cannot expect project companies in
their market to reproduce the same low tariffs as other projects which
benefit from concessional finance.

e The goal of standardisation is not to create a perfect set of project
agreements, instead it is to introduce consistency and alignment of technical
and commercial terms across both the regulatory domain and project
structure. In other words, a host government cannot simply copy the
contracts from a neighboring market and expect the same prices, it must also
put in place the political, regulatory and financial reforms necessary for
successful implementation of that contract.
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Power projects can also be financed on the balance sheet of large corporate
developers. While certain creditworthy corporate developers may have
access to low-cost capital market funding, their managers (and their
treasury departments) still consider all available internal funds to be equity
when making investment decisions. Companies seek high internal rates of
return for their equity, based on the opportunity cost of where else they
could be investing those resources. Host governments are often surprised
that this does not result in cost savings for the project.

Sources of Financing

100% equity
Not Project oy € —
Financed 9
Company demands

high rate of return

Equity Debt

Project

Financed lo’ { J
Company  project finance
demands debt= lower cost
high rate than equity
of return

As shown above, in general, the less equity that is involved in a project, the
lower the likely cost of the overall financing. As a practical matter, this
may vary depending on how much credit support is required in connection
with the project financing (since each element of credit support will
impose additional costs). It will also vary, based on the rates of return
required by the equity and the interest rate for the debt.
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Even where large corporate developers potentially have access to low-cost
capital funding, they may still prefer to develop this type of project using
limited or non-recourse financing to ensure that the loan facility does not
feature on the balance sheet. It may also be more attractive to lenders to
lend to new SPVs, as such entities are unencumbered with existing
liabilities.

For the reasons highlighted above, project finance has been the most
common financing approach for large-scale power projects in emerging
markets in the last two decades. An analysis should always be made as to
whether this is the right financing approach for a specific project, but once
the decision is made to go forward with a project finance structure, the
concerns of lenders should be considered while negotiating the terms of
the PPA to ensure the successful completion of the project. An offtaker
without insights into the lenders' expectations will be at a significant
disadvantage during the project negotiations.

Although most parts remain relevant for a project financed on the
developer's balance sheet, this book assumes that the PPA is negotiated in a
project finance context. For a more detailed exploration of other financing
structures, including host-country financing, as well as respective strengths
and weaknesses of these alternatives, you may refer to the handbook
Understanding Power Project Financing.
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5.3. Bankability

Bankability refers to whether a project will be acceptable to lenders, and
refers to the scope of consideration of a project seeking project financing
in the commercial lending market. However, a project can also obtain
financing from lenders other than commercial banks, including DFIs and
private equity funds. Therefore, bankability can also be thought of as the
ability to attract financing from any source of funds rather than limiting it
to one particular source.

The Role of the PPA in Bankability

The power purchase agreement is key to bankability. For the typical power
project, there is only one stream of revenue - payments from the buyer
under the PPA. If the buyer fails to pay, it will be very difficult for the
project to repay its lenders on a timely basis.

The PPA also helps to accommodate the unique nature of power projects.
Power generation is unique in that the electricity generated is being sold
into a geographically limited, and often highly regulated, market. As
opposed to other high-value commodities such as hydrocarbons, minerals
or precious metals that can be transported to meet demand, the power
project is beholden to the demand of the market that it serves. Similarly,
the pricing of electricity to end-users in emerging markets is often guided
by regulation rather than by market forces. The PPA is essential because it
addresses both the uncertainty in demand and in pricing. On the demand
side, the PPA establishes a long-term purchase obligation that provides a
consistent revenue stream to the producer and a consistent flow of
electricity to the offtaker. On the pricing side, the PPA incorporates a tariff
formula that is tailored to the technology, operations, and debt
characteristics of the project, which can be modeled over the full life of the
project. This allows the PPA to establish an electricity price that reflects
the true cost of generating the power.
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Risks to Bankability

In the typical power project financing, the only financial return to lenders
is the repayment of the project debt and the payment of interest rates
(along with certain agreed fees). However, since debt providers have large
capital outlays at risk, and depend exclusively on revenues from the project
for repayment, the lenders will insist that the project sponsors and
documents are strong enough for the project to reach commercial
operations. The lenders, among all of the parties, want to avoid a
catastrophic scenario where the project fails completely, especially during
the construction phase of the project. At operations, the overarching
concern is ensuring that revenues are adequate to service debt.

The following lists the key considerations which, if not sufficiently
covered, will make a project unlikely to receive debt financing:

1. Term: The term of the PPA should be long enough to allow the debt
to be repaid, and if the debt is not fully amortised (in other words, if
there will be principal amount outstanding at maturity) the term of
the PPA should be long enough to support a refinancing of the
remaining debt.

