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Terms

Apphcant The private party (individual, corporation, partnership, or consortium) submutting a proposal to
develop a private power project

Basis Point The smallest measure in quoting yields on bonds and notes, equal to one one-hundredth of one
percent, or 0 01 percent

Borrower His Majesty’s Government of Nepal

Build-Own-Operate or Build-Own-Operate-Transfer Two schemes used to formulate private power
projects These arrangements involve the formation of a private company or jomnt venture bemg set up to plan,
finance on a limited recourse basis, design, construct, operate power developments, and, at the end of a specified
pomt 1n tume, transfer the asset to the public sector

Debt Service Periodic payment of principal and mterest on loans, bonds, or fixed/floating rate notes

Devaluation A government action to reduce the purchasing power or value of local currency agamst convertible
currencies

Dollars Mean dollars i the currency of the United States of America

Due Diligence Entails the responsibility of an individual to act in a prudent manner 1n evaluating credit
applications, n essence, using the same degree of care that an ordmary person would use n making the same
analysis Due diligence would be conducted by either the Fund Administrator itself or by specialists and would
look mto the Project Company’s background, its financial rehiability and the mtended use of the proceeds of the
loan to be recerved from the Power Development Fund to ensure, to the best degree possible, that recommended
mvestment does not go sour

Fiduciary A person, company, or association holding assets 1n trust for a beneficiary The fiduciary 1s charged
with the responsibility of mvestment money wisely for the beneficiary’s benefit

Fimancial Closing Occurs when all the conditions of lenders and mvestors have been met, and financing
disbursements can take place

Fund Account Refers to the account established by the Borrower with the Nepal Rastra Bank The Fund

Account will serve as the instrument of custody for donor funds recerved from HMGN for the power sector and
therr management

Funding Agencies Refer to the International Development Association and such other international funding
agencies parties to the Power Development Fund

Funding Agreements The agreements between the Borrower and the Funding Agencies

Host Country The country i which the private power project 1s taking place
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Implementation Agreements Project-specific agreements that provide government assurances and guarantees
to private power producers requured for successful project development and allocation of risk

Independent Power Producers Private power producers who have developed power plants, typically on a
project finance basis, to sell power to an existing utihity or directly to distributors or large consumers

Indexed Tariff An adjusted tanff, based on a varable such as mnterest rates (local or foreign), exchange rate

Interest Rate Swap Interest rate swaps are contracts that allow a debt 1ssuer to “swap” the mnterest rate 1t
currently pays on an outstanding debt issue  For mnstance, an 1ssuer with variable rate debt outstanding may want
to lock n a fixed rate of interest To do this, the 1ssuer enters into a floating-to-fixed swap whereby the 1ssuers
will now pay a fixed mterest rate  The counterparty to this swap 1s then obligated to pay a floating rate of interest
as determined by a benchmark such as LIBOR  Neither the principal nor the actual interest payments change
hands Instead, the net difference between the two interest rates 1s determmed — monthly, semiannually, or
annually — and 1s paid by the party whose payment obligation exceeds that of the other

Investment Commuttee The committee appomted by the Borrower and constituted by virtue of Annex A of the
Administration Agreement

Investment Enterprise A legal entity established i accordance with the laws of Nepal having not less than
majority private ownershup of its voting stock and with effective private control of the entity

Investment Project A specific development project to be carried out by an Investment Enterprise utilizing the
proceeds of a sub loan

Investors Individuals, groups, or companies that mvest cash in a private power developer, group, or company

Lenders Commercial banks or other lending institutions that provide loans for investors or directly to a private
power developer company for the purposes of developing and building a power plant

Lending Policies  The policies set out in Annex B of the Admimstration Agreement, as amended from time to
time by agreement between the Borrower and the International Development Association

LIBOR Key rate m mternational bank lending LIBOR 1s the rate at which major banks mn London are willing
to lend Eurodollars to each other It 1s used to determune the interest rate charged to creditworthy borrowers

LIBOR rates, based on daily quotes at 11 AM (London time) from five major London banks, are fixed rates
quoted for specific maturities  The lending rate m the Euro-markets (LIBOR) 1s quoted for the U S dollar and
other Eurocurrencies, generally for fixed-term borrowings, such as three months, six months, and so on

Limited Recourse Financmg A lending arrangement under which repayment of a loan and recourse i the
event of a default relies mainly on the project’s cash flow

Liqudated Damages Provisions Specific amounts, with a cap, a construction contractor 1s obligated to pay
the project company mn case of nonperformance or schedule delays

Acres/USAID Private Electricity Project Terms-2
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Loan Documentation Means 1n respect of any sub loan agreements between the Borrower and the Investment
Enterprise or between the Borrower and a Participating Credit Institution or between the Borrower and any other
person concerning the terms and conditions on which the sub loan 1s made, including any agreement for granting
of security or the 1ssuance of a guarantee or other form of credit enhancement

Operating Account  The account funded out of PDF fees and service charges and a pre-determned share of
the mterest spread income These resources will be used for meeting the cost of setting up the PDF mcluding
management expenses, legal, techmcal, environmental and financial appraisal of project, negotiations of
placement agreements, and other work related to project promotion and development activities

Pari Pasu From the Latin meamng with equal pace, speed or progress Such a clause m a loan agreement
precludes subordination of the loan to other debt

Partiapating Credit Institution A financial nstitution carrying on business in Nepal and approved to access
PDF funds by the Investment Commuttee to be used for the co-financing of Investment Projects m order to
leverage local resources

Performance Bonds Guarantees purchased by the project developer i1ssued by commercial banhs or msurance
companies for an entity to guarantee full and successful implementation of a contract according to prespecified
performance guidelines

Power Purchase Agreement (PPA) Established the power sales obligations between the private producer and
the power purchaser and 1dentifies the type of transaction (e g , BOO or BOOT)

Power Development Fund (PDF) The component of the World Bank’s Power Development Project for Nepal
which will provide long-term debt financing for power projects to overcome (1) the lack of sufficient debt
financing for power projects, (1) the madequate maturity of available debt financing, and (1) the need to provide
comfort to private mvestors wishing to become mvolved in “first time” projects The PD component will be
funded by contributions from the International Development Association and other official financing sources
These funds, together with reflows of debt service payments made by borrowers will for the PD  The funds will
be held in an account established with the Nepal Rastra Bank The PD will at all times be owned by His
Mayesty’s Government of Nepal and operated by a PD Admuinistrator under an Administration Agreement The
PD will be available for partially financing elhigible projects which have fulfilled the necessary licensing
requirements of the Electnicity Development Center in the Mimistry of Water Development, including a clearance
from the Mimstry of Population and Environment The PD will not be a major provider of funds for any one
project, but 1t will co-finance projects with international and domestic lenders, including commercial banks,
mvestment funds, export credit agencies and other official sources The aim will be to maximize the inflow of
private capital

Power Purchaser The entity purchasig power from a private power developer Usually, the public utility of
the host country 1s the power purchaser

Private Power Developer An mdividual, group, or company that develops power plants on a private basis to
own, operate, lease, and/or transfer

Project Company The special-purpose entity that assumes legal and financial responsibihity for construction
and operation of the project Recourse 1s limited to the project company (See Investment Enterprise)
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Project Proposal A proposal made to the Fund Admumstrator for an Investment Project
Proposal A written offer, based on the covenants, terms, and conditions as contamed m the RFP

Rate of Return Percentage of return on equity that developers expect from a project

Request for Proposal (RFP) Issued by a utility or government to solicit bids for a project It contams,
collectively, covenants, terms, and conditions ncluding information for apphicants, instructions to applicants,
performance specification, draft Implementation Agreement, and draft Power Purchase Agreement

Special Drawing Rights (SDR) This accounting entry, though not backed by paper money or precious metal,
serves as an international reserve asset  The SDR 1s made up from a basket of major currencies, the U S dollar

value of SDRs 1s computed daily by multiplying these currencies by their U S dollar exchange rate i London,
and adding US$0 54

Sub-Loan A loan made or proposed to be made by the Borrower out of the proceeds of the IDA credit for an
Investment Project

Tariff Rates charged for the energy, capacity, and muscellaneous services included i the PPA
Tax Hohdays Exemptions from some or all taxes for a specified period

Turnkey Contract A contract given by the project developer to a prime contractor who will be responsible
for the design and implementation of a project from start to finish, and who will provide a completed, operational
project on a stipulated date, on a lump-sum basis
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PDF
HMGN
IDA
IBRD
EDC
MOWR
MOPE
BOO
BOOT
LIBOR
SDR

FI

PCI
PSAAU
M/PSAAU
SP

LOI
PAL
PA
EPC
PPA
O&MA
LC

EA
LCA

Abbreviations and Acronyms

Power Development Fund

His Majesty’s Government of Nepal
International Development Association
International Bank for Reconstruction and Development (World Bank)
Electricity Development Center

Minstry of Water Resources

Minstry of Population and Environment
Buwld-Own-Operate
Build-Own-Operate-Transfer

London Interbank Offered Rate

Special Drawing Rights

Financial Institution

Particrpating Credit Institution

Power Sector Account Admimstrative Umt
Manager, Power Sector Account Adminstrative Unit
Secunity Package

Letter of Intent

Prelimmary Acceptance Letter

Project (Implementation) Agreement
Engineermng, Procurement, Construction Contract
Power Purchase Agreement

Operation and Maintenance Agreement

Letter of Credit

Escrow Agreement

Land Conveyance Agreement
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1  Power Development Fund Objectives,
Design and Organization

11 Objectives

The International Development Association (IDA), part of the World Bank Group, will provide a credit to His
Mayjesty’s Government of Nepal (HMGN) which will comprise the mitial capitalization for a Power Development
Fund (PDF) to be owned by HMGN  The PDF will supplement private and other public financing available for
the development of Nepal’s power sector to meet the domestic demand for electricity and to export power where
possible and justified It will provide long-term debt financing for power projects and contribute to the
acceleration of the hydroelectric power development n the country by (1) supplementing the existing debt
financmg for power projects, (11) enhancing the overall maturity of available debt financing, and (1) providing
additional comfort to private mvestors wishing to become mvolved mn “first tune” power projects Given the
thinness of the commercial debt market in Nepal which impedes the development of private projects financed on
a lmuted recourse basis, the PDF will allow potential investors to access long-term financing thereby offering the
private sector the opportunity to invest i and own, operate and maintain new power facilities Only projects
which have fulfilled the necessary licensmg requirements of the Electricity Development Center (EDC) within
the Mmustry of Water Resources (MOWR), and which have recerved clearances from the Ministry of Population
and Environment, will be allowed to make financing proposals to the PDF

The PDF will imtially be a pooled fund contributed to by IDA with the ability to solicit official financing sources,
together with reflows of debt service payments made by borrowers It will comprise balances held in an account
estabhshed with the Nepal Rastra Bank and loans made under this faciity The PDF wall not be a major provider
of funds for any project, rather 1t will co-finance projects with international and domestic lenders, mcluding
commercial banks, mvestment funds, export credit agencies, the International Finance Corporation, and other
multilateral mnstitutions  The aim of the PDF will be to act as a catalyst to maximize the inflow of private capital

12 Design

The basic rational for the design of the PDF as delineated below stems from the need to make sound mvestment
decisions once the PDF begimns to receive financing proposals from sponsors of commercially viable power
projects to fill their financing gaps  As such, 1t 1s imperative that the executing entity charged with making these
decisions (1) has the necessary mandate to make loans to eligible borrowers, (1) operates on a commercial basis,
(1) 1s percerved as efficient, fair and transparent, and (1v) encourages international standards and competition

The proposed orgamizational arrangements for the PDF contained herem have evolved mn line with these
principles The admunistration and management of the PDF would be orgamzed so as to make placement

decisions 1n an autonomous and transparent manner with adequate mmformation and on the basis of sound
evaluation criteria

13 Design Options Considered for
the Power Development Fund

The PDF design process imtially exammned the viability of creating various new mstitutions, mcluding a “Power
Development Company” and a “Power Development Board”, to adminster the Power Development Fund Three
options were considered for creating such an wnstitution by means of the Compames Act, by way of the

Acres/USAID Private Electricity Project 1.1
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Development Board Act, and through a statutory act of parbament After considerable internal discussions within
HMGN, it was decided that government policy precludes the estabhishment of a Power Development Company
as yet another government-owned company with certan special privileges under the new Companies Act  The
formation of a new Power Development Board under the Development Board Act to admimster the PDF outside
of the framework of the private financial sector was also rejected due to the critical requirement that the mstitution
charged with PDF management, and responsible for making loan decisions, operates on commercial principles
and be perceived as far and transparent  The 1dea of creating an entity to admunister the PDF by a statutory act
of Parliament was also dismissed due to the long time horizon required for the passage of such an act

The PDF must be tailored to support a selected program of private sector investment that would, inter alia, act
as a catalyst for mobilizing long-term resources mn the capital markets The PDF 1s being imtiated at the
beginning of a transition period when private sector operations are being mtroduced 1nto a heretofore public
sector managed and controlled activity Thus, the PDF, through the entity charged with 1ts management, would
be able to influence the process of private investment Therefore, admimstration of the fund by a public entity
would not provide the confidence sought by the mternational financial community regarding the transparency of
the PDF lending process 1n general, and the competence of the team engaged n project evaluation and financial
nisk assessment m particular Furthermore, two key lessons learned from Pakistan’s experience with its Private
Sector Energy Development Fund support the appomtment of a private mstitution to admimster the PDF first,
the financing agency needs to be independent and apply sound commercial criteria, and secondly, 1t 1s essential
to engage high caliber financial, legal and technical talent for the evaluation and negotiation of the projects to be
funded

The design process also examined the viability of placing the financing facility i an existmg financial mstitution,
but its sheer size and impact were seen as potential problems The size of the facility and the average loan size
envisaged would have meant that the reposttory financial mnstitution would violate single borrowing and capital
adequacy requrements For this reason, 1t was determuned that the Fund Admunstrator’s functions would be
carned out by an internal, but independent, unit established within an existing financial institution

14 Structure and Governance of the
Power Development Fund

In light of the aforementioned factors, the optimal operational structure for the PDF should be one based on a
privately run, autonomous mstitution model A Fund Admunstrator, chosen by competitive bidding from local
financial mstitutions (FI), would serve in an advisory role to a PDF Investment Commuttee The final decision
regarding project funding would be vested with the Investment Commuttee and will be made in accordance with
a strict set of PDF policies and operating criteria following IDA gwdelines The Investment Commuttee would
have the mandate to (1) review and approve PDF mvolvement in solicited or unsolicited bids, (1) certify local
financial mstitutions as Participating Credit Institutions, () review and approve proposals for loans n
accordance with the recommendation of the Fund Admimistrator, (1v) momtor the performance of the Fund
Admmmstrator to ensure comphance at all times with the PDF’s Investment Policy, (v) review and approve
quarterly and other reports submutted by the Fund Administrator, (vi) review the books and records of the PDF
maintamed by the Fund Admmustrator, and (vi) keep HMGN appraised as to the operations of the PDF and make
recommendations to HMGN concerning the renewal or termiation of the Administration Agreement

The Fund Adminustrator would have the mandate to (1) negotiate the terms of loans approved by the PDF
Investment Commuttee, (1) operate the PDF account, (11) monitor borrower performance under loans from the
PDF, (1v) handle debt service collections, (v) mantain the books of account of the PDF, and (v1) provide periodic

Acres/USAID Private Electricity Project 1-2
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reports to the Investment Commuttee, HMGN and IDA  Following approval by the Investment Commttee, 1t
would enter mnto a project loan agreement with, and make funds available to Investment Enterpnises and local
financial nstitutions (see Section 5 2) Funds designated for use as financial mstruments for the power sector
and their repayments would be mamntaned n an account with the Nepal Rastra Bank styled as the “Power Sector
Account” This account will be separate and distinct from the Investment Commuttee’s and the Fund
Admimstrator’s “Power Development Fund Operating Account” which would be established only for meeting
day-to-day operating requirements

15 Operating Procedures of the
Power Development Fund

The Fund Admunstrator’s functions would be carmied out by an mternal, but independent, unit established within
an existing financial mstitution, styled as the “Power Sector Account Adminstrative Unit” (PSAAU) The
PSAAU would be staffed largely by existing personnel from within the chosen financial institution These
personnel would be managed by a part-time Semor Project Finance Specialist and supported by short-term
wvestment advisors and consultants deemed necessary to assist in economic, financial, legal and technical aspects
of project evaluation and financial risk assessment Loan disbursements, accounting and debt service collections
would be handled by the accounting and financial management expertise within the PSAAU’s financial
institution Loan processing would be carned out by the PSAAU manager and his/her staff under the overall
direction and control of the PDF Investment Commuttee The Investment Commuttee would approve projects for
financing only after ensuring that they are economucally, financially and techmcally viable and environmentally
acceptable It would therefore be incumbent upon the PSAAU to thoroughly conduct these viability tests while
screening potential projects to enable the Investment Commuttee to 1ssue Letters of Intent (LOT) which, besides
forming the basis for project financing, implies conformity with all official Nepalese and IDA criteria  The
financial structure and operations of the Power Development Fund, the Investment Commuttee and the Power
Sector Account Administrative Unit are described below in Section 4

The duties of the Fund Admimstrator would be set forth in an Administration Agreement between HMGN and
the Adminstrator Thus agreement will define the rights and obligations of both parties and the lending policies
of the PDF and would be renewable every five (5) years by mutual agreement (see Section 3 4)

16 Project Cycle

Projects eligible for PDF funding would imtially focus on hydropower generation facilities to be implemented
by Investment Enterpnises (1 €, project companies or sponsors) through limuted recourse financing The general
stages through which such projects will typically progress and iterate include the followmng A more detailed
listing of these stages 1s delineated m Section 5 1

» Investment Enterprise submits loan application to Fund Admistrator

Fund Adminstrator 1ssues Letter of Intent (LOT) to the Investment Enterprise

Project appraisal conducted by Fund Admumstrator to determine economic feastbility

Fund Administrator submits recommendations to Investment Commuttee

Investment Commuttee 1ssues Preliminary Acceptance Letter (PAL)

Investment Enterprise accepts PAL, loan documentation fee paid

Prelimmary license 1ssued by EDC

Security package negotiations mtiated with Investment Enterprises

Review of engineerig and construction contracts by Fund Admimstrator

¥ v Y Y Y V¥V Vv V%
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» Fund Administrator sends loan application to Investment Commuttee for approval
» Upon approval, Fund Admimstrator completes loan documentation

» Fund Administrator undertakes final negotiations of the Loan Agreement and Secunty Package with the
Investment Enterprise

» Financial closing with Investment Enterprise and Fund Admimstrator

161 Project Proposals

Project proposals mught arise from an imtiative by HMGN to mnvite bids for a specific project, 1 ¢,
solicited proposals Alternatively, unsolicited proposals mught be put forward on the initiative of project
sponsors However, HMGN policy 1s generally to solicit proposals Projects would be undertaken
largely utihzing the build-own-operate (BOO) or build-own-operate-transfer (BOOT) model financed
on a himited recourse basis in order to promote private mvestment i Nepal

17 Lessons Learned from the Pakistan Private
Sector Energy Development Fund and Reflected
in the Nepal Power Development Fund’s Design

The Pakistan Private Sector Energy Development Fund (PSEDF) was designed to address a fundamental
constraint to greater private sector participation m Pakistan’s energy sector Established in 1988, the PSEDF
was then, and contimues to be, a means of successfully addressing the lack of long-term financing for power and
energy-related mfrastructure projects with relatively long penods of gestation and economic hfe

The PSEDF has clearly demonstrated the effectiveness of a public-private approach at the beginning of the

transitional period from public sector monopoly to widespread private sector participation mn the power sector

PSEDF gave the International Bank for Reconstruction and Development (the World Bank) and other

mternational lending agencies and bilateral donors the ability-to-influence the process of private investment 1n

the sector early on The background work and technical assistance provided under the PSEDF provided the

foundation for Pakistan’s policies supporting private power and infrastructure mnvestments Lessons learned

from Pakastan’s experience with its PSEDF which are relevant to the design of the Nepal PDF can be summarized

as follows

» The financing agency needs to be independent and apply sound commercial criteria

» The fund management should not provide sesor loans and/or equity 1n order to avoid possible conflict of
mterest situations

» It 1s essential to employ high caliber international legal, financial and technical consultants for the
evaluation and negotiation of the projects to be funded

» The mere existence of a fund can provide a strong mcentive for private sponsors to make the necessary
mvestments n project development

» Imital projects should not be too large 1n order to facilitate the mobilization of external financing

» In Jow ncome countries with imted creditworthiness, commercial lenders requure the additional protection
provided by the subordination of the financing provided by donor agencies

