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APEC Manual of Best Practice Principles for
Independent Power Producers

FOREWORD

The Genesis of this Document

n response to the urgent need to encourage and facilitate greater business

sector investment in power sector infrastructure projects in the region, APEC

Energy Ministers, at their inaugural meeting in Sydney in August 1996,
directed the APEC Energy Working Group (EWG) to implement, as a matter of
the highest priority, the work program of the Ad Hoc Business Forum on
Regional Cooperation for Power Infrastructure (the Business Forum). This
“Manual of Best Practice Principles for Independent Power Producers” (IPPs) is a
direct product of that work program.

The manual has been developed by the EWG in consultation with the
Business Forum, the Electricity Regulators' Forum and the consultancy team of
Norton Rose and Worley International Limited, who were contracted by the
EWG to prepare the comparative study and report Developing Transparent,
Efficient and Effective Procurement Processes for Power Infrastructure in APEC
Member Economies. This report was completed in May 1997 and forms the
main background material for this manual.

An APEC Best Practices Workshop for IPPs was held at the East-\West
Center in Honolulu, Hawaii on 23-24 April 1997, to discuss the consultants’
preliminary findings. The workshop was chaired by Dr Sippanondha Ketudat,
Senator and Chairman of the National Economic and Social Development Board
of Thailand, and attended by 90 participants from 14 APEC member economies
across the region. Workshop participants included senior representatives of the
business and financial sectors (including multilateral lending agencies), regula-
tors, members of the IPP industry, lawyers and advisers, and relevant
Government officials.

The Developing Role of IPPs

PPs have been a major source of new power generation capacity in many of

the developed market economies in the APEC region. Faced with serious

capacity and energy shortages that cannot be remedied from public
resources, many developing economies have also turned to private investors to
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expand electricity supply. In particular, this movement towards the use of IPPs
has met a large and immediate financing gap in developing member economies
by mobilising direct foreign investment in the power sector.

IPPs in developing economies have tapped new forms of financing in inter-
national capital markets. Properly structured IPP projects can also stimulate the
development of local capital markets and bring the discipline of the capital
market to support competition in the power sector.

Private sector involvement in the power sector has also led to impressive
construction and operational efficiency gains, and it has often been preceded by
reform programs addressing the structure and ownership of the power sector.

IPPs are not the only answer to power sector development needs in APEC
member economies but, handled correctly, they can undoubtedly make a major
contribution and are an attractive option for financing future investments in
power infrastructure. To date, a majority of IPPs have been developed in the
absence of predictable and transparent regulatory mechanisms - an approach
which has attracted a limited volume of capital to the sector. To increase invest-
ment in the sector, member economies will need to recognise that further devel-
opment towards competitive markets will take place over time.

Critical Success Factors

ased on the material submitted to the consultants and the comments

received at the Best Practices Workshop, the Workshop Chairman agreed

that these critical success factors are necessary for a successful IPP out-
come: transparenc y, predictability , reduction of risk and encour agement
of competition . Reduction of risk in this context means the elimination of
uncertainties and other factors which can unnecessarily increase the cost of IPP
development.

Of equal importance is the ability of IPPs to recover a reasonable whole-
sale price for the electricity generated, which is in turn dependent on the exis-
tence of a commercial pricing environment for retail as well as wholesale elec-
tricity supply.

Where these features have been incorporated into the institutional and
regulatory frameworks, procurement practices, power purchase agreements
(PPAs) and other agreements and financing arrangements, IPP programs have
had the following desirable features:

- Where conducted in a fully transparent environment, IPPs have pro-
moted open competition and thus encouraged lower cost development;

- Where projects have been soundly structured, most of the project
risks have been the responsibility of the private sector;



The private sector has provided wider access to capital markets, bet-
ter management skills, access to latest technology and generally
implemented projects faster than the public sector;

Project financing is "off" the government’s balance sheet, allowing
governments to allocate scarce resources to other priority areas such
as rural development, poverty alleviation, education and health; and

Governments have been able to benchmark existing public sector
units against comparable private sector operations, for example in
power generation. This is resulting in both IPPs and existing public
utilities improving their performance.

Encouraging Power Infrastructure Investment

he principles outlined in this manual are not intended as an attempt to
harmonise practices on IPPs throughout the region - that would not be
realistic. However, to the extent that principles of best practice are more

widely known and better understood, this document will help to address the
issue outlined by APEC Energy Ministers at their first meeting in Sydney in
August 1996. That is, the need to reduce business costs and create conditions
that efficiently allocate capital to the power infrastructure sector.