2. Tariff: Lenders will require certainty with respect to the tariff payable
under the PPA.

3. Changes in law and tax: Lenders are not in a position to take any

risk related to changes in law or taxes over the life of the project.

4. Offtaker creditworthiness: If the offtaker is not sufficiently

creditworthy, lenders will require other broad forms of credit support
that create additional costs and complications for the project. Even in
developed markets, many offtakers are not sufficiently creditworthy to
create a financeable project.

5. Sponsor quality: The lender and offtaker will consider the
experience, reputation and financial strength of the ultimate owners of
the project company.
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Billing and payment: The billing period from the offtaker to the
producer should be frequent enough (monthly or even bi-weekly) to
minimise the level of unpaid energy and ensure that the schedule of
debt service payments are adhered to. It also alerts the lenders to
potential payment/liquidity issues.

Currency/Calculation: PPA payments and calculations are most
often made in the same currency as that needed to repay the debt. If
not, there will need to be a plan for foreign exchange hedging and/or
exchange rate indexation and a true-up mechanism. In addition, are
there any convertibility issues with the payment currency? If so, the
lenders may require payment to be made in a different currency, or the
offtaker or the host government will need to guarantee conversion.

Termination: Lenders do not want the offtaker to be able to escape
the long-term purchase obligation under the PPA, since this would
leave the project without any revenue to service the project debt.
Lenders will pay particular attention to ensure that seller events of
default and force majeure events do not allow the offtaker to
prematurely terminate the project. If termination does occur, lenders
will also want assurances that the project debt will be satisfied.

Remedies upon Buyer Events of Default: In particular, lenders

need the seller to have the ability to exercise certain rights, even up to
PPA termination, if the offtaker is failing to make payments or fails to
deliver the required payment security.
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10. Lenders' rights: Lenders will typically make provision for step-in
rights and taking a security interest over project assets via the loan and
direct agreements. While the above can provide some useful
guidelines, ultimately, bankability is an ever-changing concept. What
the lending market accepts (or demands) today may be different from
what it will accept (or demand) tomorrow. Given the technology, size,
scope, volume and geographical location of power projects, it can be
very difficult to ascertain what is truly “market” (i.e., consistent with
terms you generally see market participants accepting). Moreover, an
experienced developer or sponsor may be better able to persuade
lenders to accept provisions that are more friendly to the project
company. Alternatively, lenders may be happy to live with a particular
provision or risk at the project level, as long as they have a guarantee
or other form of credit support (from either the sponsor or offtaker)
to cover that risk.

Finally, it is worth noting that some power markets, particularly in
developed countries, are sufficiently mature that PPAs are not even
required to make a project bankable. This is often the case with
merchant power plants (those that do not benefit from a dedicated
buyer) where a project can be developed on the basis of independent
reports indicating the existence of sufficient expected spot market
demand. Once the project is completed, the plant will simply sell into the
spot market. However, even in the most developed markets, the absence
of a long-term PPA can result in higher interest rates for the project. A
conventionally bankable PPA remains an essential tool in virtually every
market and ideal in developing country energy markets.
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Example: Bankability for Renewable Projects - Concessional Funds

The benefits of renewable power and associated technologies, such as energy
storage, come at a cost. These additional costs may make the project unbankable
(because revenue will not cover larger principal and interest payments) without
unsustainably high tariff payments.

Promoting the uptake of renewable energy generation is an important policy
priority for many DFls. Several DFls administer climate funds to promote the
rapid deployment of these low-carbon technologies which help the sustainable
integration of renewable energy generation into grid. These include the $8bn
Climate Investment Funds (the Clean Technology Fund and the Strategic Climate
Fund (SCF)) which can provide loans to renewable power project companies at
below-market price interest rates (concessional financing) or as loans
subordinated to the lenders’ senior loans. This improves the capital structure of
the investment and the cost of financing, giving the project company’s investors
a reasonable return on equity, and removing the need for a higher tariff under
the PPA. Other funds include the Green Climate Fund, the Global Environment
Facility and the Scaling Up Renewable Energy Program (funded by the SCF and
supporting smaller scale renewable projects in certain countries).

Example: Energy Storage
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At the time of the first edition of this book, the first round of the South African
renewable energy IPP program had seen the financing of the 50 MW Khi and
100 MW Kaxu projects. The projects combined concentrated solar power
technology with saturated steam and molten salt energy storage to give the
plants back-up power capacity of 2 and 2.5 hours of continuous energy
generation respectively, enabling them to smooth out intermittency from cloud
cover and satisfy the peak demand period in the hours just after sunset.