» The availability of subordimated debt 1s useful and in some wmstances, essential for mobihzing commercial

debt, particularly for projects whose revenues are denominated 1n local currencies and dependent on the
performance of a small number of public enterprises and agencies

Acres/USAID Private Electricity Project
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The orgamzational structure and operating procedures of the Nepal Power Development Fund delineated below
mcorporates these lessons and 1s tatlored to support a selected program of private sector investment that would
(1) leverage IDA’s (and future donor’s) resources, (11) act as a catalyst for further mvestment m the power sector,
and (1) improve the operational efficiency of electric power generation through ntroduction of the private sector

18 Benefits

The PDF would obviously serve to facilitate the development of the power sector It should also provide value
added m a number of areas The PDF should (1) act as a catalyst for mobilizing long-term resources n the capital
markets, (1) create an vestment chmate in Nepal for infrastructure projects, (i) transplant relevant
mternational and, more importantly, regional experience to Nepal, (1v) buld HMGN’s capacity to prepare and
globally market large hydropower projects, promote private sector participation as a complementary feature of
the country’s reform program m the power sector, (v) assist the country to bwld capacity and skills 1n the
emerging area of international project finance, and (v1) facilitate the preparation and conduct of competitive

Given the fact that additional mvestments 1n electric power are essential to the Nepalese economy 1 order to
realize the benefits of 1ts potential growth, the removal of bottlenecks 1n the power sector would facihitate the
growth of the country’s commercial and industrial activities, particularly those oriented toward exports
Considerable benefits are expected to accrue through expanded investment m power mcluding a reduction n the
high economic cost of power shortages In the social sector, improvements in the availability of power would
have a beneficial impact on households, of which less than fourteen (14) percent currently have access to
electneity

Additional benefits are likely to be derived from the mvolvement of private sector managernial and technical
expertise In addition, savings would be achieved by raising the efficiency of operation of the power sector

Worldwide expertence suggests that private sector participation 1n the electric power generation can result in
lower costs, higher output, and lgher rehiability of service  Although there appears to be some nterest on behalf
of the local private sector in power sector mvestment, at present, the inability to finance long-term commercial
debt 1s an 1impediment to the implementation of new power projects The PDF would help to address this
financmng gap and act as a catalyst to encourage both domestic and foreign private mvestment 1n the power sector

Stemmung from the fiscal relief derived from a decrease m public sector expenditures 1n the power sector, the PDF
would also have a positive impact on Nepal’s macroeconomy The PDF would allow the mobilization of a large
portion of the mvestment cost outside the budget, as the PDF would contribute up to twenty-five (25) percent of
the mvestment cost with the balance provided by the private sector through long-term debt and equity The ability
of the PDF to retain 1ts spread mcome would ensure that 1t becomes supportable through its own resources

181 Capital Market Development
To provide additional capacity n Nepal’s power sector to meed domestic demand for electricity,

hundreds of millions of dollars are required in the medium-term' However, the magmtude of the
resources requured 1s unlikely to come from multilateral lending agencies, bilateral donors or other public

! According to the Supply Constrained Load Forecast for the domestic market the energy required by the
year 2010 will be 1 002 megawatts of peak demand compared to peak demand of 281 megawatts on average for 1996
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agencies This money can only be raised by making these projects attractive to private capital But at
present, nonrecourse or imited recourse financing for private sector energy projects in Nepal 1s lacking
and the country’s weak and nefficient capital and stock exchange markets constrain the availability of
adequate financial resources particularly for medium-term project financing

The PDF would help to fill this gap and establish a vehicle to channel long-term financing to private
sector projects Additionally, by makmg PDF resources available to local financial institutions
(“Participating Credit Institutions” or PCls as defined n Section 5 2), the PDF can also play a sigmficant
role m mobilizing local resources from these mstitutions to provide additional term financing for ehigible
projects, particularly those of 10 megawatt capacity and below (see Section 3 6) By requiring loan
funding n a ratio of 1 2 (1, USS$1 lent by the PDF for every US$2, or rupee equivalent, that the PCI
places 1n a power project from its mternal funds), PDF resources will be leveraged with capatal from
PCIs A PDF/PCI partnership would therefore contribute to the creation of a sustamable commercial
marketplace for power project development and financing

By encouraging both the structuring of BOOT power projects, and the participation of local financial
mstitutions mn the co-financing these projects, one of the PDF’s implicit objectives 1s to develop the
country’s capital market Thus, BOOT power projects should be viewed as part of an mitial strategy to
develop this market However, setting up successful BOOT power facilities does not overcome the
mherent weakness and mefficiency of Nepal’s capital market unless there 1s follow through in
developing that market rather than mn attracting more and more foreign resources Nepal 1s going to have
to meet much of 1ts power sector investment requirements locally, and BOOT schemes are one way of
developing that capital market

In the envisaged power generation expansion plan to be supported by the PDF, a typical BOOT approach
will be followed whereby an Investment Enterprise will bring n private capital (largely private
international capital) together with supplier credits and assorted other types of monies including PDF
resources and local co-financing  The Investment Enterprise would then operate the facility for a finite
pertod of time and then transfer the assets to the host country’s public sector The benefit to capital
market development from thus specific scenario 1s, however, only temporary A more consequential and
long-term benefit to capital market development could be brought about 1f, at the end of the operating
company’s concession, rather than transferring a plant to a public monopoly, the foreign shareholders
in the plant would be expected to divest themselves of their equity, up to some negotiated proportion

Owmership could then be transferred n the form of paper, certificates or other instruments for mvestment
n the local market Thus, there would to be a transfer of ownership of the plant rather than the transfer
of the assets of the plant

There 15 hittle question of whether this “transfer” alternative would be practicable Everywhere mn the
developing world — and Nepal 1s no exception — there 1s a scarcity of good paper assets for investment
and every time a good mvestment scheme comes along, 1t tends to be oversubscribed almost immediately
Starting to 1ssue shares in power plants and encouraging the dealing in shares 1s the only way to begin
to replicate the BOOT process of mobilizing private capital on a scale that 1s relevant to the capital
mobihization problem facing Nepal
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19 Risks

191 Financial Risk

Imphications of foreign exchange risk at the project level anise from the envisaged transactions between
the PDF and 1ts borrowers Project revenue streams would most likely to be i local currency whereas
the debt service to the PDF would be m U S dollars (rupee dollar equivalent) Typically, an Investment
Enterprise would be able to mitigate part of the foreign exchange risk by passing through currency
depreciation 1n 1ts offtake agreements with the purchaser, n this case, the Nepal Electricity Authonity
(NEA) It 1s expected that Investment Enterprises would further mitigate foreign exchange nisk,
especially during the construction phase of the project, through hedging and/or exchange rate msurance
which would be mncluded m the tanff base negotiated with NEA  Thus, movements in the Nepalese
rupee/U S dollar exchange rate would be assumed by the project sponsor, the cost of which would be
reflected n the sale price of power, through an mdexation provision, and passed on to consumers

In addition to exchange rate risk at the project level, there are exchange rate risk implhications for HMGN
and IDA Both the lending and repayment currency for the PDF and the currency of repayment to
HMGN1sUS dollars However, HMGN’s obligations to IDA of HMGN are denomunated in Special
Drawing Rights (SDR)? and repaid in dollars by HMGN  Rusks arising from an adverse movement of
theU S dollar agamnst the SDR are normally borne by the borrowing government However, given the
wide spread between lending rates to borrowers and the IDA lending rate, HMGN would have ample
reserves to compensate for this rather modest risk

192 Project Completion Risk

This nisk stems from the long set up time, large gestation period (anywhere from between 3 to 8 years)
and the various legal and environmental clearances requred for execution of a power project These
features pose serious risks i terms of time and cost overruns 1n the execution of the project which need
to be shared to a large extent by the sponsor/developer and by the lending institutions to a lessor extent

193 Operating Risk

This risk emanates from various technical and operating factors like the ability of the operation and
maintenance contractor to keep the power generating facility runming at full and agreed capacity, under
estimation of operating costs or over estimation of output Operating risk would impact the abihity of
the developer to achieve the promised level of performance/services and are normally borne principally
by the developer

194 Demand Risk

Demand risk may arise as a result of an incorrect estimation/price sensitivity of demand, subsequent
development of new alternatives or the nability of the buyer to partake of or pay for ongmally
commtted quantities

2 This neutral untt of account fluctuates relative to a basket of major currencies The U S dollar value of the
SDR 1s computed daily by multiplying these currencies by their dollar exchange rate in London and adding US$0 54
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195 Political Risk

Frequent changes in government policy, lack of well documented procedures and absence of a track
record in implementing simular projects make power projects politically sensitive

196 Country Risk Premium

To manage a financial mstitution’s exposure to various types of nisks associated with a particular
hydropower project loan, a country risk premium 1s added to the loan’s base mdex or floor,1¢, U S
dollar debt pegged to costs of funds such as the U S dollar six (6) month London Interbank Offered Rate
or LIBOR? The determunation of a country risk premium entails consideration of the economic and
financial aspects of country risk assessment together with project-specific policy risks and political risks
Generally, economuc and financial risk can be determuned by reviewing the hustorical fluctuation in (1)
mterest rates, (1) local inflation and home country inflation, (1) currency availability and convertibility,
and (1v) movements 1n nternational prices of raw materials and energy mputs (1 e , fuels, mn the case of
thermal projects)

Country nisk assessment focuses on analysis of fundamental macroeconomic factors mcluding

- balance of payments

- domestic savings rate

- rate of mternal growth as a proportion of gross domestic product

- fiscal policies and central bank policies

- foreign reserve account fluctuations

- capital market development including capitahzation, hquidity, and availability of long-term
mvestments

In theory, the country risk premium 1tself — derived from the nisk analysis of the above 1tems — mutigates
the risk of fluctuations n these factors and resulting impact on the project In reality, however, risk
assessment and mitigation of these factors 15 not a one-to-one relationship By definition, the economic
and financial factors which make up country risk are not attributable to one actor or entity which can
nutigate that sk  In addition, the final interpretation of country nisk may be based in part on subjective
analysis of “soft” or non-commercial factors

Non-commercial risks are associated with any political and regulatory changes that have an impact on
the project and any failure of entities operating under the jurisdiction of the host government (1 e , state-
owned utilities) to meet financial obligations In effect, these nsks are economic risks, but are
categorized as “non-commercial” because they are risks associated with the public sector of the host
country environment These “soft” factors of country risk analysis — open to subjective mterpretation
— which will also contribute to the country nisk premium

3 LIBORsthe key rate in international bank lending LIBOR is the rate at which major banks in London are
willing to lend Eurodollars to each other It is used to determine the interest rate charged to creditworthy borrowers
LIBOR rates based on daily quotes at 11 AM London time from five major London banks are fixed rates quoted for
specific maturities The lending rate in the Euro-markets (LIBOR) is quoted for the U S dollar and other Eurocurrencies
generally for fixed-term borrowings such as three months, six months and so on
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Project specific policy risks mclude (1) changes in regulation, and (1) economic failure of public sector
counterparts Changes 1n regulations meed to be assessed and mitigated through negotiation Economic
failure of public sector counterparts (i ¢ , state-owned utilities) to meet contractual obligations is on the
greatest concerns to project sponsors and lenders

Fnally, as described above, political risk entails expropriation or other action by government or a
government entity which would force the project into default

This combination of nisks — economic, financial, non-commercial, project specific and political — wall
be assessed durmng the due diligence phase of PDF loan appraisal The experts engaged 1n the due
diligence process will, through a senes of analyses and assessments, arrve at an appropnate risk
premium to add to six month U S dollar LIBOR floor
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2 Options for Financial Products and Services
to be Offered by the Nepal Power Development Fund

The traditional sources of project funding comprising long-term leans from financial institutions and equty
offerings 1n the capital market are inadequate to match the nsk-return profile and pay back penods of
infrastructure projects The hittle term lending that currently exists m Nepal typically extend loans for five (5)
years (matching their tenure of funds), while power projects requure tenures of up to twenty years or more The
long tenure of funds requured coupled with sigmficant risks mvolved and sensitivity to financing costs make
traditional financing approaches less suitable for such projects

Thus, power project financing must not only meet the capital requirements of the project i a cost effective
manner but also attempt to share the nisks among all participants concerned The mability of traditional sources
of financing m achieving both these objectives necessitates structured financing as a more viable source of
funding both from a nisk sharing and cost point of view

The mntent of the PDF 1s to extend loans and related services to prnivate project sponsors for investment m and
major upgrade of power facilities as well as other long-term, capatal intensive power-related projects To meet
the needs of project sponsors, the PDF’s product range should seek to address the specific needs of power project
financing

Broadly, the PDF’s potential product range could be classified as
»  Debt products

»  Liqudity/maturity management products

» Fee-based services including credit enhancements

» Equity mvestments

A brief description of potential products under each category follows Many of these products are not currently
offered 1n Nepal or 1n countries mn stmular stages of development, and are relatively new even by nternattonal
standards It should therefore be noted that specific products and services could be phased n over time as the
techmcal capacity of the Fund Admunstrator increases and 1n line with demand for more sophusticated products
and services

21 Debt Products

211 Senior Loans

Semor debt mcludes all short- and long-term debt that have claim prior to junior obligations and equuty
on an Investment Enterprise’s assets in the event of hiquidation Senior debt commonly includes funds
borrowed from banks, msurance companies, or other financial mstitutions, as well as notes, bonds or
debentures not expressly defined as jumor or subordinated

In addition to direct loans to Investment Enterprises, the PDF would solicit applications from qualified
Nepalese commerctal banks to participate i the co-financing of power projects (see Section 5 2) The
PDF would encourage these “Participating Credit Institutions™ to share PDF risk by matching PDF
resources with their mternal funds
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212 Subordinated Loans

Thus refers to all short- and long-term debt that 1s subordinated by agreement to semior debt These loans
are generally senior to equuty but juntor n claim on assets to senior and secured debt, that 1s, repayable
only after other debts with higher claim have been satisfied Subordinated loans can be generally or
spectfically subordmnated. A general subordination 1s a blanket subordination A specific subordination
details as to the type of debt which 1s subordmated In the event of iquidation, subordinated debt has
claims on assets after unsubordmated debt Some subordinated debt may have less claim on assets than
other subordmnated debt For example, junior subordmated debt ranks below a subordinated debenture

The subordmation language of each PDF project loan agreement would determine the precise extent and
circumstances of the subordination including the repayment of principal, payment of mterest, term of the
subordination and a description of the lenders and creditors to which the PDF loan 1s subordmated

The flow of private capital for power projects is currently constramed by country risk perceptions and
the lack of project financing track record The provision of PDF financing in the form of subordinated
debt and the presence of the PDF as a stakeholder in the power sector will give the necessary comfort
to pnivate developers and quality commercial lenders to participate m power project financing in Nepal

213 Convertible Debt

Thus refers to debt that 1s exchangeable mto equity at the option of the holder and under specified terms
and conditions Convertible debt offers various advantages For example, an Investment Enterpnise can
sell debt with lower mterest rates and less restrictive covenants by giving nvestors a chance to share
potential capital gams Convertibles offer this possibility A more important advantage from the
standpont of the 1ssuer 1s that a convertible 1ssue can be used as a temporary financing device By using
convertible debentures, which provide for a time lag before they are convertible into common stock, an
Investment Enterprise can mmmmuze the cost of money during the construction period After the time lag
has elapsed and the power generation facility 1s producing revenue, convertibles can be exchanged for
equity m the project

Liquichity/Maturity Management Products

A key constraint n the development of an infrastructure financing market in Nepal 1s the absence of long-term
financing, especially for construction Broadly, this group of products would make available long tenure funds
for power projects and help existing lenders get around their maturity constrants in lending to the power sector
by giving them an exit route after a pre-specified period They will also encourage new lenders to enter the
marhet and ncrease the bankabuility of projects

221 Take Out Finance

“Take out” financing refers to debt financing n the form of pre-arranged or contingent financial

commitments agreed at financial closure whereby a borrower’s creditor 1s paid off and the original short-

term loan 1s replaced with a longer matunty loan Take out forms mnclude the following

- take out of a construction finance lender at the satisfactory completion of construction and plant
commussioning, and the expiration of general and specific warranty periods
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- take out of a medium-term finance lender (who 1s a lender to the project for a period including and
longer than construction but shorter than the period necessary for the project to repay its lenders from
its generated cash flows) at any time between the satisfactory completion of construction and plant
comnussioning and the expiration of general and specific warranty periods and the time of the final
repayment of principal due to that lender

- take out of medium- or long-term lender at any time between the satisfactory completion of
construction and plan commussioning and the expiration of general and specific warranty periods and
the time of the final repayment of principal due to that lender

2 2 2 Standby Finance

Thus refers to a commitment to loan money up to a specified amount for a specific period, to be used only
m a certam contingency Under hmited recourse financing as 1s envisaged by the PDF, lenders generally
msist that Investment Enterprises have access to standby financing to meet any unanticipated financial
obligations which 1s available for deployment as needed rather than being tied to specific procurement
packages Standby commitments are provided by the major equity holders and both senior and
subordinated lenders They are drawn down on a part pasu' basis regardless of the cause of the cost
overrun?

2 2 3 Refinance

Through this product, the PDF could provide refinancing services to both private commercial lenders
as well as other financial mstitutions Thus product could provide additional iquudity for other financial
mstitutions, making more funds available for lending to power projects

23 Fee Based Services

231 Loan Syndication

A project financing practice whereby a group of commercial bankers and mvestment bankers each agrees
to advance a portion of the financing Typically, the financing 1s arranged by a single bank at narrow
interest rate spreads above the lender’s cost of funds The syndicator acts as investment manager,
collecting a loan ongination fee or commitment fee from the borrower, and arranging for the sale of
promissory notes to other banks n the group

1 From the Latin meaning with equal pace speed or progress A par pasu clause in a loan agreement

precludes subordination of the loan to other debt

2 Thishas a strong economic rationale If the standby commitments of different lenders were earmarked for
different project components the total amount of standbys would have to be increased to provide nsk protection which
would increase overall project financing  If cost overruns occurred and the PDF did not participate equally in the standby
faciiies the commercial lenders would have to finance a higher proportion of the project Lenders would increase the
nsk premium incorporated into their interest rate  Thus the overall cost of the project would go up and its viability would
decrease Assuch the provision of standby facilites and the pan pasu draw down of these facilities are essential to
ensure the overall economy of the project Failure to do so would invanably lead to greater difficutties in mobilizing the
total financing ad in incurnng a higher cost of the projects financed by the PDF
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2 3 2 Partial Guaranty Mechanisms®

The perception of significant repayment risk associated with the provision of long-term capital for power
projects potentially offers at least two types of partial guaranty mechamsms to encourage long-term
flows of private capital to the power sector A partial credit guarantee would cover a portion of the
financing provided by private financiers A partial nisk guarantee, on the other hand, could be provided
to cover performance of certam contractual obligations which are critical to the sustained viability of
projects

The partial credit guarantee could be used where long-term funds are required for a project to be
financially viable Commercial lenders tend not to be willing to extend long-term loans due to their
reluctance to assume risk over a long maturity A partial credit guarantee could be structured to help
transform medium-term funding mto longer terms There are a number of ways in which this may be
achieved (1) guarantees for longer-dated maturities, (1) liqudity guarantees in the form of put options*
and take-out financing (post-construction, for example), and (11) rolling guarantees that cover a fixed
number of scheduled payments The principal objective m offering such guarantees m the domestic
market would be to encourage a lengtheming of the terms of finance to provide a better match between
loan maturities and a project’s financial requirements

A partial credit guarantee should extend only to project lenders, and only be done when essential
Operating procedures can be developed to determine the appropriate level of enhancement 1n a given
situation to ensure that guarantees are provided only to the extent necessary Credit enhancement should
not be considered for projects that can reasonably be expected to go forward with funding from private
or official sources with the security provided through appropriate project structuring without the
guarantee It would necessarily be a matter of technical and professional judgment to assess what 15
possible for private financiers to undertake without enhancement It would be essential to systematically
assess all guarantee transactions and the extent of coverage and pricing would be foremost
considerations

Partial risk guarantees could be provided to cover performance of certain contractual obligations which
are critical to the sustamned viability of projects In most private sector, limited recourse financings, the
government typically must offer to undertake certain activities essential for the project, which are under
the direct control of government, government-owned public utihities or other government entities In
addition, the government may agree to provide financial support for risks which cannot be msured at a
reasonable cost Failure by the government to meet one or more of these specific commitments can have
an adverse 1mpact on project viability and 1its ability to generate sufficient revenues for timely debt