APEC Energy Ministers:

recognised that this manual provides guidelines for best practice in
IPP development,

endorsed the principles outlined,

encouraged APEC members to consider the application of these non-
binding principles in line with their own domestic policies.

Edmonton, Canada
27 August, 1997
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AGREED PRINCIPLES OF BEST PRACTICE FOR IPPs

PPs (Independent Power Producers) are defined here as typically limited-lia-

bility, investor-owned enterprises that generate electricity either for bulk sale

to an electric utility or for retail sale to industrial or other customers with
certain conditions (based on the World Bank definition).

The following agreed principles of best practice for IPPs are based on pre-
vailing regional and international best practice in terms of the regulatory, insti-
tutional and procedural arrangements for IPPs. They are structured around four
themes:

- institutional and regulatory structures;

- tender/bid processes and evaluation criteria;

- power purchase agreements and associated tariff structures; and
- financing and its implications.

As a general rule, each of the agreed principles reflect the critical success
factors considered necessary to underpin a successful IPP outcome: transparency,
predictability, reduction of risk and encouragement of competition.

The best practice features associated with each of the agreed principles are
explained in more detail in the Annex. The incidence of the best practice fea-
tures in APEC member economies was examined by the consultants in their
comparative study and the results included as an annex to their report.

Institutional and Regulatory Structures

1. Energy sector policies formulated to create a stable framework for power
sector development and to facilitate competition through options such as power
sector reform and restructuring, and the separation of generation and transmis-
sion functions.

Best practice features include:

- Established legislative framework
- Clear energy sector policies and framework for policy-making
- Separation between regulator and utility

- Separation between generation and natural monopoly transmission
functions

- Competitive market in electricity generation and energy supply

BEST PRACTICE PRINCIPLES
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- Complementary development of the transmission grid, including
through private investment

- Environmental and other public policy objectives incorporated and
made transparent to electricity sector participants

2. Reforms which lead to electricity utilities functioning as commercially
viable entities under a regulatory framework which ensures fair treatment
between the utility and private sector participants.

Best practice features include:

- A commercial environment with performance targets set for the pub-
licly owned utilities, commercial tariff policies in place and a competi-
tive and stable market in fuel supply

- Laws enabling foreign ownership and control of IPPs
3. Simplification of the approvals process for IPP projects and the underly-

ing regulatory framework in order to reduce uncertainties and delays - this
might involve handling the process through a coordinating agency.

Best practice features include:

- Consistent central and provincial government regulations and approval
processes

- Clear, published and transparent approvals process

- Independent regulation

Tender/Bid Processes and Evaluation Criteria

4. Procurement processes for IPP projects which form an integrated part of
energy sector development and reflect sound environmental policies to ensure
the identification of appropriate projects.

Best practice features include:
- Rules governing selection of projects matched to energy, industry and
environmental policies, as well as power development planning
- A diversified program of generation capacity expansion
5. Formulation and publication of procedures and objective evaluation cri-

teria for awarding power projects, which are designed to foster competition and
cost-effective development.



Best practice features include:

- Full bid information packages and standard documentation available
for bidding and negotiation

6. Competitive bid procedures implemented for selected projects to be
awarded to the private sector. (Recognising that alternative procedures, includ-
ing the consideration of unsolicited bids, may be appropriate in certain circum-
stances).

Best practice features include:

- Competitive bid process with published timetable and independent
scrutiny

7. Competitive bid procedures structured to include pre-qualification of
bidders and pre-bid conferences.

Best practice features include:
- Bid securities set at an appropriate level

8. Provision of detailed information in bid documents regarding the utility's
planning requirements and its analysis (for example, of avoided cost) in relation
to the projects being bid, so as to encourage genuine competition between bid-
ders.

Best practice features include:

- Utility's views indicated in bid documents

- Information available to bidders on preferred sites and technical para-
meters

Power Purchase Agreements (PPAs) and Associated Tariff Structures

O. Retail tariffs set to reflect the economic cost of supply as a foundation for
the commercial viability of power utilities, including IPPs.

Best practice features include:

- A commercial environment, exemplified by adequate tariff structures

- Wholesale electricity price used as the basis for negotiating PPAs,
rather than the rate of return on equity

10. PPAs incorporating mechanisms for allowing transition to competitive

BEST PRACTICE PRINCIPLES
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electricity markets. These mechanisms need to protect the financial integrity and
viability of the project, particularly once financial close is achieved.