Molten salt receiver technology has significantly improved the duration of back-
up power. The 2015 Crescent Dunes project in the United States has 10 hours of
thermal storage; Noor IlIl commenced operations in Morocco in 2018 with 7.5
hours of storage and, as of 2019, the 100MW Redstone CSP/molten salt storage
project in South Africa is finalising financing arrangements. If successful, the
South African facility will have 12 hours of full-load thermal storage. The capital
costs and resulting tariffs for such projects are clearly significantly higher than
solar power without storage.

Developed markets have recently seen growth in battery storage (mainly
sodium-sulphur and lithium-ion). Examples include the Mitsubishi storage
facility commissioned in Japan in 2016, capable of delivering 6 hours of
electricity at 50MW and the 129 MWh Hornsdale Power Reserve in South
Australia, adjacent to the 315 MW Hornsdale wind farm.

The evolution of affordable and reliable battery storage introduces a new
dimension to the structure and pricing of PPAs for the renewable sector.
Whereas solar and wind are intermittent by nature, battery storage introduces
base load type benefits to the offtaker and the grid operator. These benefits
include ancillary services, reserve capacity and frequency regulation.

Ancillary services are the functions that assist grid and system operators in
maintaining a reliable electricity system. These services include maintaining the
adequate flow and direction of electricity, managing supply and demand
discrepancies, and assisting the system to recover after a power system failure.

Reserve capacity is essentially unused but available generation capacity that can
quickly be dispatched if other generation resources suddenly become
unavailable. To the extent that storage can be used as reserve capacity, the
requirement and cost for generation-based reserves are avoided.
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Frequency regulation is an ancillary service that responds very quickly (within
seconds) to restore the balance between electricity supply and demand. The
primary purpose of frequency regulation is to maintain the stability and accuracy
of the system-wide alternating current (AC) frequency within a specific location
or area. The benefits of the use of storage in providing frequency regulation
include fewer generation start-ups and a reduced need for generation capacity.

In emerging economies, grids and the generators that deliver power to them are
sometimes not sufficiently flexible to manage intermittent generation. By
introducing storage, renewable projects could greatly assist system operators
with grid management and receive additional income for providing these
services.

The offtaker and host government will want to take into consideration all of the
above factors and the related cost implications in determining the best addition
to their current energy generation portfolios.
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5.4. Credit Support for
Offtaker Obligations

Why Credit Support?

As discussed in the previous section, bankability of a transaction is a
primary concern for lenders. An important element of bankability is the
level of comfort lenders have with counterparty credit risk, i.e., the risk
that the offtaker will be able to comply with its payment obligations under
the PPA. The following section provides a high-level overview of the types
of support lenders and investors might seek, and the various forms this
support can take. For a more in-depth discussion on structuring of this
support, please refer to the Understanding Power Project Financing
handbook.

Generally, there are two specific risks lenders are concerned with: (a)
ongoing payment support of PPA obligations (covering capacity and
energy payments), also known as liquidity support; and (b) termination
support to ensure that at a minimum, lenders' debt and interest is paid
following termination of the PPA. More detail on the events and triggers
for PPA termination can be found later in the Default and Termination
chapter.

Liquidity Support

In the event that an offtaker fails to make its ongoing payment obligation
to the project company, short-term payment or liquidity support enables
the project company to remain solvent and continue its operations,
including servicing its debts. In general, lenders expect the equivalent of
three to six months of payment period to be covered by liquidity support
depending on the offtaker's financial health. Such liquidity support cover is
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finite — once exhausted, if the offtaker fails to make a required payment
under the PPA, an offtaker, or buyer, event of default will be triggered.
Forms of liquidity support are:

Escrow Accounts

An offtaker can mitigate short-term liquidity risk by depositing cash into
an account (either a reserve or escrow account) in a deposit bank. The
account is funded to cover a specified amount of ongoing PPA payment
obligations. If the offtaker fails to make a required payment under the PPA,
then the project company can draw on this escrow account, allowing the
project company to continue its operations. The offtaker will be expected
to replenish the escrow account within the specified period in an escrow
agreement. This solution requires the offtaker to have excess cash it can
ringfence or have sit in a reserve account earning minimal interest, which
is often not the case.

Letters of Credit

A liquidity letter of credit (LC) is posted by a commercial bank and
maintained by an offtaker that can be drawn upon by a project company if
the offtaker fails to make a payment when due. In order for a commercial
bank to issue these on demand LCs in favor of an offtaker's payment
obligations, the commercial bank will require a back-to-back
reimbursement and credit agreement to be signed with the offtaker. In the
event of non-payment to the project company, the LC maybe drawn.