3 Although central government guarantees virtually eliminate lender's nisk in commercial borrowing, from a
development viewpoint government guarantees generally create perverse efficiency incentives They encourage
lenders to dispense with project review and even to ignore local financial conditions  As long as a loan Is adequately
covered by a central government guarantee commitment, the lender has no reason to imit its lending to commercially
viable projects On the contrary there I1s every incentive for heedless lending and for inefficient local spending As a
result one of the pnmary rationales for encouraging private sector lending — instiling financial discipline in project design
and operation ~ is defeated Government guarantees should thus not be considered as an option under the PDF

' put option I1s a contract giving the holder the right, but not the obligation to sell a secunty or financial
instrument for a specified penod of time at a specified price Puts are bought by investors who believe the price of the

underlying securntty or financial instrument will go down and they will be able to sell the security or instrument at a higher
pnce
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service A major nsk to mvestors and lenders 1n such projects could arise from excessive delays caused
by the government’s action or failure to act, by adverse changes in laws and regulations, and by a general
detenoration 1n macroeconomic conditions which adversely affects the project A partial risk guarantee
strengthens the credibility of government contractual undertakings The value of this type of partial
guaranty hies 1n overcoming investor caution regarding political and policy nsk

24 Equity Investments

At some pont duning the life of the PDF, local equuity could be offered to investors only if a means could be
devised to secure a histing on the local stock exchange This would, of course, require the contracting of
specialized expertise to support the local 1ssue In order to overcome the current weakness 1 the absorptive
capacity of the equity market 1n Nepal, a project sponsor’s lead investment bank could pre-place a specific
amount of equity with a thurd party The latter could sub-underwnite the equity and hold 1t during the construction
period of a particular project, then would gradually divest itself of it Small local investors could then acquire
this equity  Such a scenario would broaden the ownership base of the power plant and provide local investors
with the opportunty to hold equity

It should be noted that the placement of local equity requires a great deal of work 1t includes finding outside
underwriters for a large stock flotation, who will slowly release the stock into the market as both the project and
market absorptive capacity develop Smmuilarly, the 1ssue of convertible bonds, a new development for the local
capital market, would also requure an enormous amount of work However, given the current status of the local
stock exchange, these scenarios would be very difficult to implement without reforms aimed at strengthening the
current market
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3  Organizational Structure and Management
of the Power Development Fund

HMGN would own the PDF, appoint an Investment Commuttee to approve PDF funding proposals, and engage
a Fund Admimistrator to oversee the process of recommending project investments and managing the day-to-day
administration of the PDF  Based on the recommendations of the Fund Administrator, the Investment Commuttee
would only approve loans to selected power sector projects which have fulfilled the necessary hicensing
requirements of the Electricity Development Center, including a clearance from the Miistry of Population and
Environment The PDF would not be a major provider of funds for any one project However, the PDF would
have US dollars available for long maturities that would match the needs of new power project investment
Other than the earmarking of funds for smaller scale projects, PDF funds would not be earmarked for specific
projects, thus allowing the PDF to respond flexibly to market demands and to allow for the analysis of each
project on its own ment  Nepal’s commercial banking sector will be encouraged to participate in financing these
projects, particularly those of ten (10) megawatts and below

31 Choice of a Financial Institution as
Manager of the Power Development Fund

The success of the Power Development Fund will depend largely on the quality of its implementation Thus, n
turn, depends on which FI 1s chosen as the Fund Administrator and the nature of the agreement that 1s reached
regarding the management of IDA and other donors’ credits for the power sector The selection of a financial
mstitution for the Fund Administrator will be approached as a systematic process to seek out an wstitution that
understands the fiscal reality that the era of sovereign lending 1s passing Given the dearth of experience within
Nepal’s local financial mstitutions mn the area of project finance, a tearung (or partnership) agreement with either
the FI’s parent bank or a regional or international mvestment or merchant bank' specializing in infrastructure
project finance to provide requusite advisory services for project evaluation, loan appraisal and risk assessment
will be a prerequsite for bidding for the Fund Administrator contract

Not only will the Fund Admimistrator play a crucial role in the successful implementation of the PDF from the
standpomnt of technical and admmistrative capacity, success will also be a function of the chosen mstitutions’
abihty to provide leadership i promoting private sector participation in the power sector through the mobilization
of long-term private mvestment to complement IDA’s and other donors’ scarce resources for this key sector The
PDF seeks a Fund Admunustrator with the vision to venture beyond the bounds of traditional lending 1n Nepal and
employ market-determined incentives to successfully assist private mvestors to invest in the power sector so that
they may earn a competitive return from their long-term nvestments m the sector while simultaneously
contributing to the development of the sector

Due to the long-term nature of the mvestments envisaged, the choice of Fund Admimstrator will requre an
evaluation of elements of financial soundness, professional management capability, and experience n

Investment banking involves the sale and distribution of a new offening of secunties by a financial
intermediary (an investment banker) who buys secunties and instruments from the 1ssuer as prnincipal and assumes the
nsk of distnbuting the securtties to investors The process of purchasing and distributing securiies 1s know as

underwritng  Merchant banking on the other hand is a form of banking where the bank arranges credt financing

but does not hold the loans in its investment portfolio to matunty Merchant banks also provide counselling and
negotiation services
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infrastructure project finance At least six considerations should govern the choice of a financial nstitution to
serve as Fund Admunstrator (1) whether it meets eligibility critena for delinquency and loan loss rates, adequacy
of the bank’s capital, and 1ts hqudity position, (11) 1ts track record with regard to lending in Nepal, (1) the
experience of the parent bank, mvestment bank or merchant bank with which the local FI has teamed, particularly
with respect to project finance on a hmited recourse basis mn the mfrastructure sector both worldwide and 1n South
Asia, (1v) the qualifications and experience of the Project Finance Specialist recruted to direct the process of
advising on PDF mvestments and managing the day-to-day admunsstration of the PDF, (v) the qualifications and
expertence of the advisors and/or consultants deemed necessary to help admimister the fund 1n the efficient and
effective manner expected of the Fund Admmstrator, and (v1) the mnvestment advisory fee sought by the Fund
Admmustrator Assessment of various local bidders’ overall financial condition will be conducted with rigor as
waill the evaluation of the local FI’s partner mstitution, key personnel and the reasonableness of the mstitutions’
proposed mvestment advisory fee

In order to ensure fairness and transparency mn the choice of the Fund Administrator, selection will be made on
the basis of competitive bidding Evaluation criteria for the bids should include the six elements specified above
with emphasis placed on institutional capabilities, personnel and the magmitude of the proposed management fee
Bid review and selection of the Fund Admumstrator will be carmned out by the Electricity Development Center in
collaboration with IDA and should include representatives of the Mimmstry of Finance, Mmstry of Water
Resources, Ministry of Law and Justice and the Rastra Bank

32 The Fund Administrator's Fee Structure

The Fund Admumnistrator would be retmbursed for its costs and expenses to admimster the PDF and be paid an
mvestment advisory fee Ehgible reimbursement 1tems would include expenses and salaries related to staffing,
office space, telecommunications, travel, accommodations and third-party costs (including the fees of
subcontractors and taxes and other governmental charges) incurred m the carrying out of its duties As an
mcentive to effectively carry out the duties delineated in Section 4 2 1, the Fund Administrator shall also receive
an annual investment advisory fee from the PDF Each financial mnstitution that participates mn the bidding
process for Fund Administrator will be asked to rationalize the magnitude of its proposed advisory fee As a
guideline, the fee should not exceed one-half of one (¥2) percent of the amount of principal disbursed and
outstanding and not i default The rate should be subject to periodic review and adjustment, 1f necessary

33 The Power Development Fund’s Accounts
331 Power Sector Account

All credits designated for the sector from IDA and other donors would flow through a “Power Sector
Account” and would ultimately be disbursed directly to or for the account of the Investment Enterprise
agamst eligible expenditures for equipment, material, civil works and services Conversely, all fees,
principal repayments and loan mterest will flow mto the Power Sector Account for repayment of the IDA
credit The Power Sector Account Admumstrative Unit described m Section 1 4 would be established
within the Fund Admmustrator’s financial mnstitution to mamtain the Power Sector Account 1n addition
to other duties described in Section 4 2
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3 32 Power Development Fund Operating Account

A “Power Development Fund Operating Account” would also be administered by the Power Sector
Account Admmistrative Unit on behalf of HMGN

34 Admnistration Agreement

The Fund Admmstrator will manage the PDF under an Adminustration Agreement with HMGN  This agreement
will specify the duties and authonty of the Fund Administrator and delineate PDF policies and operational
guidelines to be followed by the Fund Admimistrator The Administration Agreement should, inter alia specify
the objectives of the PDF, define the duties and powers of both the Fund Admimstrator and the Investment
Commuttee, define the PDF’s mvestment policy, dehineate the loan approval process and lending terms, specify
collection and momtoring requirements, prescribe fees and eligible expenses, specify the duration of the
agreement and conditions for its termination, specify indemmty clauses, and define overniding effects of the
agreement The draft agreement will requure IDA approval

Figure 1 1illustrates the relationships between the International Development Association, His Majesty’s
Government of Nepal, the Power Sector Account, the Fund Admmstrator, Participating Credit Institutions, and
Project Companies (Investment Enterprises)

35 Investment Policy

Besides providing long-term financing to overcome a number of financial constraints to power sector
development, another objective of the PDF would be to earn significant long-term returns mn the form of recurrent
mncome through an 1mitial portfolio of subordinated debt in privately managed power generation operations, either
existing or under development (collectively referred to as “mvestment projects™) These returns would contribute
to cash surpluses over time which should be used to support future lending for power projects and cover the cost
and fees associated with PDF administration

The PDF will seck to attamn this objective through direct investments m the following

» Hydro power generation projects

» Transnussion and distribution mvestments related to qualifying generation projects
» Isolated rural power system projects

Other activities which, n the opinion of the Investment Commuttee, relate to the development of the country’s
power sector
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Figure 1

NEPAL POWER DEVELOPMENT FUND
Proposed Flow of Funds, Information and Decision Making
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To achieve these objectives, the Fund Administrator would help to 1dentify and research potential investments
and present recommended investments to the Investment Commuttee for approval In each and every case, the
Investment Commuttee would make financing decisions only after a full evaluation of each project has been
carried out by the Fund Admimstrator to establish that 1t 1s techmically, economcally, financially viable and
environmentally acceptable, including an appraisal of the project’s risks and 1ts potential for uminterrupted debt
service perceived mn the investment opportunities presented The due diligence thus performed by the Fund
Admmustrator during the loan appraisal process will determme the level of risk associated with a particular loan
and therefore the magmitude of the safety margin (1 ¢, debt service coverage) required

It 1s mntended that during the early stages of PDF operation, the focus would be on financing new hydro power
generation projects although the PDF will retamn the flexibility to mvest m existing projects selected by the
Investment Commuttee for their fit with HMGN’s generation expansion plan and therr potential earnings

The PDF may finance (1) individual mvestments not exceeding twenty-five (25) percent of total project cost
(defined to mclude mterest and fees during construction, sponsor’s costs and mtial working capital), (11) projects
utiizing proven technologies posing low risks of obsolescence, and (u1) projects respecting the environmental
guidelines and resettlement policies of both HMGN and the World Bank Group

The PDF may not (1) fund projects which are not or cannot be licensed by MOWR’s EDC, (u) take management
control over any mvestment, (11) make any mvestment which exposes the PDF to unlimuted habihty, (1v) invest
n any single project more than one-third (1/3) of 1ts capitalization allocated to the first PDF window, (v) invest
1n any single project more than one-fifth (1/5) of its capitalization allocated to the second PDF window, (v1)
mvest mn any single project which does not have a debt service coverage ratio of at least 1 2 times, or (vu) mvest
mn projects with less than an eighty to twenty (80 20) percent debt to equuty ratio

The PDF will primanly seek (1) mdividual mvestments not exceeding twenty-five (25) percent of total project
cost (defined to mclude interest and fees during construction, sponsor’s costs and mutial workimg capatal), (1)
projects with operating lives m excess of fifteen (15) years, (11) projects utihzing proven technologies posing low
rishs of obsolescence, and (1v) projects respecting HMGN and World Bank Group environmental guidelines and
resettlement policies

36 Lending Terms

HMGN’s application for a US$100 mullion IDA credit would be comprised of two “windows” The “first
window” would be for projects which mvolve generating facihties greater than ten (10) megawatts Under the
first window, loans would be provided with maturities ranging up to 23 years reflecting the repayment capacity
of the project to be financed, with a maximum grace periods, from loan approval by the Investment Commuttee
through project commissioning, of up to eight (8) years Funding would be made available n foreign currency

by IDA at the request of the Fund Admumstrator and would be paid directly to or for the account of the project
borrower

Under the “second window”, the PDF would enter 1nto co-financing relationships with qualifying Nepalese
financial institutions m order to address local financing barriers to private power development Such an approach
will provide incremental financial support as needed to induce participation of Participating Credit Institutions
to onlend to private companies promoting projects involving grid connected generating stations of ten (10)
megawatts and below or 1solated rural power systems licensed by the Electricity Development Center Loans to
Investment Enterprises for these smaller projects would be 1n either local or foreign currency at maturities
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justified by the economuc hife of the project However, 1t 1s unlikely that maturities of more than fifteen (15) years
could be justified by smaller projects It 1s the ntent of HMGN to earmark twenty (20) percent of the total
amount of the IDA credit for the second window

Given the need to ensure the PDF’s financial mntegnity throughout its term of operation, it 1s imperative that all
projects, regardless of therr size or value, be subject to the same stages through which such projects will typically
progress and 1terate

During the first two years of operation of the PDF, the PDF would offer long-term subordinated loans However,
consideration will be given to providing take-out financings, standby financing and other financial products and
services on a case by case basis for investment projects sponsored by qualified Investment Enterprises” and for
PCI participation A review of the PDF’s operation after year two would determne whether demand warrants
expansion of the PDF’s financial products and services

The Fund Admustrator, i consultation with the PDF Investment Commuttee, shall have full autonomy to price
loans to borrowers, 1 ¢, project sponsors and PCls, according to perceived risk and maturity, and to cover the
PDF’s intermediation costs Although the option of both fixed and variable rate loans would be offered by the
PDF, at present, Nepal’s very hnted market for long-term lending offers no benchmarks for the placement of
long-term debt with private sector developers and/or PCIs Nevertheless, the experience of other countries in
similar conditions as Nepal can suggest some useful parameters

The Jamaica Private Infrastructure Financing Facility, for example, utilizes a variable lending rate for U S dollar
debt pegged to 1ts costs of funds, one of which 1s the U S dollar six (6) month London Interbank Offered Rate
(LIBORY)?, another bemg the prevailing World Bank Lending Rate To this 1s added a premium depending on
the type of financial products and services offered

»  Semior Debt four hundred (400) basis pomnts*

» Subordmated Debt stx hundred (600) basis pomnts

» Standby Fmance six hundred (600) basis pomts

» Convertible Debt four hundred (400) basis ponts

The onlending terms for U S dollar loans under the Pakistan Private Sector Energy Development Fund 1s as

follows

»  During construction a fixed rate equal to the greater of 1) the sum of the prevailing Five-Year U S Treasury
Note’ rate plus a spread of 200 basis pomts, and 2) the sum of the prevailing World Bank Lending Rate plus
a spread of 150 basis ponts

2 essons from countries in the region indicate that for long gestation pnvate sector energy projects the
necessary financing can probably be mobilized only with significant support provided by multiateral and bilateral
agencies The proposed subordination of long-term debt would give added comfort to prospective lenders particularly at
the initration of a program of private sector transactions in the power sector

3 The sxmonth US dollar LIBOR was quoted at 5 6875 percent on May 22, 1998
* The smallest measure in quoting yields equal to one one-hundredth of one percent, or 01 percent

5 The yield on the Five-Year U S Treasury Note was quoted at 5 64 percent on May 22 1998
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> r completion of con; 10N fore all 1 T 1 for the nt pre hich
are senior to these loans have been repaid a variable rate, to be reviewed annually, equal to the greater of

1) the sum of the prevailing One-Year U S Treasury Note rate plus a spread of 300 basis ponts, and 2) the
sum of the prevailing World Bank Lending Rate plus a spread of 250 basis points

»  Afterre nt of such senior loans until the | for the nt pr h n fully repai
a vaniable rate, to be reviewed annually, equal to the greater of 1) the sum of the prevailmg One-Year U S
Treasury Note rate plus a spread of 400 basis pomts, and 2) the sum of the prevailing World Bank Lending
Rate plus a spread of 350 basis pomts

Based upon these models, 1t 1s envisaged that Investment Enterpnises secking financing under the PDF’s first
window could choose between a varnable rate equal to the six month Umted States dollar LIBOR plus an
appropriate risk premium or a fixed rate based on the maturity of the loan and the market swap rate between
variable and fixed interest rates for United States dollar debt® at the time the loan is negotiated plus an
appropnate risk premmum Maturities would range from twelve (12) up to twenty-three (23) years, with a

maximum grace period of eight (8) years depending upon the construction period and the economuc life of the
project

Risk premiums will be recommended by the PDF Administrator on the basis of due diigence The experts
engaged 1 the due diligence process will, through a series of analyses and assessments of the combmation of
risks extant mn Nepal — economuc, financial, non-commercial, project specific and political — arrive at an
appropriate nisk premium to add to six month U S dollar LIBOR floor

¢ Interest rate swaps are contracts that allow a debt issuerto swap the interest rate it currently pays on an
outstanding debt issue Forinstance an issuer with vanable rate debt outstanding may want to lock in a fixed rate of
interest To do this the issuer enters into a floating-to-fixed swap whereby the i1ssuers will now pay a fixed interest rate
The counterparty to this swap Is then obligated to pay a floating rate of interest as determined by a benchmark such as
LIBOR Neither the principal nor the actual interest payments change hands Instead, the net difference between the

two interest rates I1s determined — monthly semiannually or annually — and i1s paid by the party whose payment obligation
exceeds that of the other

Advantages of interest rate swaps
» A floating-to-fixed swap Increases the certainty of an issuer s future obligations
» Swapping from fixed-to-floating rate may save the 1ssuer money if interest rates decline

» Swapping allows issuers to revise their debt profile to take advantage of current or expected future market condiions
or to better match the structure of their investment portfolio

Disadvantages of interest rate swaps

» A party to a swap must pay fees to a swap dealer that arranges the swap

» The swapper Is exposed to the nsk that the counterparty will default on the contract

» In a floating-to-fixed swap the onginal issuer of the varnable rate debt may be exposed to basis point isk, 1e the
index that determines the vanabie rate interest that the counterparty pays may be lower than the actual interest rate
on the issuer s variable rate debt

» In a floating-to-fixed swap, the onginal issuer of the varnable rate debt usually stll has to pay the remarketing and
liquidity provision fees associated with the variable rate debt

» If unfavorable interest rates develop the swapper must pay to unwind or assign the swap which places additional
costs on the swaper
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For projects to be financed under the PDF’s second window, it 1s envisaged that the interest rate would be the
average weighted depostt rate of all interest bearing deposits of commercial banks Maturities for second window
loans would range up to fifteen (15) years with a maximum grace peniod of up to five (5) years

There 15 a constrant i setting a variable lending rate for the PDF during the construction period of the projects
to be financed, as larger standby facilities to cover both the risk of fluctuation 1n the index to which the variable
rate 1s pegged and the nsk of cost overruns are normally required This would ncrease the rupee funding
requirement of the envisaged projects which could burden on the local financial market Therefore, for each
project to be financed by the PDF, the onlending rate should be rolled over and capitalized, and be fixed for the
construction period equal to a rate to be determined by the Fund Admnstrator and the PCI

Interest due from borrowers to the PDF shall accrue on a day to day basis based on a three hundred-sixty (360)
day year and shall be calculated on the loan account or each separate mterest pertod The interest period shall
be a period of six (6) months The first interest period shall commence from the date of first disbursement and
shall end six (6) months from that date The mterest period for all disbursements, other than the first
disbursement, shall commence form the date of such disbursement and end on the date the current mterest period
ends At the end of an interest period, all disbursements (attracting separate interest rates) shall be merged
together and shall be rolled over as one amount for the next interest period

361 The Power Development Fund Fee Structure

The PDF’s proposed fees and charges for its “first window” shall be fixed for each loan and will
generally be based on the following structure

- One-Time Application Fee US$5,000 (or dollar equivalent) non-refundable to be submutted at
application

- Documentation Fee one-quarter of one () percent of the loan amount, non-refundable

- all cost/fees and out-of-pocket costs of travel for the nvestment advisors/consultants appomted by
the Fund Adminstrator and/or PDF Investment Commuttee for appraisal and due diligence’

- cost mcurred 1 connection with Fund Admmstrator’s personnel’s official visits n relation to
negotiations, meetings, momtormg, etc

- Commutment Fee® three quarters of one (%) percent per annum of the unutilized loan amount

- Project Momitoring Fee three quarters of one (%) of the yearly outstanding balance, provided that the
annual fee not exceed US$50,000