Best practice features include:

- PPA tariff structure that promotes competition among generators (both
IPPs and utilities)

11. Allocation of risks under PPAs reflecting parties’ ability to manage risk
and the ability of markets to provide cover, for example insurance.

Best practice features include:

- Provision in the PPA, regulatory framework or government support
agreement of suitable allocation of risks associated with:

market risk / non-dispatch

- foreign exchange rate changes

- currency convertibility/availability and transferability
- changes in fuel prices

- costs due to change in law

- political risk

- PPA includes provision for payments on termination to cover debt/
equity/ return on equity

- Effective governing law

- Effective dispute resolution and enforcement mechanisms

Financing and its Implications

12. Clear regulatory, taxation and foreign exchange regimes established to
facilitate private investment in the power sector.

Best practice features include:

- Clear mechanisms for currency convertibility and remittances
- Accounting regime in place and financial information on power pur-
chaser and other parties available

13. Enforceable legal frameworks for creating security over project assets,
applied fairly to all participants.



Best practice features include:

- Licenses, approvals, the PPA and other documents include step-in
rights and right to assign (as security)

14. Improvement of credit standing of power purchasers to underpin the
bankability of IPPs.

Best practice features include:

- Project structure providing determined income stream

- Participation of developers with track record

- Availability of commercial insurance and political risk insurance

- If needed, availability of support from international lending agencies
15. Implementation of policies to encourage the development of domestic
capital markets and institutions and diversify the sources of domestic capital -

for example, pensions and insurance funds - available for equity investment in
electricity projects.

BEST PRACTICE PRINCIPLES
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ANNEX: FEATURES OF BEST PRACTICE FOR IPPs

Note: A fuller discussion and explanation of best practice principles, case studies
and an examination of features of actual practice in a number of member
economies are contained in the consultants’ report. Copies of this report can be
obtained from the APEC Secretariat.

Institutional and Regulatory Structures

1. Energy sector policies formulated to create a stable framework for power
sector development and to facilitate competition through options such as power
sector reform and restructuring, and the separation of generation and transmis-
sion functions.

Best Practice Feature Comments
= Established legislative frame- Investment in IPPs can proceed even before a
work predictable and transparent regulatory mecha-
nism is in place by providing for regulation in
= Clear energy sector policies and contractual documents. Nonetheless, basic prin-
framework for policy-making ciples do need to be established to create an

environment that will attract IPPs, including the
articulation of an unambiguous private power

policy.

While recognising that member economies have
different priorities and are not at the same stages
of development, it is suggested that legislative
and regulatory frameworks to encourage busi-
ness sector involvement in the power sector
should have the following characteristics:

= |egislation - the relationship between govern-
ment and the power industry embodied in a
published law or regulation

= regulations - establishing equal regulatory treat-
ment of the utility and the business sector

= regulatory bodies - separation of the regulatory
and commercial functions of public utilities

= autonomy and accountability - public utilities
run as autonomous businesses subject to perfor-
mance targets

= co-ordination - energy policy that is well-tested,
publicly stated and consistent with other sector
policies

= consistency - internal consistency among regu-
latory structures, for example, between provin-
cial and central government approvals proce-
dures

= transparency - clear processes for making regu-
lations and subject to independent review.

A NNTEJX
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Best Practice Feature

= Separation between regulator
and utility

= Separation between generation
and natural monopoly transmis-
sion functions

= Competitive market in electricity
generation and energy supply

= Complementary development of
the transmission grid, including
through private investment

= Environmental and other public
policy objectives incorporated and
made transparent to electricity sec-
tor participants

Comments

To help ensure predictability and consistency of
regulation and fair and equal treatment of IPPs
and utilities, independent regulatory agencies
could be established for the purpose of separat-
ing the regulatory and commercial functions of
utilities and the regulatory and policy functions of
the government. Alternatively, the same result
can be achieved through appropriate laws and
transparent and separate accounting.

In the last two decades the concept of
"unbundling" previously vertically integrated
power utility’s operations into separate genera-
tion, transmission, and distribution operations
has been adopted as a means of introducing
competition into as many elements of power sup-
ply operations as possible. This practice encour-
ages competition in the generation market and
can lead to significant efficiency gains for the
entire system.

However, investment in the generation market
alone will not be sufficient to meet the continuing
high rates of demand for electricity in many
APEC member economies. Complementary
development of the transmission grid and distrib-
ution system needs to be promoted as new gen-
eration comes on-line to avoid creating a “down-
stream” bottleneck to getting electricity to the
market. This can be facilitated by a consistent
and comprehensive energy sector policy frame-
work.