Lenders will require that the commercial bank issuing the LC be of a
minimum investment grade to mitigate the risk that the issuing bank is
unable to honor the payment request under the letter of credit. In some
jurisdictions an eligible commercial bank may not be available, or cost-
prohibitive. Alternatively, the credit risk of the offtaker may be so high
that an eligible commercial bank is unwilling or unable to take the
offtaker's counterparty risk, or only willing to do so for prohibitively high
fees.
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A DFI partial risk guarantee can be used to credit enhance an offtaker's
credit risk. A more in depth discussion about this product, including how
it is used in structuring, its benefits and challenges, can be found in the
Understanding Power Project Finance handbook.

Support for Termination Payments

Support for termination payments allows lenders to take a view on
whether the offtaker will be able to perform its obligation to pay
termination compensation. This support can be provided for in various
agreements. Sometimes, the offtaker commits to the payment of the
termination compensation in the PPA and that obligation is guaranteed by
the host government in a government support agreement or sovereign
guarantee, implementation agreement, or concession agreement. In other
cases, the obligation to pay termination compensation is a direct
contractual obligation of the host government within an implementation
agreement, concession agreement, or put and call option agreement
(PCOA).

While the forms of the various documents containing sovereign support
may differ, in essence, any such document will be bankable provided it
contains an undertaking from the host government to pay directly, or to
guarantee payment by the offtaker of, compensation payments in case of
termination of the PPA that are sized to at least cover all outstanding debt
(and related costs). Where the form of credit support for ongoing
payments by the offtaker is a host government guarantee, this may also be
included in this agreement.

Access to sovereign credit support in the event of a termination event
facilitates lending since there is recourse to the host government for the
termination payment. These host government obligations can be further
credit enhanced by way of DFI provided financial instruments such as a
payment guarantee or political risk insurance.
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For further details on the different forms of sovereign support see
Chapter 6 (Sovereign Support) of Understanding Power project Financing.
Termination payments are discussed further in the Default and Termination

chapter.

Summary: Range of Host Government Support

Liquidity Support

Type

Escrow accounts

Liquidity letter of
credit

Key Features

Specified accounts set up and funded by offtaker/ govern-
ment for the benefit of a project company

Covers offtaker’s payment obligations up to a defined
amount

Termination Support

Type

Implementation
or concession
agreement

Government
guarantee

Put and Call
Option agreement

Comfort letter

Key Features

Project company right to termination payment and other
compensation

Guarantees (a) offtaker payments and/or (b) termination
compensation

Government call option to purchase and project company put
option to sell shares in project company or project assets in
exchange for termination compensation

Issued by government in favour of project company and/or

lenders. Unlikely to be bankable unless it creates binding
obligations on the host government.
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5.5. PPA Direct Agreements

A PPA direct agreement sets out the offtaker’s acknowledgement of the
security interests granted by the project company to the lenders with
respect to the project company’s rights and interests under the PPA, and
the lenders’ rights to take remedial action (including taking over the
project) in a default situation. These rights are referred to as step-in

rights.

The direct agreement should be expected to include the provisions
described above, including notices to lenders, extended cure periods, step-
in rights, and the right to novate the PPA to a substitute entity to the
extent not already sufficiently covered in the PPA. The direct agreement
will be entered into by the offtaker, the project company, and the lenders,

and establishes a direct contractual relationship between the lenders and
the offtaker.

Whilst the primary obligation to obtain financing falls on the project
company, the offtaker is generally expected to agree to amend or clarify the
PPA as reasonably requested by the project company’s lenders. Ideally, such
amendments and clarifications are introduced prior to the signature of the
PPA by the project company and the offtaker. However, even if the PPA
has been signed, the offtaker can still be expected to agree to certain
amendments and clarifications to the PPA. The lenders may refuse to lend
if this is not done. Where the PPA has already been signed, such
modifications will either be incorporated by way of an amendment to the
PPA, or through the direct agreement.

87



Lenders

Loan
Agreement
|
Project Company —@— Offtaker

PPA

Direct agreements are similarly used between the lenders and the other
major project participants. For each project agreement, there may be
specific considerations to be addressed. Provisions that may be relevant for
direct agreements in other project agreements, but typically not the PPA,
include, amongst many other things: licensing rights, land issues, and the
supply of spare parts or raw materials.
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5.6. S ummary of Key Points

Project Finance & Bankability

Project finance: Type of financing in which sponsors/developers

invest equity and lend