- Standby Financing Facility Fee one (1) percent
- Take Out Finance Facility Fee one quarter of one (%4) percent

Ths structure 1s in Iine with fees and charges by infrastructure lending programs In the event that the
fees charged to borrowers, as per the proposed fee structure above, do not totally cover the costs and
expenses of the Investment Commuttee and the Fund Admimstrator, particularly during the 1mtial years

7 Due diigence entails the responsibility of the Fund Administrator to act in a prudent manner in evaluating
credit applcations in essence, using the same degree of care that an ordinary person would use in making the same
analysis Due dilgence would be conducted by either the Fund Administrator itself or by specialists and would look into
the Investment Enterpnse’s background its financial reliability and the intended use of the proceeds of the PDF loan In
order to ensure to the best degree possible, that the recommended investment does not go sour

% Thelenders charge for holding credit available
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of PDF operation, part of the IDA credit should be use to cover these costs subject to a ceiling to be
negotiated with IDA  However, 1n order to be self-sustamning, the PDF should earmark a portion of 1ts
future mterest mcome to cover operating costs

The fee structure for the PDF’s “second window” would be assessed on a case by case basis Fees and
charges for the “second window™ could, for example, be absorbed in the interest rate charged by
Participating Credit Institutions

37 SpreadIincome

As described above, HMGN shall recerve the IDA credit at concessionary terms However, it 1s envisaged that
the Fund Admimstrator would place debt at market rates for maturities varying between twelve (12) and twenty-
three (23) years with a maximum grace period of eight (8) years Therefore, the difference between the PDF’s
funding and placement terms would result in a significant cash surplus accruing to the PDF over time In addition
to nterest spread, the difference in the maturity and grace periods of loans placed by the Fund Adminstrator
would also lead to cash accumulations for the PDF The income resulting from interest spread would be partly
deployed to cover the operating expenses of the Fund Admimstrator and the PDF Investment Commuttee after
an mtial period covered by principal from the IDA credit and for the financing of new projects

38 Asset Management

The cash accumulations accruing to the PDF, net of principal payments after the expiration of each loan’s grace
period, will require prudent management It 1s envisaged that an Asset Management contract would be
competitively bid after year five of the PDF’s operation 1n order to engage a fiduciary® for the PDF to act, with
discretion and intelligence, to seck reasonable income, preserve the capital of the PDF, and, in general, avoid
speculative mvestments The benefit of engaging a fiduciary separate from the Fund Admimstrator 1s to ensure
that the management of the PDF’s loan resources 1s kept entirely separate from the management of the PDF’s
interest earnings  Rather than allowing the Asset Manager to freely make investment decisions, 1t 1s
recommended that more formal mvestment rules be adopted For example, a legal hist of approved investments
should be defined to include only hugh quality debt and equity securities at the tume the contract 1s put out for bid

381 Float Management

The Fund Adminustrator shall also be responsible for management of the float'® arising from Power
Development Fund transactions All proceeds from the float shall accrue to the PDF, not the Fund
Admnstrator

° A fiducrary is a person company or association holding assets in trust for a beneficiary, in this case the PDF
The fiduciary 1s charged with the responsibility of investing the money wisely for the beneficiary’s benefit

1 The interest accruing to cash balances created by the ime lag In processing payments
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4  Administration of the Power Development Fund

41 Power Development Fund Investment Committee

The Investment Commuttee will be established by HMGN under appropnate provisions of Nepalese law The
part-ume PDF Investment Commuttee which would be responsible for determining the overall policy, direction
and supervision of the PDF In addition, the Investment Commuttee would ensure that the Fund Administrator
1s undertaking 1ts duties i accordance with the established policy framework and the conditions agreed to in the
Adminustration Agreement between HMGN and the Fund Admunistrator  The Investment Commuttee would also

have the mandate to approve proposals for loans i accordance with a recommendation of the Fund
Admmstrator

The PDF Investment Commuttee will be comprised six (6) members, one of who will be an ex officzo member
without voting nights apponted by the PDF Admunistrator The remaiming members will be appomted by HMGN
from a list of candidates agreed to with IDA Two members of the Investment Commuttee shall be apponted from
the public sector, one from the Mmustry of Finance and the other from the Ministry of Water Resources The
remaming members shall be appointed from the non-government sector' and will have relevant backgrounds and
experience A Chairman of the Investment Commuttee from the non-government sector would be appointed by
HMGN and serve a two (2) year term  Thus policy of a majority of non-government sector directors over the life
of the PDF would help to ensure the autonomy and credibility of PDF administration when dealing with domestic
and mternational private mvestors and lenders This would sent the proper signal to the international financial
commumity that the PDF (1) 1s bemng admmstered i an efficient, far, clean and transparent manner, and (11)
encourages mternational standards and competition This 15 a must for sustained private mvestment and efficient
project development

411 Duties and Powers of the Investment Committee

The Investment Commuttee’s duties and powers would include, inter alia (1) review and approve PDF
mvolvement m solicited or unsolicited bids, (u) certify local financial mstitutions as Participating Credit
Institutions, and (111) review and approve proposals for loans mn accordance with the recommendation
of the Fund Admunistrator, (1v) monutor the performance of the Fund Admirustrator to ensure compliance
at all times with the PDF’s Investment Policy, (v) review and approve quarterly and other reports
submutted by the Fund Admumstrator, (v1) review the books and records of the PDF maintained by the
Fund Admimmstrator, and (vit) keep HMGN appraised as to the operations of the PDF and make
recommendations to HMGN concerning the renewal or termination of the Administration Agreement

The Investment Commuttee would meet at least quarterly to undertake these duties with the ultimate
mtent and purpose of making funds received by HMGN from IDA and other sources available for
commercially viable power projects Following approval of a loan proposal by the Investment

! Theres a strong rationale for minority government partictpation The PDF 1s tallored to support a selected
program of largely private sector investment that will 1) leverage IDA s reduced lending involvement with private sector
resources 2) improve the operating efficiency in infrastructure through involvement of the private sector and 3) actas a
catalyst for mobilizing long-term resources in the capital markets [nitiated at the beginning of the transition period when
private sector operations would be introduced into public sector managed and controlled activities the PDF would be
able to influence the process of pnvate investment Thus the presence of an all private Investment Committee would
provide confidence to the international financial community regarding the transparency of the loan approval process
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42

Commuttee, the Chairman of the Commuttee, or his/her designated power of attorney on the Commuttee,
would have the authonty, as HMGN’s designee, to sign the loan agreement with a private company or
a qualified Participating Credit Institution for the co-financing of projects

412 Loan Approval Process

Each Investment Commuttee member would be responsible for evaluating his/her specific area of
experuse and decisions regarding financing would be made on the basis of a three-quarters (%) majority

413 Membership Terms

Members of the PDF Investment Commuttee would be appointed by HMGN for staggered terms of up
to three (3) years Terms would be staggered to ensure continuity within the Investment Commuttee

4 1 4 Qualifications for Members of the Investment Committee

Non-government members of the Investment Commuttee shall have broad backgrounds and practical
experience 1n the areas of power generation, commerce, finance and/or law The members apponted
from the Muustry of Finance and Minstry of Water Resources, for example, shall not be less than
“Class One” officers The Manager of the Power Sector Account Administrative Unit, who would serve
as ex officio Secretary of the Investment Commuttee, shall have at least ten (10) years of experience in
developing, appraising, financing and negotiating transactions in the mfrastructure sector

415 Compensation of Investment Committee Members

Investment Commuttee members would be contracted on a part-time basis and would be paid on a daily
rate basis (including reumbursement for eligible expenses) for activities specifically related to the duties
described m Section 4 1 1 The terms and conditions of each Committee member’s contract and the
amount of his/her compensation would be determined by HMGN For the first several years of PDF
operation, compensation recetved by Commuttee members would be paid out of resources provided by
IDA Thereafter, compensation for Commuttee members would be paid from PDF-generated revenue
(1 e, fees and interest mcome)

416 Removal of Members

Investment Commuttee members can be removed at any time by HMGN 1f a member has (1) failed to

attend two consecutive meetings, (11) been grossly negligent m the conduct of his/her duties, and/or, (1)
failed to perform under the terms of hus/her contract

The Fund Administrator

The overall responsibility for establishing operational and financial policies for the use of the IDA credit would
be determined by HMGN 1n close consultation with the World Bank A Power Sector Account Administrative
Umit (PSAAU) shall be established within the Fund Admmuustrator’s financial mstitution and assume

responsibility for implementation of these policies and for monitoring comphiance of these policies by Investment
Enterprises and PCls
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The Fund Admumnstrator shall at all imes be an independent contractor with respect to its dealings with the PDF
and nothing m the agreement to be signed between the Fund Admimnistrator and HMGN shall be construed to
create the relationship of jownt venturer and/or partner between the Fund Admimistrator, on the one hand, and the
PDF, on the other

4 21 Duties and Powers of the Fund Administrator and
the Power Sector Account Administrative Unit

The Fund Admimnstrator shall exercise 1ts powers and discharge 1ts duties as delineated below in the best
mterests of the PDF and shall exercise the degree of care, diigence and skull that a prudent mvestment
advisor acting as an mvestment advisor to the PDF and farmiliar with the kinds of project investments
to be made by the PDF under its Investment Policy would exercise under the circumstances i light of
prevailing industry practices and the quality of information available

In carrying out its duties delineated below, the Fund Admumstrator shall at all times comply with any
written mstructions of the Investment Commuttee, provided that such mnstructions are not i contradiction
of the Investment Policy set forth in Section 3 5

The Fund Adminsstrator shall advise the Investment Commuttee on the PDF’s project mvestments and

perform day-to-day admimstration of such mvestments including the following

- carry out an mternational program of focussed public relations on behalf of the PDF, publicizing its
purposes and capabilities and its potential investment projects

- adwvise the Investment Commuttee on the mvestment busimess of the PDF, including the 1dentification
and consideration of potential project mvestments for the PDF which comply with the Investment
Policy and have received licenses from EDC, report findings regarding project investments to the
Investment Commuttee and seek investment approval from the Investment Commuttee

- conduct all appropriate analyses and due diligence mvestigations of potential project investments
and propose appropriate structures for such investments

- prepare loan and other financing documentation mn connection with approved projects

- monitor and admumster the PDF’s portfolio of project mvestments as well as the performance of
such investments and seek ways of enhancing the value of such mvestments

- maintain safe custody of the PDF’s assets from project nvestments and handle all funds paid or
received by the PDF with respect to, or in connection with, the project mvestments of the PDF

- submut monthly and quarterly reports to the Investment Commuttee regarding the admimstration and
debt service collections of the PDF’s project investments and other matters as the Investment
Committee may require from time to tume 1n connection with the PDF’s project mvestments

- mantam all books and records of the PDF with respect to 1ts project mvestments and receive and
make all correspondence on behalf of, and 1n accordance with, the instructions of the Investment
Commuttee provided that for the avordance of doubt all such books and records and correspondence
shall remain at all times the lawful property of the PDF

- atthe request and on behalf of the PDF, momnitor, haise with, and attend shareholders and directors
meetings with respect to, and otherwise oversee, the PDF’s mvestment projects

- monitor and admuuster the PDF’s investments and ensure comphance at all times with the PDF’s
Investment Policy described above and report to the Investment Commuttee mn respect thereof on a
monthly basis
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To the extent required 1n order to comply with written mstructions of the Investment Commuttee and

otherwise to perform 1ts duties specified above, the Fund Admmnistrator shall have the authonty, power

and right for the account and 1n the name of the PDF

- to1ssue orders and mstructions with respect to the disposition of project imvestments, momes and
other assets of the PDF

- to enter nto, make and perform contracts, agreements and other undertakings

The PDF Adminstrator, while maintaming 1ts responsibihities, shall be entitled to delegate any of 1ts
duties to qualified persons (subadvisors) and shall be entitled to pay fees to any such persons provided
that such fees are paid from the PDF Admimistrator’s internal account and are not charged to the PDF

The PDF Admunstrator, while maintaining its responsibilities, shall also be entitled to engage and rely
on advice grven by accountants, attorneys, consulting engineers, financial advisors, mnsurance brokers,
tax advisors, valuers and/or any other advisors and/or consultants (subcontractors) engaged by 1t as 1t
may deem necessary or advisable 1n relation to the performance of all or any of 1ts activities set forth n
Section 421 The costs of any subcontractor other than those qualified persons (subadvisors)
referenced above shall be paid or reimbursed by the PDF to the extent provided in Section 3 2

Not withstanding any of the foregoing, the sole and exclusive discretion as to the disposition of PDF
resources with respect to any and all project mvestments to be made by the PDF shall rest with the
Investment Commuttee

The PDF Adminustrator shall exercise the aforementioned powers and discharge its duties i the best
mterests of the PDF and shall exercise the degree of care, diligence and skill that a prudent investment
advisor acting as an investment advisor to the PDF and familiar with the kinds of project investments
to be made by the PDF under 1ts Investment Policy would exercise under the circumstances n light of
prevailing mdustry practices and the quality of information available

The PDF Admmmustrator shall act mn good faith and exercise due care m selecting, wstructing and

supervising any subcontractors 1 relation to the performance of all or any of its duties set forth m
Section4 2 1

4 2 2 Functions of the Power Sector Account Administrative Unit

It 1s envisaged that the Fund Admmistrator’s PSAAU would be staffed by a part-tume manager, financial
specialists, accountants and clerical personnel This core of the PSAAU would be supported by short-
term consultants, drawn from either the Fund Adminstrator’s local financial mstitution or s
investment/merchant bank partner, to assist m economic, financial, legal, and techmcal aspects as
needed To assist the Fund Admumstrator i its duties to provide well-informed recommendations to the
Investment Commuttee on a number of 1ssues, specialized personnel, mmdependent from the Fund
Admunistrator’s own mstitutions, may be periodically retaned to review loan requests from project
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sponsors on an “as needed” basts for limited peniods of time based on specific economuc, financial, legal
and technical requrements These private consultants would be competitively selected for economic,
financial and legal inputs®

It 1s suggested that the PSAAU be organized mto two sections to ensure the effective management of the
PDF A Techmcal Section would, inter alia, carry out preliminary assessments of loan applications to
ascertain whether a particular project 1s likely to meet eligibility critena, prepare appraisal reports, be
mnvolved in detailed discussions of the borrowers’ security package, and submit recommendations to the
PDF Investment Commuttee To assist with these due diigence processes, the PSAAU would draw upon
the mn-house expertise of the Fund Admunistrator and specialized consultants from outside the Fund
Admimstrator’s organization as required

An Administrative Section would momtor PDF borrowers and prepare periodic reports on loan collection
performance It would also disburse finance, collect repayments and maintain accounts Of particular
importance for the success of the Power Sector Account would be the Fund Admimstrator’s emphasis
on the development of procedures for the review of borrower applications and upgrading project
appraisal standards through traming A detailed description of the activities that both the Techmical and
Admumstrative Sections of the PSAAU would be involved n during the loan appraisal and negotiation
phase, the detailed design phase, the construction phase, and the operations phase of a PDF-funded
project are delineated below

A Power Development Fund Operations Manual would establish the framework for the admimistration
of the PDF including loan pricing, appraisal and processing, as well as project/loan momtoring by the
Fund Admumstrator’s staff and advisors

4 2 3 Manager of the Power Sector Account Administrative Unit

A part-time Project Finance Specialist would serve as manager of the Power Sector Account
Admmnstrative Ut (M/PSAAU) He/she must have at least ten (10) years of experience 1n developing,
appraising, financing and negotiating transactions in the mnfrastructure sector The M/PSAAU’s
background must include expenience with imited recourse financing including the preparation of bidding
documents, negotiation of secunity package documents and bringing projects to financial closure Taking
mto account the specialized nature of M/PSAAU position, 1t may be necessary to recruat this mdividual
from abroad

The M/PSAAU would be responsible for managing the consultancy resources at lis/her disposal i order
to advise the Investment Commuttee on the PDF’s project mvestments and perform day-to-day
admimstration of such mvestments Although the M/PSAAU would represent HMGN 1n loan
negotiations, he/she would be accountable to the Investment Commuttee Specifically the M/PSAAU
will have the following responsibilities

2 These inputs would include mter alla a review of 1) the adequacy of the financing package 2) the financial
viability of the project under vanous tariff scenanos 3) the adequacy and appropriateness of the Secunty Package 4)
the corporate structure of the Investment Enterprises 5) appropriateness of and proven expenence with the technology

offered 6) cost aspects of the construction strategy and 7) other cost issues including those relating to operation and
maintenance

Acres/USAID Private Electrnicity Project 4-5

27



Nepal Power Development Fund
Borrower’s Implementation Plan

Acc Establishment Ph

(1) Appomtment of the professional staff for the Power Sector Account Admmustrative Unut, hiring
of support staff and operationalization of the Umt

Loan Appraisal and Negotiation Phase

(2) Review of loan applications recetved from borrowers (Investment Enterprises and PCls) for PDF
financing m order to ascertamn the ehgibility of the sponsors’ application under the PDF’s criteria
Assess the need for hiring outside consultants whenever necessary

(3) For those project sponsors which seek a direct loan under the PDF, review the creditworthiness,
financial standing and resource availability of the project sponsor to raise equity and to package,
construct and operate the project mn a satisfactory manner

(4) Appraise the project from a financial, economic, techmcal and legal viewpomt mn accordance with
PDF guidelines and prepare and furmsh to the Investment Commuittee and IDA a consolidated

assessment report

(5) Review the financial structure and procurement plans of the Investment Enterprises to assess
compliance with IDA guidelines

(6) Participate 1n the negotiation of the Secunty Package
(7) Recommend the approval or disapproval of loan applications on the basis of such appraisals

(8) Undertake due diligence of the projects to assess that all agreements, concessions, and permits
required by the project from various public and private entities have, m fact, been obtamed

(9) Prepare credit review reports for the Investment Commuttee and IDA
(10) Draft, negotiate and execute loan documentation with all relevant parties

(11) Approve or disapprove drawdown notices under the PDF loan agreement, and disburse or procure
or authorize disbursement of PDF funds to or as required by the Investment Enterprises or PCI

(12) Coordinate with IDA, prepare quarterly performance reports, and ensure compliance with
covenants

Detailed Design Phase

(13) To the extent that the M/PSAAU feels it necessary 1n the performance of his/her loan momtoring
function, monttor the performance of design and preparation of specifications and drawings
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Construction Phase

(14) Monutor the performance of the Investment Enterprises® during the construction phase to ensure
whether (1) progress on construction and procurement of major plant 1s proceeding 1n accordance
with the implementation plan, (1) project costs are in line with the financing plan m order to
mimimize cost and time over runs, and (1) loans are utilized 1n accordance with the conditions set
out 1 the loan agreement Project/loan momtoring guidelines for the construction phase are
contamed m Appendix C

(15) Coordmate with senuor lenders and project sponsors to ensure par1 pasu disbursement of all the
debt and equity financing facility to the project

(16) Ensure that the Investment Enterprises obtains and maintains the necessary msurance to cover all
construction phase nisks

Operations Phase

(17) Momtor the performance of the Investment Enterprises to review the operation and maintenance
of project assets, protect the financial mterests of the PDF, and protect the mterests of HMGN
These objectives would be achieved by the PSAAU through momnitoring of (1) the project’s
technical performance critenia, such as technical tolerances, actual energy output agamnst planned
output and plant capacity, (1) the financial performance of the Investment Enterprises, i particular
its ability to meet future expenditure requirements, and (11) compliance with contractual
arrangements made with the PDF, particular loan repayments and hqudity obligations
Project/loan monitoring gudelnes for the operations phase are contamed m Appendix D

(18) Recerve and collect payment mstallments of the PDF loan, and take steps for the recovery of
overdue mstallments or, where appropriate, the whole of the PDF loan and the enforcement of (or
of security under) the loan documentation

(19) Ensure regular mterest and prmcipal payments to HMGN on behalf of the PDF 1n accordance with
the agreed schedule

(20) Ensure that the Investment Enterprises obtains and maintains the necessary msurance to cover all
operations phase risks

4 24 Accounting and Auditing

The Fund Admunstrator would conduct 1ts business in accordance with mternational standards and the
accounts of the PDF shall be subject to generally accepted accounting and auditing procedures which are
considered acceptable to both HMGN and IDA  The Fund Administrator must ensure that (1) accounts
and financial statements for each fiscal year would be prepared and audited by independent auditors