Consideration could also be given to the poten-
tial for interconnection of adjacent electricity
transmission grids across state and national bor-
ders and the development of power pools to
achieve operational efficiencies, conserve fuels
and improve environmental impacts. In view of
the potential benefits, there would be consider-
able merit for member economies in promoting
regional cooperation and interconnections of
electricity grids.

Best practices for environmental policy with
respect to the electricity sector include consistent
environmental standards developed through a
public participation process, fairly applied to all
sector participants, and placing energy efficiency
and conservation options on an equal basis with
supply-side options, such as through all-source
competitive bidding programs.

As electricity sector reform processes mature,
other options that deserve consideration include:
emission caps and tradable permits; developing
integrated resource planning procedures to sup-
port development of least cost resources consis-
tent with public policy requirements; and portfo-
lio standards for energy efficiency and renew-
able energy technologies.



2. Reforms which lead to electricity utilities functioning as commercially
viable entities under a regulatory framework which ensures fair treatment
between the utility and private sector participants.

Best Practice Feature

= A commercial environment with
performance targets set for the
publicly owned utilities, commer-
cial tariff policies in place and a
competitive and stable market in
fuel supply

< Laws enabling foreign owner-
ship and control of IPPs

Comments

Commercial in this context means, amongst other
things, a realistic retail pricing environment for
electricity and for fuel, and a sound operating
and financial structure on the part of the purchas-
ing utility.

A sound pricing environment enables IPPs to find
their natural and efficient place in the develop-
ment of the power sector whereas, when price
distortions are present, it can be expected either
that IPPs will be excluded or that there will be an
inefficient use of resources.

The lack of a “level playing field” can also be a
problem; IPPs cannot compete fairly unless, for
example, the players (the IPPs and the existing
state-owned utility) have equal access to sites
and fuel markets, equal access to system opera-
tion procedures, and equal treatment under the
tax regime and regulatory regimes.

A legal framework enabling foreign ownership
and control of IPPs reduces the perceived “coun-
try risk” assessment associated with private
power projects, hence reducing financing costs,
leading to improvements in the competitiveness
of the sector.

3. Simplification of the approvals process for IPP projects and the underly-
ing regulatory framework in order to reduce uncertainties and delays - this
might involve handling the process through a coordinating agency.

Best Practice Feature

= Consistent central and provincial
government regulations and
approval processes

Comments

Consistency of central and provincial government
regulations and approvals processes avoids
uncertainty, duplication of effort and costly nego-
tiation time, all of which can be critical to the
viability of a particular IPP project.

Also, the approvals processes in some member
economies would benefit from greater co-ordina-
tion and rationalisation. A “lead agency” or
“one-stop shop” procedure for obtaining the nec-
essary approvals can be helpful in this respect.

A NNTEJX
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Best Practice Feature Comments
= Clear, published and transparent There remains a need to publish clearly the per-
approvals process mits required for a power project, with details of

each of the relevant approving authorities and
the scope of its jurisdiction so that the project
developers have a reasonable chance to deter-
mine whether a proposal is likely to meet the
requirements for approval.

Consideration may be given to incorporating in
tender processes mechanisms for granting pre-
approvals of projects put out to bid, subject to
the winning bid meeting the published require-
ments for approval, thereby reducing risks of reg-
ulatory uncertainty/delay.

= Independent regulation A regulatory agency with statutory independence
from the government and the electricity utilities is
desirable in the longer term for ensuring the con-
sistent, fair and equal treatment of IPPs and utili-
ties.

Tender/Bid Processes and Evaluation Criteria

4. Procurement processes for IPP projects which form an integrated part of
energy sector development and reflect sound environmental policies to ensure
the identification of appropriate projects.

Best Practice Feature Comments

= Rules governing selection of pro- The selection criteria for IPP projects in the ten-
jects matched to energy, industry der/bid process should reflect the government’s
and environmental policies, as policies pertaining to the power sector and the
well as power development environment, and must be clearly spelled out in
planning the bid documentation. This will help ensure that

potential bidders know the “rules of the game”
before proposing specific projects which meet
these criteria.

In this way proposed projects are more likely to
contribute towards furthering the government’s
perceived development objectives.

= A diversified program of genera- An IPP should ideally be part of an overall
tion capacity expansion deregulation program and awarded in an open,
competitive market. Transparent bidding
processes will also help in the selection of the
least cost project option.

An ongoing dialogue with the business and
financial sectors should be maintained as the
program is implemented.



5. Formulation and publication of procedures and objective evaluation cri-
teria for awarding power projects, which are designed to foster competition and

cost-effective development.

Best Practice Feature

= Full bid information packages
and standard documentation
available for bidding and nego-
tiation

Comments

The package of bid documents should contain up
to date general information on investing in the
power sector in the relevant economy and
detailed description of the type of proposals
sought, with guidance to bidders on the informa-
tion they are to provide, the relative importance
attached to the various aspects of the proposal
and a clear description of the specific evaluation
criteria to be applied in assessing the bids. Price
should be only one of several evaluation criteria.

The package would also contain a model PPA
(power purchase agreement), indicating the utili-
ty’s preferred position with respect to the alloca-
tion of risks between the utility and the IPP. It is
helpful to foreign investors if the documentation in
bid packages is available in English as well as
the local language.

The adoption of standard model documents
serves several useful functions, as it promotes con-
sistency of procedure and understanding of the
government’s and/or the utility's desired position,
and aids the creation of a level playing field by
reference to which bidders may be assessed - the
extent of their proposed amendments to the docu-
ments being one of the evaluation criteria.

The evaluation process would benefit from stream-
lining (as well as the permitting process referred
to at principle 3 above). Evaluation by experi-
enced and professional personnel encourages
greater market confidence in the process.

6. Implementation of competitive bid procedures for selected projects to be
awarded to the private sector (recognising that alternative procedures, including
the consideration of unsolicited bids, may be appropriate in certain circum-

stances).

Best Practice Feature

= Competitive bid process with
published timetable and inde-
pendent scrutiny

Comments

There is clear evidence to show that competitive
bid processes can result in lower prices in certain
member economies. Other advantages include the
greater transparency of the procedure, and the
ability of the government to be able to demonstrate
convincingly that it has procured power at the low-
est obtainable cost and on the best possible terms.

Procurement procedures should, nonetheless, recog-
nise the particular circumstances of the member
economy and its stage within the reform process.

A NNTEJX
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7. Competitive bid procedures structured to include pre-qualification of
bidders and pre-bid conferences.

Best Practice Feature Comments

= Bid securities set at an appropri-
ate level

8. Provision of detailed information in bid documents regarding the utility's
planning requirements and its analysis (for example, of avoided cost) in relation
to the projects being bid, so as to encourage genuine competition between bid-
ders.

Best Practice Feature Comments
= Utility's views indicated in bid There is a range of possibilities open to utilities
documents which have decided to opt for a competitive ten-
der process and are drawing up their request
= Information available to bidders for proposals (RFP). In a completely open tender,
on preferred sites and technical bidders will be asked to propose megawatts to
parameters add to the system, and will be relatively free to

make their own decisions as to site location,
technology, fuel, plant size, plant availability
and other elements.

At the other extreme, in a specific tender, bid-
ders will be asked to propose a plant that has
been determined as a step in the utility's expan-
sion plan, and may be constrained by the utili-
ty's specification of all or any of the project ele-
ments - size, fuel, site, load factor, tariff profile
and so on.

Although an open tender will maximise opportu-
nities for the utility to benefit from the ability of
the private sector to derive its own solutions,
more often than not it seems that some level of
restriction is advantageous. A more restricted
tender will focus bidders on specific proposals,
which will fit in with the utility's strategic plan,
and will offer the utility an opportunity to pro-
vide site-specific and fuel-specific detail to bid-
ders, resulting in a situation where the same
detailed information is available to all players.
This is fairer and has the added benefit of result-
ing in more competition as bidders will be able
to cost their proposals more effectively with
more information which can be factored into
their respective bids.

An additional benefit of a more restricted tender
is that it may enable governments to put
approvals in place so as to clear projects in
advance, thus offering a complete “package” to
bidders and improving the project’s viability.



Power Purchase Agreements (PPAs) and Associated Tariff Structures

O. Retail tariffs set to reflect the economic cost of supply as a foundation for
the commercial viability of power utilities, including IPPs.

Best Practice Feature Comments

< A commercial environment, One of the critical enabling factors for IPPs is the
exemplified by adequate tariff ability to recover a reasonable wholesale price for
structures the electricity generated. However, the fixing of a

reasonable wholesale price requires in turn that a
commercial pricing environment exists, including
for retail electricity supply. Without this, the public
sector utility purchasing the power from the IPP will
not be commercially viable.

As stressed by the World Bank, tariffs should be
determined by two basic principles: they should
reflect the economic costs of supply and should be
set so as to make power utilities financially viable.