* The Fund Administrator's main objectives in monitonng the progress of a project are to 1) protect the PDF s
Investment in the project 2) confirm that the Investment Enterpnses Is continuing to meet its obligations under the PDF

loan agreement and 3) meet its obligations under its Administration Agreement with HMGN to provide reports on both
the PDF and the progress of approved projects
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acceptable to both HMGN and IDA, (u) statements of expenditure would be mamntained m accordance
with sound accounting practices, be mamntammed at least one year after the completion of the audit for
the fiscal year in which the last withdrawal was made, and a separate opiion on Statements of
Expenditures be mcluded m the annual audit, and (1) certified copies of audited accounts and financial
statements for each fiscal year, together with the auditor’s report would be furnished to IDA as soon as
available but not more than three months after the end of each fiscal year starting with audit reports for
the first fiscal year after the signing of the loan agreement between HMGN and IDA

425 Project/Loan Monitoring

The PSAAU’s main objective in montorng the progress of a project are to (1) protect the PDF’s
mvestment 1 the project, (1) confirm that the Investment Enterprises 1s contmuing to meet its
obligations under the PDF loan agreement, and (11) meet 1ts obligations under the Administration
Agreement to provide requisite financial reports

The PSAAU would be responsible for monttoring all projects recerving PDF financing and would charge
the Investment Enterprises a monitoring fee based on actual costs to the PSAAU The PSAAU would
monutor a project through the mitiation and construction phases of the project covering all activities from
the signing of the loan agreement to the commusstoning of the faciity The PSAAU’s momitoring role
during the subsequent operational phase of a project would be less detailed than during imtiation and
construction For each project, PSAAU staff and consultants must mamtain a separate file which covers
procurement, disbursements and PDF drawdowns The PSAAU’s monitoring activities during the
operational phase would mclude venfying that the work specified in the construction contract has been
carried out as planned, that the procurement has been competitively bid m IDA-eligible countries, and
that the overall cost 1s within budget This momitoring role would continue until the loan from the PDF
has been repaid. Guidelnes for project/loan monitoring during the construction phase of the project are

contamned m Appendix C  Those for momitoring during the operations phase are contamed 1n Appendix
D

4 26 Fund Administrator Conflict of Interest Issues

In the event that the Fund Admmustrator, any third party under contractual obligation to the Fund
Admunistrator or any affiliate, director, officer or shareholder of the Fund Admimstrator (a “Related
Person™) 1s mvolved mn any financial, nvestment or other professional activity which causes a conflict
of mterest with the obhgations of the Fund Adminsstrator to the PDF, the Fund Admmstrator shall have
regard to 1ts obligations to the PDF and shall act, or shall use its reasonable endeavors to cause such third
party or Related Person, as the case may be, to act, in the best mterests of the PDF, so far as 1s
practicable having regard to 1ts obligations to other chents

In the event that the Fund Admmstrator, any third party under contractual obhigation to the Fund
Admimnstrator or any Related Person 1s providing or has provided financial services to or has, proposes
to have, any financial or other mterest in any company or project in which the PDF 1s considering a
proposed mvestment (a “Conflict of Interest”), the Fund Admumstrator shall (1) promptly inform the
Investment Commuttee of the nature and extent of such services or financial or other interest on a timely
basis (but m any event prior to making a related mvestment proposal to the Investment Commuttee), and
(1) make available any reasonable mformation which the Investment Commuttee may require to evaluate
the relationship between such party and such company or project For the avoidance of doubt, the Fund
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Administrator shall be deemed to have a financial or other interest in any such company 1f 1t 1s providing
services to, or otherwise representing or advising any third party having an interest m, any such company
or project

The Fund Admumstrator shall not be hable for any failure to make an mvestment on the basis of any
mformation known to the Fund Administrator or any of its sharecholders or other affiliates where the
utilization of such information would, in the Fund Admimstrator’s reasonable opinion, constitute a
violation of any applicable legislation or a breach of any fiduciary or contractual relationship between
the Fund Admimstrator and any other person

Acres/USAID Private Electricity Project 4-9



.

Nepal Power Development Fund
Borrower s Implementation Plan

5

Eligibility Criteria for Power
Development Fund Financing

Loan appraisal and processing would be carried out by the Power Sector Account Admmstrative Unit under the
overall direction and control of the PDF Investment Commuttee The Investment Commuttee would approve
mvestment projects for financing only after ensuning that these projects meet economuc, financial and technical
viability criteria and HMGN and/or World Bank Group environmental standards (including cniteria for
mvoluntary resettlement, should 1t arise) Ehigibility critenia for accessing PDF financing are set forth below

(a)

(b)

©

(d)

Type of Project

The project should be erther (1) a generation project greater than 10 MW and rangmng up to 300 MW
1dentified through the screening and ranking exercise under the Medium Hydro Power Study' or by NEA
or private promoters using screening criteria acceptable to IDA, or (1) a generation project of 10 MW or
less 1dentified by NEA or pnivate promoters using screening criteria acceptable to IDA, or (in) and 1solated
rural power system project, or (1v) a transmission and distribution project related to a qualifying generation
project

Competitiveness

Competitiveness would be ensured by considering proposals that offer prices for electricity which would
be less than the unit cost of generation that the Nepal Electricity Authority would have mcurred for the
same generation, adjusted for financing available to the private sector

Economic Rate of Return

The economuc rate of return of all proposed investment projects? must be sufficient to encourage private
mvestment flows to fund needed power plants so that Nepal can remain competitive with other countries
that are offering equivalent or lugher returns Where applicable, the projects would form part of a least-
tariff expansion plan®

Environmental and Social Assessment Criteria

All projects would necessarily meet HMGN’s environmental and social assessment critena as laid out in
the country’s 1993 Environmental Impact Assessment Guidelines, the 1997 Environmental Protection Act
as well as the World Bank Group’s environmental and social assessment gudelines

' Canadian Water and Energy Consultants Medium Hydropower Study Project Main Report, Phase |, Fine

Screening and Ranking Report, 1997

2 The economic analysis of potential investment projects would be carned out on a case-by-case basis The

methodology that would need to be followed to prepare the economic analysis for potential projects would be set out In
the PDF s Operating Manual It should be noted that high discount rates tend to reduce the compettiveness of
hydroelectnc projects because these projects justify their existence through fuel and operating cost savings in future
years The higher the discount rate the less those future savings are worth in present value terms Higher discount
rates Justify higher levels of investment in thermal generation (thereby increasing concern about reliabiiity of fuel supply)

3 Projects eligible for PDF financing would be pnoritized on the basis of their fit with the country's generabon

expansion program
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(e) Licensing
Only projects which have been 1ssued a Generation License or Transmission License by the Minstry of
Water Resources would be eligible for PDF funding

(f)  Linmuted Recourse Financing
Private mnvestors and lenders should not require direct sovereign guarantees Lenders should rely on the
security package (see below), future revenue streams from the project, and the value of the assets for
comfort The debt financing must include some portion of non-recourse commercial senior debt The
PDF’s exposure m any project will not exceed twenty-five (25) percent of the total project cost The
minimum debt service coverage ratio would be 1 2

(g) Use of Proven Technologies
The technologies proposed by private mvestors should be proven, that 1s, they should have a successful
track record 1n countries at a simlar level of technological development and support infrastructure as in
Nepal

(h) Viabiuy
Project sponsors should possess a proven capability to develop, finance and operate the power project(s)
proposed 1n countries at a simlar level of development as Nepal To ensure commitment, sponsors’ equity
would need to represent at least twenty (20) percent of the project cost for the life of the PDF loan

51 Loan Approval Procedures

In the case of unsolicited bids, the Investment Enterprise would submut sufficient information mn order to enable
the Fund Admumstrator to assess the project and prepare an appraisal report  This information would cover, inter
alia, site availabihty and its sustamability, availability of mputs, appropriateness of, and proven expenence with
the technology offered, project design, engineering, construction strategy, cost estimates, implementation
arrangements, specifications of equipment and goods, a financing plan, prices, financial projections, proposed
arrangement for the supply of essential commodities, services, and sales of output, proposed arrangements for
project operation and mamtenance, and the proposed structure of the Security Package The Investment
Enterprise would also be required to submut an environmental impact assessment, including resettlement plans
where applicable, in accordance with HMGN and IDA guidelines

Agam m the case of unsolicited bids, the Fund Admimstrator would also review adequacy of the financing
package, financial viability of the project under various scenarios, economic soundness including the calculation
of an economuc rate of return, adequacy and appropriateness of the Security Package, and the corporate structure
of the project’s entities

In both cases described above, prior to the PDF Admunistrator initiating a loan appraisal process, the Investment
Enterprise or the Participating Credit Institution, as the case may be, shall submut a loan application together with
1ts completed feasibility study and other relevant documentation, such as information regarding the sponsors, the
environmental and social assessments, license (where applicable) and proposed financing plan to the PDF
Admunistrator together with a loan application fee This imtiating document will be styled as the “Project
Information Memorandum” (PIM) The PIM will be prepared by the Investment Enterprise based on instructions
provided by the PDF Admuimstrator
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Based on the PIM, the PDF Admumstrator will seek the Investment Commuttee’s approval m principle to proceed
with exther (1) an 1ssuing letter of ndicative terms and condrtions to prequalified bidders (for solicited projects)
or (1) a prelmmary letter setting out the eligibility criteria and appraisal process (for unsolicited projects) The
PDF Admumstrator then reviews the proposal, ascertamns the eligibility of the project for PDF financing, prepares
an appraisal report and formulates a recommendation for the Investment Commuttee

For each loan proposal, the Fund Adminstrator would prepare an appraisal report on the basis of economic,
financial and techmical viability and environmental acceptability The appraisal report, along with a
recommendation to make a loan would be forwarded to the PDF Investment Committee Once the loan
recommendation 1s accepted, the Fund Admumstrator would be responsible for loan documentation preparation
and negotiation, executing the loan documentation, loan supervision and momtoring, and fulfilling reporting and
auditing requirements

The loan documentation and negotiation process would then proceed as follows

»  The Investment Enterprises submuts a loan apphication together with 1ts completed feasibility study to PDF
together with a loan application fee

» PDF Investment Commuttee 1ssues a Letter of Intent (LOI) to the selected Investment Enterprises

» The M/PSAAU, supported by consultants 1f necessary, carnes out an appraisal of the project, supported by
consultants 1f necessary, based on information recetved m order to ascertain the eligibility of the project for
PDF financing

» The M/PSAAU submuts a recommendation to the Investment Commuttee to accept the loan apphcation and
for authorization to commence negotiations

» Ifthe Investment Commuttee accepts the recommendation, the M/PSAAU 1ssues a Prehminary Acceptance
Letter (PAL) to the Investment Enterprise mcluding a draft term sheet and loan agreement

» The Investment Enterprise conveys its acceptance of the PAL and deposits a loan documentation fee

»  Generation License or Transmussion License 1s 1ssued by the Mimmstry of Water Resources

» The M/PSAAU, supported by consultants if necessary, partictpates i the negotiation of the Security Package
with the Investment Enterprise

»  Simultaneously, prehminary negotiations of the Loan Agreement would take place and be evaluated by
M/PSAAU, supported by consultants 1f necessary

» The M/PSAAU, supported by consultants 1f necessary, reviews Engineermg, Procurement and Construction
Contract

» The M/PSAAU, supported by consultants 1f necessary, prepares an Appraisal Report which includes due
diligence and a Draft Loan Agreement for subnmussion to the PDF Investment Commuttee

» The M/PSAAU seeks approval of the loan by the PDF Investment Commuttee

» The M/PSAAU, supported by consultants 1f necessary, finalizes negotiations of the Loan Agreement and the
Security Package with the Investment Enterprise

»  The Chairman of the PDF Investment Commuttee signs the Loan Agreement with the Investment Enterprise

A detailed methodology of the financial, technical, economic and environmental (including resettlement)
parameters that cover loan documentation for the Fund Admimstrator would be set forth in the Power

Development Fund’s Operating Manual A loan approval process flow chart 1s presented as Figure 2 on Page
5-5
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5 2 Participating Credit Institutions

521 Rationale for Local Financial Institutions’
Access to the Power Development Fund

By making medium- and long-term resources available to eligible local financial mstitutions (styled as
“Participating Credit Institutions”™) for onlending to private sponsors of small projects mnvolving gnd
connected generating stations below ten (10) megawatts or 1solated rural power systems, the PDF can also
play a sigmificant role m mobilizing local resources from these mstitutions to provide additional medm-
and long-term financing for eligible projects The objective of mvolving PCls 1s to leverage PDF
resources By requiring loan funding in a ratio of 1 2, for example (US$1 lent by the PDF for every
USS$2, or rupee equivalent, that the PCI places 1 the project from 1ts internal funds), PDF resources would
be leveraged with capital from PCIs, opening the way for these resources to be used for power project
financing on a fully sustainable, commercial basis over the medium- to long-term  Although the PDF’s
mntial level of potential support to each PCI would be capped at a pro rata share of US$2 mullion, this

would be reviewed bi-annually An individual PCI would not be able to exceed its pro rata share without
approval of the Investment Commuttee

The PDF/PCI partnership would contribute to the creation of a sustamnable commercial marketplace for
power project development and financing  However, some changes 1n the Nepal Rastra Bank’s monetary
policy, particularly with regard to priority sector/deprived sector lending may be required to induce PCI
participation For example, if PCI participation m power project financing were excluded from the base
of outstanding credit against which commercial banks are mandatonly required to mvest designated
proportions m the priorty/deprived sectors, entry of PCIs mnto the power project financing market would
probably be more assured This, i turn, would generate expertise n project finance The experience
gamed and the mcrease 1n local financial nstitution participation n the power sector would reduce
transactions costs for and encourage development of subsequent projects Entry of additional financing
sources 1nto the power sector would encourage competition, lower rates and promote greater marketing
efforts and market penetration

The local debt that would be raised in Nepal’s capital market could finance base costs as well as bemng
available for standby financing It 1s envisaged that a lead bank with some experience in raising financing
for projects m the local market would manage consortiums to raise the facility amount for projects brought
forward by project sponsors

522 Potential Participating Credit Institutions

It 1s reasonable to assume that many Nepalese financial mstitutions would express interest in becoming
PCls, particularly 1f the Nepal Rastra Bank modified its prionity/deprived sector lending policies
However, the PDF would mmtially focus on teaming with the privately owned joint-venture commercial

banks and, perhaps, the industrial development bank, as the state-owned commercial banks are currently
m financial distress

Acres/USAID Pnrivate Electncity Project 5-4

-'—ﬁ@q@’-\-fa—-ﬂ-‘ﬁ’-



—umﬂg_-<h-_-—gn*ﬂg-—ﬂ

Nepal Power Development Fund
Borrower’s Implementation Plan

Figure 2
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Applications would be solicited from these FIs and would be evaluated according to the criteria set forth
mn Section 5 2 3 to determune the eligibility of such institutions to function as co-financiers with the PDF
The PDF Investment Commuttee would appraise all applicants 1n the context of these cniteria  The results
of this assessment would be orgamzed 1n a PCI Assessment Report and submutted to IDA

523 Ehgibility Cnitena for the Participating Credit Institutions

Eligibihity criteria for PCI participation m the PDF would take into account the overall financial viability
of the PCI together with the strength of its operating structures Each PCI shall sign a Participation
Agreement with the Fund Admunistrator i which 1t certifies that 1t would at all times comply with specific
management and financial performance eligibility criteria which would be reviewed on a biannual basis

In order to become an accredited PCI, Fls must provide the PDF Investment Commuttee with a satisfactory
report from external auditors licensed by the Audrtor General of HMGN confirming that audits of the FI
have been carried out mn accordance with ternationally accepted accounting and auditing standards for
the past three (3) consecutive years The FI shall further submut a confirmation from the external auditors
that at the end of 1ts most recent fiscal year the FI has met critenia set forth below for delinquency and loan
loss rates, adequacy of the banks’ capital, and their hquidity position Note that no norms are applied to
these ratios — of more significance 1s the trend

Asset Quality Ratios, Past Due (Non- A past due ratio that 1s increasing 1s obviously adverse
Performing) Loans Such a trend 15 especially worrisome 1f 1t 18 not due to

worsening economic conditions or other factors beyond
management's control A past due ratio of five (5)
percent or more 1s considered high although for
development finance entities with higher nisk loan
portfolios, higher ratio would be expected, and more
emphasis placed on net loan losses

Asset Quality Ratios General Provisions Based on the assumption that the general provision 1s a
true cushion for future loss, a steady ratio with
mcreases reflecting growth m the loan portfolio 1s
favorable The level of such provisions may be
mandated either by statute or internal policy as a fixed
percentage of total loans or risk assets Given normal
banking conditions, general provisions would tend to
range between one to two percent of total loans A
lower ratio mught indicate a bank with a long history of
mnimal losses or a new bank which has yet to build up
such a reserve A high ratio may indicate a very
cautious policy, but often a large general provision,
especially 1f due to recent and large transfers, indicates
recognition of asset quality problems Overall, a
consistent ratio and steady levels of transfers to a
general provision are positive, while sharp changes
mdicate problems may exist
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Asset Quality Ratt ific Provision A sharp nise m specific provisions shows management's
recogmition of problem loans that existed at the time In
theory, gross loans less specific provisions equals
viable, 1e, collectible, loans Only an on-site
exammation of the loan portfoho can determine if more
- ——+-specific provisions are needed If the bank only uses
specific provisions, the year-to-year increase can be
viewed as net loan losses, and a percentage higher than
one percent 15 usually considered high

A hty Ratios, Net Loan L Clearly an increase n net loan losses to average total
loans indicates the bank has experienced deteriorating
asset quality Whule this ratio does not predict future
' asset quality problems, a combination of high past due
percentage plus high levels and an adverse trend of net
loan losses 1s wornsome In commercial banks, a high
level of past due 1s often followed by substantial loan
losses A very broad benchmark for net loan losses to
average gross loans 1s one (1) percent A ratio much
above that probably indicates asset quality has been a

problem
Asset Quality Ratios Earmings Covera; The earnings coverage ratio 1s a multiple and shows the
of Net Loan Losses bank's historical capacity to absorb the impact of loan

losses The higher the multiple the better In effect, a
highly profitable bank 1s far better able to withstand the
mmpact of a high level of loan losses than a bank with
mediocre or poor earnings A multiple of three (3)
times or lugher would normally be considered good and
mdicates the bank has the earmings capacity to easily
offset 1ts level of loan losses

Capital Adequacy Ratios Base Capital The trend of the basic capital ratio 1s clear-cut and
; Ratio mportant An upward trend shows an improved capital
posifion as capital growth 1s more than keeping pace
with asset growth A downward trend should be viewed
as adverse regardless of the reasons behund it Whule 1t
15 essential to learn the capital requuirement the financial
mstitution operates under and how 1its capital ratio
compares to its peers, a very broad benchmark for the
basic capital ratio 1s six (6) percent for commercial
banks and eight (8) percent for other types of financial
mstitutions
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1tal Adequacy Ratigos Total ital
Total Assets

As with the basic capital ratio, an mcreasing trend 1s
favorable A broad benchmark for total capital to total
assets would be eight percent for commercial banks
The key element regarding supplementary capital 1s that
1t only provides a partial reassurance to a mediocre or
weak core capital position A bank with a margimnal
basic capital ratio should not be viewed as adequately
capitahized due to large amounts of supplementary
capital

Capital Adequacy Ratios Dividend Payout
Ratio

The dividend payout ratio shows what portion of profits
are bemng paid out to shareholders mstead of bemng
retamed by build up capital Except for very unusual of
extraordinary items (such as a direct withdrawal of
capital), the mnverse of the dividend payout ratio 1s
earnings retention Thus a downward trend n the
dividend payout ratio results m higher carnings
retentton and 1s favorable Setting even a broad
benchmark for a dividend payout ratio 1s difficult since
it largely depends on capital For example, a well
capitalized bank with low growth 1n assets can afford to
pay out a hugher portion of profits in dividends In turn,
a hugh dividend payout ratio 1s a sigmficant dicator n
a profitable bank with a low capital ratio If a bank 1s
not well capitahzed and 1s paymg out more than fifty
(50) percent of 1ts net income m dividends, 1ts dividend
policy would appear to be hampering 1ts capital growth
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Profitability Ratio R n_Average
Assets

The return on average assets 1s now widely accepted as
the best overall measurement for earmings performance
It 1s a better measurement than return on capital
(equity) which rewards banks that are highly leveraged
The use of return on average assets as a measure of
performance has encouraged banks to seek ways of
enhancing profits off the balance sheet, often referred to
as non-nterest mcome An upward trend 1s, of course,
considered positive In general, banks i developing
countries show higher profit ratios than banks m
mdustrial countries This 1s pnimanly due to lack of
stiff and/or genmne competition While emphasis
should be placed on profit levels within the particular
country and among peer mstitutions, general
benchmarks do exist A one (1) percent return on
average assets 1s satisfactory, and many, if not most,
major banks in industrial countries are well below this
level A two (2) percent level or higher 1s very good in
any banking system, while three (3) percent or more 1s
likely to be excessive due to extraordinary factors or
neghgible competition