To achieve the above obijectives, the agreed tariff
structure also needs to minimise cross-subsidies
and, where they exist, make them transparent.

= Wholesale electricity price used
as the basis for negotiating
PPAs, rather than the rate of
return on equity

10. PPAs incorporating mechanisms for allowing transition to competitive
electricity markets. These mechanisms need to protect the financial integrity
and viability of the project, particularly once financial close is achieved.

Best Practice Feature Comments

= PPA tariff structure that promotes The conventional tariff structure under a PPA is
competition among generators somewhat rigid, in the sense that it “locks in”
(both IPPs and utilities) assumptions about funding costs and other fixed

costs which may (indeed, can be expected to)
change over the life of the contract, which can
be as long as 30 years. Tariffs should be struc-
tured to reward the IPP for operational efficien-
cies and share the benefits that result from lower
financing costs and risk reduction methods.

No single tariff structure is preferable for all pro-
jects, although the two part tariff (ie. comprising
a capacity charge and an energy charge) better
enables the utility to operate a “merit order” dis-
patch system, meeting load at the lowest cost by
bringing generation plant on stream in order of
marginal cost. The form of tariff chosen should
ensure that the plant is operated as far as possi-
ble in its correct merit order, thus encouraging
competition amongst generators.
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Some economies, including examples within
APEC, such as the State of Victoria in Australia,
operate a competitive wholesale pool whereby
generators bid against each other and so deter-
mine prices. The bids will establish the dispatch
merit order, and the energy price established in
the spot market will be determined by the bid of
the marginal generator dispatched in each half
hour.

11. Allocation of risks under PPAs reflecting parties’ ability to manage risk
and the ability of markets to provide cover, for example insurance.

Best Practice Feature

= Provision in the PPA, regulatory
framework or government sup-
port agreement of suitable allo-
cation of risks associated with:

- market risk/non-dispatch

- foreign exchange rate
changes

- currency convertibility/avail-
ability and transferability

- changes in fuel prices
- costs due to change in law

- political risk

Comments

Market risk/non-dispatch

If the market price of electricity shifts during the
life of the PPA, the IPP will continue to receive the
price set out under the PPA. This will provide the
determined income stream from which to meet
debt financing costs. Above this point, the IPP
should be able to accept some market risk. From
the power purchaser’s perspective (and that of
participants in general, interested in fostering an
open and competitive market) , there is a case
for saying that the PPA should incorporate a
mechanism for anticipating changes to a more
open and competitive market structure, although
the added complexity this may introduce into
negotiations needs to be recognised as a poten-
tial obstacle to this approach.

Foreign exchange rate changes; currency con-
vertibility/availability and transferability

IPPs may involve foreign currency exposure in
the construction phase, because of the need to
import technology, and during the operation
phase in relation to fuel costs because fuel will
be imported or, even if supplied from an indige-
nous source, the fuel may be priced by reference
to US dollar prices on the global market. The
financing of IPPs may involve foreign currency
debt where the local market has not the depth of
international markets or where interest rates or
debt tenors may be unattractive.

There will be a foreign exchange risk where the
debt servicing (and other payment obligations
under the project contracts) is in foreign currency
but the payments to the IPP under the PPA are in
local currency. Where this foreign exchange
mismatch occurs, the investor and developer will
seek to pass through the foreign exchange risk to
the offtaker under the PPA, with provision for tar-
iff adjustment. An alternative is partial adjust-
ment of the tariff under the PPA within a specified
band, so that the risk is partially passed through
and shared by the IPP and offtaker.



Changes in fuel prices

The basic position usually is that fuel is a “pass
through”, although the energy charge may not
reflect the actual fuel cost incurred by the IPP, if
the PPA is constructed assuming a given efficien-
cy (which may be adjusted for degradation), in
which case the IPP assumes the risk of over or
under performance. The risk of fuel supply fail-
ure requires consistency between the provisions
in the fuel supply agreement and the PPA. A util-
ity will be unwilling to pay for availability to an
IPP unable to generate because of fuel supply
interruption, and mechanisms are necessary to
bridge this gap, for example, facilities for the
plant to operate on back up supplies or alterna-
tive fuel when the primary fuel supply is inter-
rupted.

Absence of a competitive market in fuel supply
may result in a monopoly supplier not accepting
seller’s liability. The consequence is that the risk
of paying the higher cost of secondary fuel if
the primary fuel supply is interrupted is passed
through to the utility, which results in higher cost
to consumers.

Costs due to change in law

If there is a change in applicable licensing or
environmental requirements or change in the
regulation governing the operating procedures
of the plant (for example, through the introduc-
tion of a grid code), which would adjust the
IPP’s costs of producing power, the price under
the PPA is adjusted (subject to any negotiated
minimum amounts or exceptions).

Political risk

Political risk (force majeure) clauses will usually
provide cover against expropriation. The
degree to which risks of political instability such
as war, terrorism or riot are passed through to
the power purchaser will vary. The force
majeure clause will commonly excuse perfor-
mance of the contract if a change in law or reg-
ulation makes it impossible to fulfill, or if the IPP
is subjected to arbitrary or unilateral government
action, such as revocation of licences or permits.
The extent to which force majeure risks general-
ly are allocated under the project contracts will
be a matter for commercial negotiation, and
insurance will play an important role.

It may be possible for the PPA to be extended
where construction of the power plant is
delayed or operations are subsequently inter-
rupted by force majeure.
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Best Practice Feature

= PPA includes provision for pay-
ments on termination to cover
debt/ equity/ return on equity

= Effective governing law

= Effective dispute resolution and
enforcement mechanisms

Comments

Termination rights are a significant ingredient of a
PPA’s protection against regulatory risk. Some
economies have imposed a regulatory obligation
on the utility to buy power within pre-defined para-
meters, placing power projects in a strong position.
Others involve a centralized power procurement
agency which runs mandatory tendering process-
es, which also tend to weaken the monopoly
buyer’s bargaining position. However, in most
developing markets there is no such obligation and
the host utility is in practice in a very strong bar-
gaining position.

The level of termination and expiry payments is ulti-
mately critical in defining the degree of protection
the PPA gives against regulatory and other risks.

The protection of lenders is a major feature of ter-
mination payment structures. Some power pur-
chasers rightly point out that this structure protects
lenders not just against regulatory risks, but also
against the risk of non-performance by the project
and for that reason there is sometimes a deduction
from the debt floor on any termination payments.

The treatment of equity and equity returns on termi-
nation varies considerably and may not necessarily
protect equity return in full.

As an alternative to local law, English law and
New York law are often chosen for the documen-
tation for business sector / private investment in
power projects, even in cases where none of the
participants in the project is based in the relevant
jurisdiction. The added certainty of applying a
well developed body of law relating to contracts is
usually the primary reason for choosing such a
governing law.

Another reason is the availability of legal expertise
qualified to advise on the meaning of complex
documents under these laws. Internationally
applied legal systems such as English law also
enable parties from differing jurisdictions to agree
on a "neutral" system of law, thereby avoiding
one or other party seeming to be favoured by
choice of its local law to govern the relevant pro-
ject contracts.

A related aspect of the legal structure of a PPA is
the mechanism for resolution of dispute enforce-
ment procedures. Again, in projects involving
cross border participation, the desire to avoid one
or other party being favoured by the choice of
forum may result in an international centre being
chosen. Singapore, for example, offers a well
developed structure for conducting arbitration dis-
putes. The absence of rules under local law for
recognition of judgments by foreign courts / arbi-
tration centres is an impediment to adoption of the
above approach and may, therefore, add to the
perceived regulatory risks attaching to a project.



Financing and its Implications

12. Clear regulatory, taxation and foreign exchange regimes established to
facilitate private investment in the power sector.

Best Practice Feature Comments
= Clear mechanisms for currency Without the ability to convert local revenues into
convertibility and remittances foreign currency (in which the project company

may be required to pay its lenders and suppli-

ers), a project may not be able to be financed.
Currency devaluations equally may result in the
project being unable to meet its finance obliga-
tions.

Currency availability and transferability can also
be an issue: convertibility does not necessarily
imply transferability in some economies.
Therefore these aspects may also need to be con-

sidered.
= Accounting regime in place and In a project finance transaction for a power
financial information on power plant, lenders (as well as developers) will take a
purchaser and other parties keen interest in the terms of the project contracts
available and the financial standing and guarantees pro-
vided by the counter-parties to such project con-
tracts.

Lenders will need to ensure that the power plant
has the benefit of the necessary project contracts,
entered into by the project company with parties
of significant financial standing, reputation and
technical expertise.