International Risk Based Capital Adequacy

Standards

Rusk weighted core capital and total capital ratio were
developed by the Basic Commuttee on Banking
Regulations and Supervisory Practices, or Basel
Commuttee, to serve as international capital adequacy
standards The mternational agreement that followed
regrading capital adequacy has become known as
capital convergence Once calculated, both core capital
and total capital (core plus supplementary) are
compared to on and off balance sheet items each of
which has been assigned a nisk factor from zero (0)
percent for cash and balances with the central bank to
one-hundred (100) percent for private sector loans The
capital ratio 1s this based on capital as a percentage of
the weighted nisk of both on and off balance sheet
items Thus, banks with large amounts of lower risk
items will seek hugher capital ratios  In addition to the
risk weighing concept, capital convergence draws a
distinction between core (equity) capital and other
forms deemed to have lower value The approprate
benchmarks established by the agreement — 1if core
capital alone equals four (4) percent of the weighted
nisk total and 1f total capital equals eight (8) percent of
the same total, the bank should not be considered
undercapitalized However, if these ratios are barely
met, the capital rating should probably be only fair
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524 Financing Modalities for
Participating Credit Institutions

The PDF would enter mto co-financing relationships with qualifying Nepalese FIs The PDF will be
designed to address the local financing barriers to private power development by providing incremental
financial support as needed to induce participation of PCls and end-users Development of PDF/PCI
financing modalities would occur as the credit and finance needs, and the structure and analysis of
individual projects are reviewed by the Fund Admimstrator and the PDF Investment Commuttee

The financing modality would entail loan funding on a long-term basis with extended grace (interest only)
periods By requiring that every US$1 lent by the PDF for every US$2, or rupee equivalent, that the PCI
places 1n the project from 1ts internal funds, PDF resources would be leveraged with capital from PCls,
opening the way for these resources to be used for power project financing on a fully sustanable,
commercial basis

The Fund Admunustrator would have review and approval rights on all transactions undertaken PCls
would have primary responsibility to onginate, structure and perform due diligence and credit analysis on
transactions for support by the PDF To origmate a transaction, the PCI, following appropriate nitial
comnutments from the project sponsor, would conduct 1ts credit analysis The financing requirements of
the project — total credit amount, term, cost of funds — would then be matched against what the PCI, based
on 1ts credit analysis, can offer The difference — n terms of needed longer term momnies — would constitute
the financing “gap” which the PCI would submut for PDF support The Investment Commuttee must then
concur with the credit and financing analysis The structure and amount of financial support would be the
subject of negotiation The majority of project financing would derive from the PCI’s capital (in a ratio
of 2 1 to that of the PDF), giving 1t clear incentives to make prudent recommendations

The PClIs shall be free to charge borrowers a market-determined rate of interest on resources on-lent to the
PCI by the PDF PClIs shall also be free to make loans on either a fixed rate or variable basis, and shall
also be free to link the variable rate to any index acceptable to the PCI and 1its borrower

525 Equal Access to the Power Development Fund

To muimze potential concern that the Fund Admirustrator might deny other financial institutions equal
access to financing available through the PDF, the Fund Admirustrator shall certify n its Admimstration
Agreement with HMGN that the proceeds of the IDA credit would be made available to all ehgible
Nepalese PCls (including the Fund Admimustrator’s home mstitution) on a pro rata basis  For example,
if five (5) PCIs (including the Fund Administrator’s home mstitution) were to qualify for access to PDF
resources, each PCI could each be allocated a pro rata share of the total amount earmarked for the PDF’s
“second window” provided that each can onigmate, structure and perform due diligence and credit analysis
on transactions for support by the PDF* The amount of PDF resources set aside for PCIs would be
determined biannually by the PDF Investment Commuttee based on the competing demands for first and
second window resources, and the capital adequacy and single borrower limits of the eligible PCI

* To originate a transaction the PC| following appropnate initial commitments from the project developer
would conduct its credit analysis The financing requirements of the project — total credit amount term cost of funds —
would then be matched against what the PCIl based on its credit analysis, can offer The difference — Iin terms of
needed long-term resources — would constitute the financing “gap which the PCI would submit for PDF support
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The question of whether to allow the financial institution housing the Fund Admimstrator to also act as
a PCI presents a potential conflict of mnterest Although neither the Fund Admimstrator or 1ts home
mnstitution would be a custodian of public funds, 1t may, nevertheless, have access to “inside” mformation
regarding the spectrum of projects and Investment Enterprises expected to approach the PDF for financing
However, by precluding the Fund Adminstrator’s home mstitution from also acting as a PCI, the PDF may
forego two potential benefits first and foremost, the best local financial institution may not bid on the
contract for admmstration and management of the PDF, desiring only to act as a PCI, and secondly,
leverage would be reduced 1f the chosen Fund Admunistrator’s financial mstitution were precluded from
participating m the co-financing of projects

The potential conflict of nterest 1ssue can be resolved if, as discussed above, all qualifying PCls are given
access to the PDF on an equal allocation basis  Allocating each qualifying PCI a pro rata share of the
amount of the PDF earmarked for the second window, including the Fund Administrator’s home mstitution,
would allay any fears that the Fund Adminstrator could deny other financial institutions equal access to
financing available through the PDF

526 Power Development Fund Utihzation Strategy

Each PCI shall submit to the Investment Commuttee a proposal as to how 1t plans to utilize resources from
the PDF including anticipated exposure, proposed evaluation criteria to be employed n the project
appraisal review process and proposed procedures for monitoring loan performance

Participation Agreements between the PDF and PCIs would require these financial nstitutions to (1)
ensure that financing provided 1s applied fully and exclusively for the purpose agreed when the loan was

made, and (11) provide such information on the progress of the projects financed to the PSAAU as the
Investment Commuittee may reasonably request

5§27 Participating Credit Institutions’ Lending Unit

Each PCI shall have an appropriate unit (e g, a loan department or corporate finance division) at 1ts
headquarters to deal with loans to qualified borrowers available under the PDF  Each PCI shall appoimnt
a senior officer to be m charge of this internal Unit together with approprate staff with responsibilities
including, but not limted to, the following

- oversight of power project review, appraisal, lending and supervision

- reporting and other procedures

- mamntenance of disbursement and repayment documentation

- laison with Power Sector Account Admimstrative Umt’s management team and other appropriate
entitics

528 Comphance with Nepal Rastra Bank Guidelines

On an annual basis, each PCI shall provide the PDF Investment Commttee with certification that 1t 15 n
comphance with the Nepal Rastra Bank guidelines regarding prudential regulations, capital adequacy,

hquidity, and disclosure and reporting requurements and other banking standards spelled out mn the
Commercial Bank Act, 2031 (1974) as amended
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§29 Forfeiture of Eligibility

A review of a particular PCI’s eligibility to continue to participate in the PDF would be triggered 1f it fails
to produce the certification specified in Section 5 2 8  If the failure 1s on account of collection ratios, the
review would concentrate on establishing whether the PCI meets the mimimum specified profitability ratios
after fully providing for the troubled loans which are causing the collection ratios to fall below the
mumum required  Unless a case can be made for a warver supported by quantitative justification, the PCI
shall be suspended from participation 1n the PDF until such time as 1t demonstrates to the PDF Investment
Commuttee that 1t can achieve and sustain the requisite threshold ratios
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6 Terms of Repayment to the Power Development Fund

61 Borrowers’ Terms of Repayment to
the Power Development Fund

Extended grace periods are requured to match the development and construction periods of power generation
projects, and extended repayment pertods allow the cost of the projects to be spread over a longer period and
hence result 1n a more acceptable tanff profile by reducing high tanff levels in the imtial years, as shorter
repayment pertods result in higher debt service obhigations mn the early years Thus, borrowers (Investment
Enterprises and PCls) would be allowed to repay the PDF on a semi-annual composite amortization schedule —
aggregated from individual loans — up to a maximum of twenty-three (23) years, mncluding a maximum (to be
reviewed on a case-by-case basis) eight (8) year grace period

PClISs shall be responsible for repaying loan amounts to the PDF according to the amortization schedule described

above, regardless of whether the credit institution has received repayment from the sub-project to which the loan
was made

Either Investment Enterprises or PCls may voluntanly prepay loans from the PDF 1n full or m part (in agreed
muimum amount and multiples thereof) on any repayment date

62 The Power Sector Account and Repayment of the
International Development Association Credit

HMGN may draw against the Power Sector Account for the purpose of making payments to IDA Debt service
to IDA wouldbe mU S dollars (rupee dollar equivalent) at IDA terms
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7 Evaluation and Negotiation of the Security Package

Projects financed by the PDF would be undertaken following the build-own-operate (BOO) or build-own-operate-
transfer (BOOT) model and are to be financed on a imited recourse basis m order to promote private investment
1n the Nepalese power sector Under this arrangement, the investors (or their contractors) would assume full
completion and operational nisks, but the lenders (including the PDF) should look primarily to the expected
revenue stream of the projects for security The revenue stream, 1 turn, 1s dependent upon the strength of the
various contractual arrangements comprising the Security Package (SP) These seck to reduce lenders’ and
mvestors’ risk by establishing legally binding obligations, financial structures, and operational procedures

Before loan funds can be disbursed, the lenders would wish to be satisfied that all the main agreements meet their
requirements and have been executed

Lenders may want legal opinions, independent engineering reports, and copies of government approvals In
addition, they would want to confirm that the parties to each agreement are creditworthy and capable of
performung under the terms of their respective contracts Lenders look to the SP to provide security for the loan,
and m the event of a breach of any of the agreements they may seek the right to take over the company and nstall
their own managers within the framework of the agreements Thus, the preparation of the various agreements
must be coordinated so that there 1s no conflict between them

The following would be parties to the agreements and other documents comprising the SP described below (1)
His Majesty’s Government of Nepal, (u) the Investment Enterprise (1 €, the project sponsors), (1) the Nepal
Electnicity Authority (NEA) or other purchaser, (1v) the operator, (v) the lenders, (v1) the contractors, (vi) the
trustee, (viun) the escrow agent, and (1x) the insurer

1t would be the responsibility of the Fund Admimstrator to evaluate and negotiate the SP to assess the possible
adverse financial outcomes m respect of the identified rnisks It 1s important that the agreements which make up
the SP comply with IDA cnitena and be acceptable to both the Fund Admmustrator and the PDF Investment
Committee To this end, the Fund Administrator would mvite the project sponsor to discuss the various
agreements contamed m the SP and would also conduct discussions with co-lenders concerming jomt security
arrangements, 1f required

The Fund Adminstrator would work through each of the project’s potential key risks (capital cost overrun, delay

m project completion, hgher than expected cost of finance, and reduced revenue streams) and assess their
potential impact on the project

This evaluation would be undertaken in three steps

»  Establishment of the impact of major adverse outcomes under the Project (Implementation) Agreement and
Power Purchase Agreement

»  Identification of the contractual relief remedies available under the other contracts and agreements comprising
the SP

» Assessment of the quantitative net financial impact on the project of key risks, to the extent that the exposure

of the Project (Implementation) Agreement and the Power Purchase Agreement 1s not matched by other
contractual reliefs and remedies

The ability to finance a private power project on a limited recourse basis depends largely on the credit quality of
the power purchaser Most of the projects that have gone through the Ministry of Water Resources’ fine screening
and ranking exercise involve projects that would largely be financed by the private sector and that would sell
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power to NEA, at least for the foreseeable future Under this structure, where NEA 1s the sole purchaser of the
power, NEA’s credit quality 1s one of the most important factors 1 a project’s ability to secure financing As
such, 1t 1s envisioned that the Project (Implementation) Agreement between HMGN and the Investment Enterprise
would covenant a guarantee of NEA’s payment obligations to the Investment Enterprise under the Power
Purchase Agreement If HMGN does not wish to offer such a guarantee, then both an urevocable letter of
credit and an escrow account of sequestered NEA revenues would form part of the Secunity Package The
Investment Enterprise’s first recourse 1n the case of non-payment by NEA would be the letter of credit and then
the escrow account

71 Project (Implementation) Agreement

The Project (Implementation) Agreement (PA) 1s between the Investment Enterprise and the government agencies
that have the authonity to provide the assurances and support necessary for the development of a power project
by the Investment Enterprise The PA may contarn a variety of commitments, inducements, and guarantees that
can be given only by the recognized governmental authority Issues range from authonzation to do business to
granting of certam tax benefits or exemptions from customs duty If government policy has not been established
m areas that could affect the Investment Enterprise, lenders would require that the government make appropriate
commitments

Often, the PA wall contamn terms and conditions necessary to ensure the effectiveness of other key project
agreements, such as the Power Purchase Agreement In effect, the PA seeks to guarantee the performance of
government entities mvolved i the project All of these agreements have interlocking terms and conditions and
need to be supported by the PA, since lenders are particularly concerned about government actions that nught
jeopardize therr loans or mvestments Moreover, in projects with long payback periods, this concern 1s
compounded 1n host countries that lack a record of strong support for political, regulatory, economic and financial

reforms Appendix I contams a listing of typical commitments contained in the Project (Implementation)
Agreement

72 Power Purchase Agreement

The Power Purchase Agreement (PPA) defines the terms of the sale of power which 1s the principle source of
revenue to the Investment Enterprise and identifies the type of transaction (e g , BOO or BOOT) This agreement
would be signed by the purchaser, either the Nepal Electricity Authority or a future purchaser, and the Investment
Enterprise for a negotiable term, and may be renewed upon agreement of both parties Although the terms and
conditions are often complex, the PPA commuts the producer to specific conditions (e g , maxumum output, total
electrical generation 1n kilowatt hours, etc ) over a defined period and commuts the purchaser to compensate the

producer by an established amount and tariff rates whenever the facility 1s available and capable of generating
power

Because the PPA provides the only revenue stream for repayment of debt and return to investors, 1t 1s important
to the lender Consequently, the terms and conditions of this agreement would be heavily influenced by the
lender’s desire to enhance potential revenue and mmimize risk In this case, the nisk to be avoided 1t the reduction
or termunation of the revenue stream, regardless of the cause The greater the real or perceived nisk to the power
producer, the lugher the price the purchaser can expect to pay

In reality, the purchaser can reduce or even termmate the revenue stream under some conditions For example,
if the purchaser has fulfilled all obligations and power 1s not being provided, the purchaser has the night to
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decrease (through penalties) or suspend payment until the situation 1s remedied However, depending on the
msurance carried by the producer (as mandated by the lenders), debt service may be mantained for some period
The PPA often provides for the producer to compensate the purchaser should power production cease of fall
below a specified level

Producers may want a PPA with an extended duration for a BOOT-type project that provides for a revenue stream
beyond the point of debt repayment, thus enhancing return to investors  For BOO projects, the producer may seeh
a PPA that extends to the pomnt were the costs of maintenance and capital improvements The BOO approach
should be preferred, so that the producer 1s commutted to adequately maintamn the plant after the debt has been
repaid

The task of establishing specific performance guarantees, future adjustments to the tanff, and penalties or
bonuses for exceeding or failling to meet performance guarantees are the heart of the PPA and usually require
lengthy discussions These mnclude not only the purchaser, producer, and lending nstitutions but also the
construction contractor, equipment suppliers, and operation and mamtenance entities Each participant that can
affect the factlity’s performance must prove an acceptable undertaking with regard to 1ts respective obligations
For example, the construction contractor may offer a turnkey project The price and construction period effort
would be fixed and the contractor’s performance guaranteed Each of these items affects the cost of production
and the purchase price Even though the producer may have obtaned certain preliminary commtments and
guarantees from the contractor, modifications may be required based on negotiations between the producer and
the purchaser The contractor’s offer may have been modified to include certamn contingencies Each participant
has a respective “bottom line” that established the maximum risk-and-reward scenario 1t 1s willing to accept
Appendix J contains key provisions of the Power Purchase Agreement

73 Land Conveyance Agreement

The Land Conveyance Agreement (LCA) transfers land ownership to the Investment Enterprise, which purchases
the land or executes a long-term lease  The LCA covers the land required for the power plant and for the adjacent
switchyard, which mterconnects 1t with the purchaser’s transmussion lines

Land use must be exclusive to project purposes and must be assignable to the lenders so that they can take over
the facility mn case of default by the power producer The LCA term commences no later than the start of
construction, and the duration should be at least commensurate with the term of the PPA  Under certam
circumstances, 1t 1s desirable and usually more financeable to have a LCA term greater than the term of the PPA
to provide for construction delays or force majeure' events that typically extend the PPA on a day-to-day basis
Without this extension, the terms of the LCA and the PPA may not match and that could mean that the term of
the PPA could be terminated prematurely

The LCA (or PPA) generally divides the responsibility for the mstallation of water, sewer, gas, electricity
services etc Existing or newly required covenants easements, or other restrictions are identified, along with the
responsibility to conform to apphcable zomng laws, buillding codes, regulations, and other requirements (or to

! Force mayeure 1s defined as an event that Is beyond the reasonable control of the party and is not caused by
the party s negligence or lack of due diigence However equipment breakdown resulting from deficiencies in design

construction operation mamntenance or otherwise that occur within the project facility do not qualify as events of force
majeure
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obtam necessary variances) In addition, the parameters and procedures for access to the site by personnel other
than the project owner and operator are agreed upon

The LCA also 1dentifies the party responsible for payment of government charges or taxes levied on the site,
equipment, structures, or other personal property Responsibilities for existing and future conditions at the site
(swtability of so1l conditions, environmental contamination, etc ) Are also agreed upon In addition, governing
laws, regulations, and methods of dispute resolution are defined Finally, arrangements for disposition, at the
termunation of the LCA, of the land, power generation facilities, and other related construction are outhined

74 Ownership Structure and Agreements

Ownership agreements describe the structure and obhigations among the owners comprising an entity, often
referred to as the “Investment Enterprise” This company 1s separate from 1ts sponsor so that hability and risk
of the project are mited Project ownership can be structured in a number of ways, depending on host- and
home-country tax laws, customs duties, and liability environments

The Investment Enterprise incorporates the liabihities of associated project isks  When a project 1s financed
aganst the balance sheet of 1ts sponsor (1 € , “recourse finance” or “corporate finance™), all the project nisks run
directly to the sponsor, which 1s therefore the final resource n the event of default by lenders and other investors

In a typical hmited or nonrecourse financing structure, the entity formed by the ownership agreement 1s the central
pont to which all project documents connect and 1s where the ultimate recourse to the lenders and other parties
lies Consequently, the entity 1s limted m all matters relating to its business and 1s referred to as “single
purpose” The Investment Enterprise 1s obligated to cause all other parties to perform under the project
agreements, limit other parties’ mdebtedness and investments, and furmsh documentation required by the
company or the lenders Smmularly, the operational limitations imposed on the company, on its financial, tax, and
liability structure, and on its ability to continue 1ts obligations under the project documents are designed to protect
assets from the actions of any of the project parties For example, the Investment Enterprise cannot create liens
on collateralized assets or sell project assets It 1s limited in 1its ability to make certain mvestments or amend the
project documents

Equity mvestment 1n a project can be protected (although n all cases subordinate to creditors) using approprate
all-nisk, machinery breakdown, general hability, and political nsurance n the market All-risk and machinery
breakdown coverage should be shghtly more than the value of the asset to account for legal and other indirect
expenses related to the adjustment of a claim  General hability coverage depends on the size of the project but
15 generally between US$10 mulhon and US$20 mullion  Political nisk insurance usually covers less than the full

value of assets to provide a parallel mcentive for project parties to prevent msurable events and commut to their
resolution

The unique advantages of a project finance structure are not without substantial risk mn allocation and mitigation,
all of which are embodied 1n the structure and obligations of the Investment Enterprise to protect the assets and
the resulting cash flow

75 Engmneering, Procurement and Construction Contract

If the Investment Enterprise so desires, 1t would mto an Engmeering, Procurement and Construction (EPC)
contract with a reputable contractor for design, equipment procurement, and construction mn accordance with the
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power supply requurements of the PPA  Thus 15 usually wnitten as a turnkey contract for complete design, supply,
erection, and commussioning The turnkey contract provides a single source for all responsibilities and guarantees
associated with plant performance, project schedule, plant warranty, and project completion Depending on the
financing arrangements, schedule, and techmcal specifications, larger projects may require a construction
consortium or award of a number of separate contracts with contractors and equpment suppliers

The terms, conditions, and obligations of the EPC contract support those contamed mn the PPA unless the
Investment Enterprise has other means to imit nsk  Consequently, although discussions between the Investment
Enterprnise and EPC contractor establish cost, schedule, performance, and other standards and cnitena, the
construction contract cannot be finalized until after the PPA has been negotiated The EPC contractor would try
to hmut rishk by obtamming favorable terms and passing along as much risk as possible to matenal and equipment
suppliers and subcontractors Generally, for a project to be financeable, the EPC contractor would need a fixed-
price contract with a specified completion date and a guarantee of performance Failure of the contractor to meet
obligations would result in substantial financial penalties Appendix K contains key provisions of Construction
Contracts

7 6 Operations and Maintenance Agreement

The Investment Enterprise may choose to enter mto an Operations and Maintenance (O&M) agreement with a
reputable O&M contractor to run and mamntaimn the facility This arrangement has the advantages of a single
source of responsibility, professional personnel, and experience with required spare parts and consumables
Because of the importance of operations management and maintenance practices to the long-term performance
of the facility, the power purchaser also has a keen interest n the ability of the O&M contractor

Whether the O&M contractor 1s affiliated with the developer or Investment Enterprise, the agreement should,
mter alia
» Reflect the obhigations of the developer under the PA and the PPA
» Specify price components tied to the tariff under the PPA and provide an explanation and adequate
mformation for future adjustments
Be specific with regard to spare parts and consumables, responsibilities, and requirements
Establish commitments necessary to commuission and operate the plant
Address future improvements and additions
Provide for operations during emergencies
Specify that operations and mamntenance will be consistent with the standards set forth in the PPA  In the
event of failure to do so, the O&M contractor would be required to pay damages sufficient to cover a
proportion of the liquudated damages assessed under the PPA
»  Establish standards for plant availability and performance efficiency
Establish standards for maintenance, outage management, and necessary equipment overhaul
Clanfy whether the O&M contractor’s performance should be guaranteed by a performance bond or whether
a corporate guarantee 1s sufficient
» Reflect lines of communications with the power purchaser for plant dispatch and operation

Yy v v v Y

77 Irrevocable Leftter of Credit

The urevocable letter of credit 1s an mstrument 1ssued by a bank guaranteeing payments on behalf of 1ts customer
to a beneficiary for a stated period of time and when certain conditions are met In the context of private power
projects, NEA would open the letter of credit (LC) Although Investment Enterprises would like to have long-
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term LCS, banks have been reluctant to offer these and LCs would most Iikely be one-year and irrevocable (1 e,
non-cancelable) NEA would be required to open a LC for a value equal to a specified period of average
Investment Enterprise billing The payment made under these LCS would be immediate 1f NEA failed to make
a payment to the Investment Enterprise for any reason The Investment Enterprise would, 1n turn, make payments
to PDF par: pasu to other lenders The bank would either 1ssue the LC under the working capital limuts already
approved for NEA or 1t would 1ssue a new credit for this specific LC  Once there 1s a draw under the LC, NEA
would be required to reimburse the bank within three days In the event that NEA does not reimburse the bank,
the bank can refuse to revalidate the LC, thus the bank 1s hmiting 1ts exposure The LC as described here 15
useful primanly for short-term hquidity purposes By itself, however, 1t would not likely be considered as
acceptable security for a Investment Enterprise, and therefore a special escrow account should be required as well

78 Escrow Agreement

A number of entities, including the Investment Enterprise, the lenders, the contractors, and the purchaser (NEA
or other purchaser) would all execute a project Escrow Agreement (EA) The EA would establish various escrow
accounts within Nepal into which all project revenues would be deposited and from which all project revenues
can be distributed Escrow accounts could be established for an operation and maintenance reserve, for a debt
service reserve, and, most importantly, an escrow account backed by NEA customer receivables®

In the case of the latter, an escrow account would be opened by NEA for the benefit of the Investment Enterprise

The escrow account would be admimstered by an independent escrow agent (normally a bank) A three-party
agreement would be entered mto among the Investment Enterprise, NEA, and the escrow agent, who would act
as an agent of the Investment Enterprise  The cash flows (receivables) of NEA from selected customers would
be deposited directly mto the escrow account mnstead of being paid to NEA  If no event of default has occurred
and there are no outstanding draws under the LC, the agent bank would transfer the funds from the escrow
account to NEA, and NEA would meet 1ts Investment Enterprise and other payment obhigations In the event of
default, the flow of funds from the escrow account to NEA would be stopped and payments would be made by
the escrow agent from the escrow account directly to the Investment Enterprise  The Investment Enterprise
would, in turn, make payments to the PDF part pasu to other lenders Transfers from the escrow account to NEA
would only resume when all outstanding payment obligations to the Investment Enterprise had been met

The funding for this type of escrow account would be set at a multiple of one month of Investment Enterprise
billing The amount of the multiple 1s discussed further in Appendix B Because an escrow account needs to be
mn place during the duration of the Power Purchase Agreement, a structure that allows for the continual and
rehable replenishment of the escrow account needs to be in place at all times To meet this requirement, NEA
could mstruct groups of creditworthy industrial customers to pay all amounts due NEA directly mto the escrow
account

2 There are variations on the type of escrow account that can be established The vanations relate pnmarily to
the selection of cash flows for the account One type of account can opt for NEA s high-tension customers while
another type may opt for NEA s accounting regions or distribution circles There are also vanations on the letter of credit
amount and the amount of cash required to fund the escrow account Alternatively the escrow account could be
structured so that a fixed amount, or a reserve be kept in the account at all tmes for the duration of the PPA The
reserve amotnt would be negotiable, but would be likely be based on six months to one year of debt service obligations
To a large extent vanations would depend on imitations on NEA s ability to earmark ts receivables the negotiation skills
of the parties involved and the level of comfort desired by the lenders
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79 TrustDeed

It 1s expected that the Secunty Package would be held by a Trustee on behalf of the lenders  All security to be
made available to the lenders would be vested in thus Trustee under the terms of a Trust Deed to be entered into
between the Investment Enterprise, an agent bank acting on behalf of the lenders (1f more than one lender) to

coordinate admuustration of the project’s loans, and the Trustee The Trustee many be the same party as the
Escrow Agent

7 10 Insurance

An overall project msurance program, embracing the major areas of exposure both durmng construction and during
the operating hife of the project would be arranged by the Investment Enterprise consultation with the construction
contractor, the project operator (if different than Investment Enterprise), and the lenders To obtain the lowest

possible price, msurance should be procured through limited international bidding from firms having the highest
rating’

Gudelmes on msurance are set out m Appendix E

3 Insurance companies should have a Best's Insurance Report rating of at least A” or equivalent have an

Insurance Solvency International Limited rating of at least A or equivalent or receive the highest financial condition

rating of any other independent insurer rating organization that issues ratings on not less than five hundred (500)
insurers
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8 Procurement and Disbursement

81 Procurement

If the PDF 1s financing the cost of a project procured under a BOO or BOT arrangement, two procurement
procedures could be used In the case of a solicited proposal, the Investment Enterprise would be selected under
mnternational competitive bidding or mited competitive bidding procedures n accordance with the World Bank’s
procurement procedures This procurement would review several factors in order to ammve at the optimal
combination of evaluation criteria such as the cost and magmtude of the financing offered, the performance
specifications of the facility offered, the cost charged to the user or purchaser, other ncome generated by the
borrower, and the period of the facility’s depreciation The Investment Enterprise selected m this manner shall
then be free to procure the goods, works, and services required for the facility, usmng their own procurement
procedures meeting the requirements of economy and efficiency

In the case of unsolicited proposals, when the Investment Enterprise have not been selected on a competitive
basts, the goods, works or services requured for the project and to be financed by the PDF shall be procured n
through a competitive process meeting the requirements of economy and efficiency

8 2 Disbursement

Prior to any disbursement of PDF resources, IDA would review and approve the following documents

»  The appraisal report prepared by the Fund Admimstrator and accepted by the PDF Investment Commuttee
to ensure that each project 1s technically sound, and economucally and financially viable

»  The procurement documentation to ensure that IDA’s gudelines have been followed

» The environmental assessment, and 1ts applicability to the resettlement action plan (if any)

» The key documents i the Security Package with special attention to the Fund Admumstrator’s loan
agreement

The PDF would serve as the lender who provides the ultimate source of credit to each of the power projects
envisaged Depending on the availability of other financing, the PDF’s contribution would vary on a case-by-case

basis As such, disbursement proportions would also vary, depending on a particular project’s contract packaging
and the PDF’s share of the financing

Acres/USAID Private Electncity Project 8-1

{2



Nepal Power Development Fund
Borrower s Implementation Plan

Appendices

Acres/USAID Private Electricity Project

g

ol



\U\E\ My |

O o e T L] \ s - . b

Nepal Power Development Fund
Borrower’s Implementation Plan

Appendix A

Financial Projections of Loan Placement,
Servicing and Repayments

From an accounting perspective, the PDF will account for caprtal funds and admimistrative funds separately The
PDF Account would serve as the mstrument of custody for donor funds received from HMGN and therr
management The Operating Account for PDF admimstration will deal with its admimstrative functions, such
as receipts on account of fees, routine management expenditures, etc The PDF Account will be placed in the
Nepal Rastra Bank for reasons of transparency, as the Rastra Bank has no trustee or oversight responsibility

Funding and Execution of the PDF Fund Account The account would be mmtially funded from resources
received from IDA  The IDA portion of the funding will carry a service charge (interest rate) of 0 75 percent per
annum and a 40 year term, including a grace period of 10 years IDA funds placed in the Fund Account would
be placed 1n as debt in ehgible private sector compames for specific projects The mtial corpus of available
funds for placement 1s anticipated to be US$100 mullion from IDA

Loans made by the PDF would be repaid by borrows m U S dollars The spread resulting from mterest rate
differentials between those on HMGN borrowing and on loans made by the PDF, as well as the capital
accumulation resulting from different maturities on borrowings and lending will be retaned in the Fund Account

These accumulated proceeds can serve as funds for further placement in future projects A specified portion of
the spread mcome, together with PDF fee imncome, would be deployed to defray operating expenses of the
Investment Commuttee and the Fund Administrator once the three year IDA contribution for such expenses 1s
exhausted

Funding and Execution of the Operating Account The Operating Account would be funded out of fees and
service charges and a share of the interest spread ncome IDA resources would enable the Investment Commuttee
and the Fund Admunistrator to meet 1ts mitial fixed costs and the costs of hiring professional staff and consultants
during the first three years of PDF operator The Investment Commuttee and the Furd Administrator are
expected to be self-sustamning thereafter The PDF envisages that an mmitial US$1 9 mullion over three years will
be required for meeting the costs of setting up the Investment Commuttee and Fund Admimstrator, management
expenses, technical, environmental, legal and financial appraisal of projects, negotiations of placement
agreements, and other preparatory work related to project promotion and development activities

The mndicative expenditures on these items are detailed in the spreadsheet below Recurrent management
expenses such as the costs of staffing the Investment Commuttee, hiring a resident technical advisor for the PDF,
local professional and clerical staff salaries, short-term consultancy services for specific project evaluation work,
transport, premuses and office expenses and staff development are expected to cost US$400,000 per annum The
expenses for the first three years would be fully covered by the IDA credit (yet repayable by HMGN)

Fee Structure  Following the mitial three year period, 1t 1s envisaged that the recurrent management costs of the
PDF Admumstrator and the expenses mncurred by the Investment Commuttee shall be partially covered by fees
charges from borrowers with the remainder made up by the accumulated proceeds from mterest rate differentials
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Fee proposed fee structure 1s as follows The PDF’s proposed fees and charges for 1ts “first window” shall be

fixed for each loan and will generally be based on the followmg structure

»  One-Tmme Application Fee US$5,000 (or dollar equivalent) non-refundable to be submutted at apphcation

» Documentation Fee one-quarter of one (%) percent of the loan amount, non-refundable

»  All cost/fees and out-of-pocket costs of travel for the mnvestment advisors/consultants appointed by the Fund
Adminsstrator and/or PDF Investment Commuttee for appraisal and due diligence

»  Cost meurred m connection with Fund Admunistrator’s personnel’s official visits m relation to negotiations,
meetings, monitorng, etc

» Commitment Fee three quarters of one (%) percent per annum of the unutihized loan amount

»  Project Momtoring Fee three quarters of one (%) of the yearly outstanding balance, provided that the annual
fee not exceed US$50,000

» Standby Fmancing Facility Fee one (1) percent

» Take Out Fmance Facility Fee one quarter of one (V4) percent

Thus structure 1s in line with fees and charges by mfrastructure lending programs In the event that the fees
charged to borrowers, as per the proposed fee structure above, do not totally cover the costs and expenses of the
Investment Commuttee and the Fund Admimstrator, particularly during the imtial years of PDF operation, part
of the IDA credit should be use to cover these costs subject to a celing to be negotiated with IDA  However, 1n
order to be self-sustaining, the PDF should earmark a portion of 1ts future interest income to cover operating
costs

The fee structure for the PDF’s “second window” would be assessed on a case by case basis Fees and charges
for the “second window” could, for example, be absorbed in the interest rate charged by Participating Credit
Institutions

Financial Projections The financial projections for the PDF, covering a period of 15 years, has been prepared

on the basis of 8 indicative hydropower project of varying sizes for a total cost of US$992 million The

subordinate debt financing for these projects from IDA funding has been assumed to be n the 20-25 percent

range, amounting to about US$94 mullion, or nearly the mitial size of the PDF The key assumptions underlying

the financial forecasts include

» Interest rates and maturities for resources at the disposal of the PDF are sumular to IDA terms, 1 ¢, 40 years,
mcluding 10 years grace and a service fee of 0 75 percent per annum

» For project financing, mnterest rates are based on six month U S dollar LIBOR plus a risk premium to be
recommended by the PDF Administrator  Maturities for the mdicative loans vary from 13 to 23 years, with

- — —— - -agrace period ranging from 3 10 8 years Interest during construction 1s not capitahized

»  Cash surplus with the PDF’s Fund Account resulting from the interest spread and PDF fee income 1s retained

n the Fund Account

Nature and Extent of Spread Income gnd its Deployment The IDA credit to HMGN carries a service charge
of 0 75 percent per annum and a term of 40 years with ten years grace These terms are passed on to the PDF
However, the PDF places debt at significantly higher rates, for maturities varymng up to 23 years and a maximum
grace pentod of 8 years The difference between the funding and the placement terms to the PDF wall result i
cash surplus n the Fund Account over time In addition to mnterest spread, the difference 1n the maturity and
grace periods of loans placed by the PDF and the credit from IDA to HMGN and the fees charged by the PDF
for loan placement also lead to cash retention n the Fund Account The principal repayments on mdicative
project loans placed by the PDF commence from years 3 onward Indicative financial projections show that, with
an mut1al capitalization of US$100 million, accumulated interest spread are US$10 9 mullion by the end of year

Acres/USAID Pnvate Electnicity Project A2



Nepal Power Development Fund
Borrowsr’s implementation Plan

8, ncreasing to US$41 4 mullion at the end of the twelfth year It 1s envisaged that these accumulated surpluses
would be principally deployed for financing other new projects, with a small share being used to cover operating
expenses of the PDF  Since the PDF finances up to 25 percent of total project cost, additional projects in excess
of US$165 milhon could be financed by the PDF by the end of the twelfth year of PDF operation The spread
deployment would thus enhance the PDF’s ability to leverage more private investment

Foreign Exchange Implications Foreign exchange risk implications anise from (1) the transactions occurring
between the PDF and the project borrower, and (11) the PDF and HMGN, with 1ts obhgations to IDA In the
placement transaction, between the PDF and the project borrower, loans from the PDF (and debt service
repayment) are denominated m U S dollars, whereas project revenues will most likely be m local currency As
1n typical project finance transactions, the project borrower may be able to mitigate a part of the nisk through
currency depreciation pass throughs in the purchase agreements, or hedging and/or exchange rate imsurance

There are exchange rate nsk implications for IDA and the PDF also Although the placement and repayment
currency for the PDF are U S dollars, as is 1ts currency of repayment to HMGN, the obligations of HMGN to
IDA are denomunated m SDRs are repaid in dollars by HMGN  Rusks arising from and adverse movement of the
dollar against the SDR are normally borne by the borrowing government

Financial Management, Accounting, Monitoring and Oversight Arrangements The PDF would conduct its
business n accordance with international standards and 1ts accounts would be audited by a firm acceptable to
IDA IDA oversight arrangements n respect of proposal evaluation, project appraisal and lending decisions
would apply to all loans IDA would ensure that the project qualifying for PDF loans satisfy World Bank Group
gudelines with respect to the environment, resettlement and procurement and meet the test of consistency with
agreed sector policies and objectives

Financial Projections for the PDF The following pages contamn (1) Financial Projections Summary of Terms
and Indicative Disbursements, and (1) PDF Sources and Applications of Funds
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Basic Data
1 Terms from IDA to HMGN

in trat Capitatization
Matu ities

Grace Penods
Interest Rates
Commitment Fees

2 Terms trom HMGN to PDF

Drawdowns Based on Actual Project Disbursements
Maturiies {maximum)

Grace Penods {maximum)

Interest Rate

3 PDF Services Fees

PDF Furst Window
a) Application Fee
b) Documentation Fee
¢) Commitment Fee
d) Monitonng Fee

PDF Second Window
a) Application Fee
b} Documentation Fee
¢) Commitment Fee
d) Monitonng Fee

4 PDF Investment Advisory Fee

5 Interest Rates

Average Annual interest (1st window} USS LIBOR + 6%
A erage Annual Inferest (2nd window) AAWDR

6 PDF Drawdowns

Estimated Cost
llustrative Projects uss

Project 1 {istwindow) 300MW Dudh Koshy $675 000 000
Project 2 83MW “Tamur Mewa $192 000 00Q
Project 3 35MW  Kabell A $75 000 000
Project 4 (2nd window)} BMW $16 800 000
Project § ™MW $14 000 000
Project 6 MW $11 400 000
Project 7 SMwW $9 000 00D
Project 8 4aMW $6 80O 000

Total Yearly Drawdowns (inciuding for PDF Admunistration)
{1st Window)
{2nd Window)

Cum lve Drawdowns (Including for PDF Admunistration)
{1st Window)
(2nd Window)

uss

Years

Years

% per annum

/ on updisburse
credi! balances

Years
Years
¥ per annum

Per Submission
¥ PerLoan

% of Cammitment
4 of Qutstanding

Per Submission
% Per Loan

% of Comnutment
% of Qutstanding

% of Outstanding
and Performing
Loans per annum
Year 1
1169
1005

Matunty
fYears)

Nepal Power Development Fund

Financial Projections
{Current U S Dollars)

DA Other 1 Other 2
$100 000 000
40
10
075
005
23
8
075
$5 000
G625
075
a75
$2 500
0125
0375
0375
0005
Year 2 Year3 Year 4 Year 5
1175 1175 1175 1175
1005 1005 1008 1005
Furst Year Total Grace Year 1
Disbursed  Financed (Years)
uss
2005 $26 666 667 8
2004 $26 666 667 6
2003 $26 666 667 5
2002 $4 000 000 3
2001 $3 500 Q00 3
2000 $2 850 000 3
1999 $2 250 000 3 $450000
1988 $1 700 000 3 $340000

$1 193 950
$0

$1193 950
$1 193 850

$0
$1193 950

$0
$3957 138

Year6 Year 7 Year 8 Year 9 Year 10 Year 11 Year 12 Year 13 Year 14
1175 1175 1175 175 175 175 1175 17 178
1005 1005 1005 1005 1005 1005 1005 1008 1005

Year2 Year 3 Year 4 Year 5 Year 6 Year?7 Year 8 Year g Year 10

$1333 333 $1333333 $2666667 $5333333
$2666 667 $4 000000 $5333333 $6 666667 $5333333
$2666 667 $6666 667 $8 000 000 $6 666 667 $2 666 667
$800 000 $1600000 $1400 000
$700 000 $1575000 $1225000
$570 000 | $1282 500  $997 500

$1012500 $787 500

$765000  $595 00O
$2763 188 $3 811763 $3372500 $5691 €67 $10 733 333 $13 333 333 $13 333 333 $12 000 000 $10 666 667
S0 $0 $O $2686 667 $9 333 333 $13 333 333 $13 333 333 $12 000 000 $10 666 667
$2763 188 $3 811763 $3372500 $3 025000 $1 400 000 $0 $0 $0 $0
$3957 138 $7 768 900 $11 141 400 $16 833 067 $27 566 400 $40 899 733 $54 233 067 $66 233 067 $76 899 733

$0 $2 666 667 $12 000 000 $25 333 333 $38 656 667 §50 666 667 $61 333 333

50
$7 766 900 $11 141 400 $14 186 400 $15 566 400 $15 566 400 $15 566 400 $15 566 400 $15 566 400

uejd uonejuswe/duy s 1emoiog
pund Juswdofeas(] Jemod jedep
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PDF Sources and Applications of Funds
Sources of Funds

Fund Accoun

HMGH Drawdowns

(15t Window)