13. Enforceable legal frameworks for creating security over project assets,
applied fairly to all participants.

Best Practice Feature Comments

= Licences, approvals, the PPA Where step-in rights are granted, lenders will
and other documents include need to be aware that, in practice, the exercise
step-in rights and right to assign of such rights may be extremely difficult if (as is
(as security) usually the case) the licence granted by the gov-

ernment to the project company to operate the
power plant is not capable of being transferred
to the lenders or their appointee without the gov-
ernment's consent. Nonetheless, the terms under
which the licence is issued will be carefully con-
sidered by lenders, especially the power of revo-
cation or refusal to renew (if the licence is issued
for a limited period of time). Lenders may seek to
have their position recognised by the licensor, so
that they are advised in advance of any propos-
al to modify or revoke the licence, and given an
opportunity to remedy the cause for the pro-
posed action on the part of the licensor.
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In each case, lenders need to be aware of the
limitations of their security and to ensure that
their security is structured so that it is as effective
as possible within the constraints of the particular
legal system.

14. Improvement of credit standing of power purchasers to underpin the

bankability of IPPs.

Best Practice Feature

= Project structure providing deter-
mined income stream

Comments

Lenders require a contractual structure which
assures them that income will be generated from
the project. In a private power project, the sale
of power provides the revenue to meet the
financing and other costs and return on invest-
ment, and the PPA is the central contract under
which the risks of the project are allocated. For
this reason, the PPA will be of fundamental
importance to the lenders as well as to the devel-
opers. Important matters will include:

= the term of the agreement - from the lenders'
perspective, this should be at least the life of
the loan

= responsibilities of the parties during construc-
tion of the power plant, for example in relation
to the construction of new transmission lines
and connection of the power plant to the elec-
tricity grid

= the basis upon which electricity is to be sold,
for example by reference to availability of the
power plant to generate electricity (whether or
not it actually does so); or by reference to a
minimum off-take amount (under which the
power purchaser will be liable to pay specified
liquidated damages if it fails to purchase a
minimum amount of electricity)

= the pricing formula and how this addresses the
need to recover the power plant's fixed and
variable costs

= the basis upon which penalties will be payable
or other remedies arise in favour of the power
purchaser, in the event of failure by the power
plant to generate electricity as required under
the PPA. Lenders will be concerned to ensure
that penalties are not punitive (for example,
because they are not cost based) and that the
power purchaser's remedies will not prejudice
their security rights over the project

= what the financial position of the project com-
pany will be if an event of force majeure
occurs either during the construction or opera-
tion of the power project.



Best Practice Feature

= Participation of developers with
track record

= Availability of commercial insur-
ance and political risk insurance

Comments

A developer's ability to take a project to finan-
cial close, at which point the financing arranged
for the project becomes available, is crucial.
Lenders will, as part of their evaluation of the
viability of a project, attach weight to the devel-
oper's financial strength and past experience in
the development and financing of projects of a
similar size and technology.

Since the viability of a project will depend on the
matrix of relationships involved between not only
the power purchaser and the project company
but the counter-parties to the other project agree-
ments, financiers will assess the standing of these
other participants by the same criteria as the
main developers.

Once the analysis of project risks has been
undertaken, the lenders will require appropriate
insurances to be put in place with reputable
insurers. For a power plant, the major insur-
ances would usually be:

= contractor's all risks
« third party liability

= advance loss of profits (covering losses due to
delay in completion of the power plant due to
certain risks)

= marine cargo
= workmen's compensation

= (possibly) business interruption (covering loss
of revenue incurred as a result of interruptions
owing to certain risks after completion of the
power plant)

The ability to obtain insurance can be crucial to
financing. In major infrastructure projects
where insurances are taken out with local insur-
ance companies, lenders often require reinsur-
ance of a substantial part of the insurance
cover to be taken out with international reinsur-
ers. Export credit agencies ("ECAs") and other
lenders place importance on having a direct
right to claim under the reinsurance policies in
certain circumstances, bypassing the insurer.
Thus, the willingness of local insurers such as
The People's Insurance Company of China to
grant an assignment of their rights under the
insurance policies in favour of the lenders may
be critical to financing.
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Best Practice Feature Comments
« If needed, support from interna- The range of financing options available to a
tional lending agencies project in a developing economy may be

enhanced if the project can attract support from
ECAs or multilateral lending agencies, whose
role is to promote development. This support
may be in the form of some kind of political risk
cover for commercial lenders, although the par-
ticipation of international government lending
agencies may of itself give confidence to com-
mercial lenders. For example, in Indonesia, the
support of ECAs which undertook non-guaran-
teed project risks was considered to be a signif-
icant factor in bolstering the position of com-
mercial banks in the Paiton project.

15. Implementation of policies to encourage the development of domestic
capital markets and institutions and diversify the sources of domestic capital -
for example, pensions and insurance funds - available for equity investment in
electricity projects.
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