(2nd Window)
Repayments Prncipal
Repayments Interest
Reflows from Interest Rate Spread
Cum lauve Reflows from interest Rate Spread
Sub Total Fund Agceunt Sources

Operating Account
Di for POF A {First 3 Years)
PDF Service Fees
(1st Wndow)
(2ngd Window)
§ b Total Operating Account Sources

Total Sources
Apphications of Funds

Fund Account
Loan Disbursements
Debt Service to HMGN ({Including for PDF Administratio
Prncipal
Interest
Commiment Fee on Undrawn IDA Credit
Sub Total Fupd Account Applications

Operating Account
Ir [o! Salanes and Exp {5)
PDF Premuses Off ce Expenses and Transport
FDF Management Costs
Salary Expatnate Resident Adwisor (1)
Salanes Technical Staff (3)
Salanes Setretanal/Support Staff (3)
Short Term Consultants {LegaV/Financial/Techrical/
Accounting/Other)

Contingencies
PDF Invesiment Advisory Fee
(1st Window}
{2nd Window)
Sub Total Operating Account Applicalions

Total Applicatians

Cash Flow for Period

6 Month USS LIBOR at 5/22/98 5 6875%
Average Annual Weighted Deposit

Rate at Nepalese Commercial

Banks 8/97 through 11/97 (estmate)

Nepal Power Development Fund

Financiaf Projections
{Current U S Doilars)

Year 1 Year 2 Year3 Year 4 Year 5 Year 6 Year 7 Year8 Year9 Year 10 Year 1% Year 12 Year 13 Year 14 Year 15

$790 000 $2347500 $3 365000 $3 372500 $5691 667 $10 733 333 $13 333 333 $13 333 333 $12 000 000 $10 666 667 $9 333 333 $5333 333 §2 666 667 $1333333 $o
$0 $ $0 $0 $2 666667 $9 333 333 $13 333 333 $13 333 333 $12 000 000 $10 666 667 $3 333 333 $5333 333 $2666 667 §1 333333 $0

$790 000 $2347500 $3365000 $3372500 $3 025000 $1400000 $0 $0 $0 $0 s0 $0 $0 $0 $0
$0 $0 $ $27935 §111471 $232168 $369693 $455251 $521091 5621639 $836 110 $1041927 $12308 704 $1 556 940 $1798 446

§62 389 $318 452 $648502 $963 600 $1542472 $2 725435 §4213002 $5647 785 $6600852 $7 924 700 $B900092 $9278915 $3310 730 $9 151511 $8 803 769
(8624 861) (3373571) (528 180) $302375 $B96 819 $2 095472 $3 598845 $5049 554 $6018666 $7 358679 $B 350357 $8 745589 $6 793 935 $8 651372 58320 411
(3624 861) (5998 432) ($1026612) ($724237) $172582 $2268054 $5 866 899 $10 916 453 $16 935 118 $24 293 797 $32 644 155 $41 389 743 $50 183 679 $58 835 051 §67 155 461
$247 527 $2292381 33985322 $4 666409 $8 242 429 $15 786 407 $21 504 873 $24 485 923 $25 141 508 $26 571 684 $27 419 892 $24 393 764 $22 080 035 $20 633 156 $18 922 627
$403 950 $415688 $446 763 $0 $0 $0 $0 s0 50 $0 $0 $0 $0 $0 so
§11000 $18 465 $29 903 $45 395 $60602 $373898 $652667 $761065 $737454 $805702 $763457 $708780 $652627 $651440 5651878
$0 $0 $0 $0 $0 $271667 $601667 $711667 $690000 $750714 718681 $666383 $619834 $614496 $517835
$11000 $18 465 $29 903 $45 385 $60 602 $52 232 $51 000 $49 399 $47 454 $45 988 $44 777 $42 397 $39 754 $36 944 $34 043
$414 950 $434 152 $476 666 $45 395 $60602 $323898 $652667 $761065 $737454 $805702 $763457 $7087B0 $659627 $651440 $651876
$662 477 $2726534 $4 461987 $4711805 $8 303 03116 110 306 $22 157 540 $25 246 988 $25 878 963 $27 377 356 $26 183 349 $25 108 543 $22 739 663 $21 344 596 $19 574 505
$790 000 $2 347 500 $3 365000 $3 372500 $5691 667 $10 733 333 $13 333 333 $13 333 333 $12 000 000 $10 666 667 $9 333333 $5333 333 $2 666667 $1333333 50
$707 250 $692 023 $676681 5661225 $645653 $629963 5614 156 $598231 $582186 $566 021 $2580028 $2 578 847 $2577 657 $2517 742 $2 516 094
$0 $0 $0 $0 $0 $0 30 $0 $0 $0 $2030294 $2045521 $2080862 $2 017604 $2032 736

$707 250 $692 025 $676681 5661225 $645653 $629963 $614 156 $598231 $582186 $566021 $549735 §533326 $516794 $500 139  $483 358
$49 403 $48 021 $46 116 $44 429 $41 583 $36 217 $29 550 $22 883 $16 883 $11550 $6 683 $4217 $2 883 $2217 $2217
$1 546 663 $3087 544 $4 087 787 $4078 154 $6 378 803 $11 399 513 §13 977 040 $13 954 448 $12 599 070 $11 244 238$11 920 245 $7 916 397 $5247 207 $3I BEI 292 $2 518 311
$15 000 $15 000 $15 000 $15 000 $15 000 $15 000 $15 000 $15000 $15 000 $15 000 $15 000 $15 000 $15 000 $15 000 $15 000
$50 000 $50 000 $50 000 $50 000 $50 000 $50 000 $50 000 $50 000 $50 000 $50 000 $50 000 $50 000 $50 000 $50 000 $50 000
$250 000 $250 000 $250000 $250000 $250000 $250000 $250000 $250000 $250000 $250000 $250000 $250000 $250000 $250000  $250 000
$45 000 $45 000 $45 000 $45 000 $45 000 $45 000 $45 000 $45 000 $45 000 $45 000 $45 000 $45 000 $45 000 $45 000 $45 000
$15 000 $15 000 $15000  $15000 $15 000 §i5000  $15000 $15 000 $15000 $15 000 $15 000 $15 000 $15 000 $15000 $15 000
$125 000 $125 000 $125000 $125000 $125000 $125000 $125000 $125000 $125000 $125000 $125000 $125000 $125000 $125000 $125000
$25 000 $25 000 $25 000 $25 000 $25 000 $25 000 $25 000 $25 000 $25 000 $25 000 $25 000 $25 000 $25 000 $25 000 $25 000
$3 950 $15688 $46 763 $63 396 $77 664 $83 174 $81013 $78 306 $75 085 $73124 $70 653 $66 327 $61 698 $56 624 $43 745
$0 $0 $0 $0 $13 333 $60000 $133333 $180000 $206667 $206476 35205787 $204255 $200365 $197 530 $194373
$3 950 $15688 $46 763 §63 358 $77 664 $83 174 $81013 $78 306 $75 085 $73 124 $70 553 §66 327 $61698 $56 624 $43 745
$403 950 $415 688 $446 763 $463396 $477664 $4B3 174 $481013 $476306 $475085 $473124 $470553 $466 327 $461698 $456624  $443 745
$1 850 603 $3603232 $4 534559 $4 541550 $6 856 567 $11 682 687 $14 456 053 $14 432 754 $13 074 155$11 717 362812390798 $8 382725 $5708 905 $4 309 917 $2 962 056
(51 288 126) {$776 698) {$72572) $170255 $1 446 464 $4227618 $7 699 488 $10 814 234 $12 BD4 BOS $15 660 025 $15 792 552 $16 725 819 $17 030 758 $17 034 678 $16 612 449
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Appendix B

Revenue Coverage in the Escrow Account

The amount of fimds to be placed 1n the escrow account can be determined by estimating the expected revenues
of the Investment Enterprise per megawatt (MW) and mcreasing the revenues by a factor to reflect the vanances
and uncertamnties regarding whether or not these monies would be actually placed mto the account
Mathematically, this can be expressed as follows

(Rs x /kWh « 8760 hours/year » plant load factor y%4)/1,000 = estimated average Investment Enterprise revenues per MW

Many private power project developers and lenders have mdicated that they would not be satisfied with a 1 1 ratio
of revenue coverage 1n the escrow account These project sponsors seek a “safety margm” equivalent to an
additional ten (10) to fifty (50) percent of revenues mnto the escrow account The reasons cited for needing this
safety margin are purchasers’ lack of experience mn funding escrow accounts and the vanances 1n revenues that
are anticipated to occur over the period of the Power Purchase Agreement These vanances could occur because

of fluctuations 1n electricity sales due to purchaser performance, or economic cycles/demand fluctuations at the
user end Thus

escrow amount/MW = Investment Enterprise revenue/MW » safety margin
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Appendix C

Guidehlines for Project/Loan Monitoring
During the Construction Phase

C1 Responsibility

The Fund Adminstrator 1s responsible for momtoring all projects receiving PDF financing The Fund
Administrator would assess the Investment Enterprise a Project Momitoring Fee equivalent to three quarters of
one (%) of its yearly outstanding balance, provided that the annual fee not exceed US$50,000

C2 Scope

The Fund Admunstrator would monitor a project through the mitiation, construction and operational phases until
repayment of the loan

The Fund Adminstrator’s momtormg role during the mitiation and construction phases of the project covers all
activities from the signing of the loan agreement to the commussioming of the facility These phases of the project
may be expected to last for two (2) to five (5) years

C3 Approach

The Fund Admimstrator would require the Investment Enterprise to prepare and submut to the Fund
Admmstrator regular reports on the progress of the project Reports should be prepared by the Investment
Enterprise on a monthly, quarterly and annual basis In addition, the Fund Administrator or 1ts consultants would
visit the site monthly during construction

In addition to the above, the Fund Admuimnstrator should mamtam informal, regular and frequent contact with the
Investment Enterprise and relevant HMGN entities involved in the project This contact 1s necessary mn order to
1dentify any potential problems at an early stage and to develop good working relationships with all persons and

orgamizations mvolved in the project The Fund Adminmistrator’s project momtoring reports would be made
available as requured

C4 Monitoring During the Construction Phase

The main objectives of project momtorng during the construction phase are to assess whether
» Progress on construction 1s proceeding i accordance with the implementation plan
» Project costs are i line with the financing plan

» Loans are utihzed m accordance with the conditions set out in the Loan Agreement

Following the review of the above information, the Fund Admimstrator would, 1f required, evaluate the impact
of any construction delays, cost overruns or breaches mn loan conditions The Fund Admimstrator would

Acres/USAID Private Electricity Project C-1
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determmne actions that should be taken to nutigate the impact of any implementation problems In the case of loan
related breaches, the Fund Admunistrator would mstruct the Investment Enterprise on the actions to be taken to
rectify the situation In other cases, the Fund Admimstrator would, 1f required, and 1n consultation with other
lenders, agree with the Investment Enterprise on steps required for the project to fulfill its objectives

Monrttoring activities during the construction phase would be carried out monthly, quarterly, annually, and
pertodically

C5 Monthly Monitoring

The main momtoring activities to be undertaken by the Fund Administrator on a monthly bastis mnclude

»  Review of the report submutted by the Investment Enterprise, summarizing physical progress and detailing
expenditures

» Rewview of the physical progress report on the basis of the site visit

» Review of the expenditure report and verification of the supporting documentation provided The Fund
Admmustrator should reserve the right to require external auditors to carry out this function

» Discussions with the Investment Enterprise and sponsors to 1dentify solutions to any 1dentified problems
without a major financial impact

»  Preparation of studies of the potential impact of any 1dentified problems with a majyor financial impact

The scope and content of the reports submutted by the Investment Enterprise would be determmed by the Fund
Administrator Appendix E presents guidelines for the type of information the Investment Enterprise should
provide 1n 1ts monthly report

The Fund Adminstrator would undertake monthly site visits and review the project’s physical progress If
satisfied, the Fund Admumistrator would endorse the Investment Enterprise’s monthly report If not satisfied, the
Fund Admunstrator would prepare a report 1dentifymng the perceived problems and recommend remedial action

C6 Quarterly Monitoring

For each project, the Fund Adminstrator would prepare a quarterly report for submussion to the PDF Investment
Commuttee and IDA  This report would serve as the principal formal documentation of implementation progress
and would be used

» By the Fund Admunsstrator as part of its longer term financial planning

» By HMGN, IDA and other interested parties as a source of project mformation

Although the form and content of these quarterly reports would be determined by the Fund Administrator, at a
minimum they should include four sectors (1) an assessment of physical progress, (2) an estimate of future
progress, (3) a summary of project expenditures, and (4) an overall project review

The assessment of physical progress would summarize the results of the monthly progress reviews, incorporating
any special studies of the impact of specific delays and overruns This section of the quarterly report would
mclude, nter alia

» A review of the Investment Enterprise’s assessment of progress agaimnst plans

» Andentification of key target dates achieved or missed

» A review of the certification of the work of subcontractors

» Comments on the quality of work completed
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» A review of the impact of any changes to physical construction plans
» If applicable, suggestions regarding the resolution of outstanding problems

The estimate of future progress would take mnto account any delays already experienced and thewr likely
cumulative effect In addition, the results of any impact studies undertaken, and of consequent discussions with
the Investment Enterprise and sponsors would be summarized Where necessary, a revised implementation plan,
with actions for resolving existing delays, if any, would be specified

The summary of project expenditures (together with a schedule of financing disbursements) would be based on
the reviewed monthly reports This summary would distinguish between direct payments to local manufacturers
and contractors and foreign exchange payments Cost overruns would be 1dentified and implications for project
viability assessed Fimally, proposals for remedial action, should any be required, would be examined

C7 Annual Monitoring

The Investment Enterprise should submut a detailed annual report to the Fund Admustrator Thas report would
contam consolidated information from the monthly submussions, and audited financial statements for the
Investment Enterprise

The Fund Admmustrator would use the Investment Enterprise’s annual report together with its own quarterly
project reports to prepare an annual report on each project The Fund Admistrator’s annual report would
contain

» A statement of disbursement, expenditure, and physical progress durng the year

» An analysis of variances from plans and remedial action taken

» Audited financial statements for the Investment Enterprise

C8 Periodic Monitoring

The Fund Admimstrator would undertake a periodic review of the Investment Enterprise’s reports and supporting
documentation This review would nclude

» The Investment Enterprise’s accounting reports, using external auditors 1f appropriate

»  The consistency of project expenditure and physical progress

» Compliance with loan agreements and other contractual obligations such as procurement procedures

» Project expenditure agamnst the financial projections

»  Future cash requirements and the arrangements for ensuring that these are met

Thus pertodic review would identify areas of actual or potential cost overrun In the absence of such overruns or
if they are both minor and legitimate, the monthly report would be endorsed by the Fund Admiustrator If any
such cost overrun appears likely to have a sigmficant effect on the project, the Fund Admimstrator would prepare
a report assessing its potential impact on project case flows and the total financing requirements

Minor problems, 1 ¢ , those considered unlikely to have a significant financial effect on the project, identified in
physical implementation of financing would be raised by the Fund Administrator with the Investment Enterpnise
and, 1f necessary, the sponsors, in order to assess the potential impact on the project and to identify possible
solutions These munor problems, and the selected remedial action taken, would be specifically monitored by the
Fund Administrator i subsequent months
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Problems which are hkely to have a sigmificant financial effect on the project would be the subject of special
reports prepared by the Fund Adminsstrator for the PDF Investment Commuttee, and would also be fully discussed
between the Fund Administrator, the Investment Enterprise and 1ts sponsors The sponsors would be required
to prepare plans for remedial action with would mnclude a recalculation of the project’s viability, financing
arrangements, and implementation plans The Fund Admmustrator would then subject the revised plans to a
detailed reevaluation Approprate remedial action would be taken in accordance with the Loan Agreement
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Appendix D

Guidelines for Project/Loan Monitoring
During the Operations Phase

D1 Responsibility

The Fund Admmstrator 1s responstble for momtoring all projects recetving PDF financing Accordingly, the
Fund Admmustrator would assess the Investment Enterprise a Project Momitoring Fee equivalent to three quarters
of one (%) of 1ts yearly outstanding balance, provided that the annual fee not exceed US$50,000

D2 Scope

The Fund Admimistrator’s role during the subsequent operational phase of a project 1s less detailed than during
mutiation and construction For each project, the Fund Administrator’s staff must maintain a separate file whach
covers procurement, disbursements and drawdowns from PDF sources The Fund Administrator’s monitoring
activities during the operational phase would include venifying that the specified n the construction contract has
been carried out as planned, that the procurement has been competitively bid through World Bank-ehgible

countries, and that the overall cost 1s within budget The momtoring role would continue until the PDF loan has
been repaid

D3 Approach

The Fund Admimstrator would requre the Investment Enterprise to prepare and submit to the Fund
Administrator regular reports on the progress of the project Reports should be prepared by the Investment
Enterprise on a monthly, quarterly and annual basis  In addition, the Fund Admumstrator or 1ts consultants would
visit the site at least twice a year, or more frequently 1f required, after completion of construction

In addition to the above, the Fund Admimstrator should mamntamn mformal, regular and frequent contact with the
Investment Enterprise and relevant HMGN entities involved 1n the project This contact 1s necessary m order to
identify any potential problems at an early stage and to develop good worhing relationships with all persons and

orgamzations nvolved 1n the project The Fund Adminstrator’s project monitoring reports would be made
available as requured

D4 Monitoring During the Operations Phase

The mam objectives of project monitoring during the operations phase are
» To review the operation and mamtenance of project assets

» To protect the financial interests of the PDF

» To protect the interests of HMGN
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These objectives would be achieved by the Fund Admirustrator through momitoring of

» The project’s technical performance criteria, such as technical tolerances, actual energy output agaimnst
planned output and plant capacity

» The financial performance of the Investment Enterprise, in particular 1ts ability to meet future expenditure
requirements

» Compliance with contractual arrangements made with the PDF Investment Commuttee, particularly loan
repayments and hiquidity obligations

Monttoring activities n the operations phase involving both technical and financial reviews would be carried out
monthly, quarterly, annually, and periodically

D5 Monthly Monitoring

Monthly reports on mdividual projects would be provided to the Fund Admumstrator as follows

» The Fund Admimstrator’s “Finance and Disbursement Section™ would provide a monthly report on loan
account transactions

» The Investment Enterprise would provide monthly mformation on energy demanded and supplied, and any
penalties imposed or bonuses paid In addition, the Investment Enterpnise would confirm that there have been
no breaches of any agreements or repayment defaults

In the event that the Fund Admimstrator reports any repayment default or the Fund Adminustrator recerves a
notification of any breach of agreements, the Fund Admmstrator would arrange for an investigation of the causes
and, through discussions with the Investment Enterprise and sponsors, initiate appropnate action on these
monthly reports

Special reports on major 1ssues may be prepared by the Fund Adminsstrator for the PDF Investment Commuttee
of Directors and would be discussed m full between the Fund Admunsstrator, the Investment Enterpnise and 1ts
Sponsors

D6 Quarterly Monitoring

The Investment Enterprise would submit a quarterly report to the Fund Admimstrator which would include the
following information

Output for the quarter

Output available but not utilized

Major maintenance work undertaken

Revenue for the quarter

Operating and mamtenance expenditures relative to annual budgets
Actual capital expenditure relative to plans

Management accounts for the quarter, including

- the balance sheet

- the profit and loss account

- the cash flow statement

- any other matters which should be brought to the attention of the Fund Admimstrator

Yy ¥ Y Y ¥ VY Y
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Upon receipt of the quarterly report, the Fund Admimstrator would undertake the followmng

» Review actual output, outages and maintenance activities relative to the plan

»  Check revenue calculations and assess whether the contractual obligations to the PDF Investment Commuttee
are being adhered to

» Review operating and maintenance expenditures relative to annual budgets and relative to any techmcal
assessment of requirements

» Review capital expenditures relative to plans

» Review the management accounts relative to annual budgets and financial projections

The Fund Admimstrator would then prepare a summary quarterly report for distribution to the PDF Investment
Commuttee and IDA  Thus report would include the results of the analysis of the information supphed by the
Investment Enterprise, together with a statement of the current status of the project’s PDF loan and other loans

D7 Annual Monitoring

A formal site visit (in addition to any other visit which might prove necessary from time to time) would be
undertaken by the Fund Admimstrator on an annual basis This visit would mnclude a techmcal review of the
physical condition of the project’s plant and equipment to ascertamn
»  Whether all appropriate repairs and maintenance work have been undertaken
» That the capacity of the plant 1s unimpared
» A financial review of the Investment Enterprise’s audited financial statements, annual budgets, and cash flow
projections to determine
- whether the Investment Enterprise can continue to meet 1ts contractual commitments
- whether the Investment Enterprnise can meet future loan repayments and retain adequate forward
hquidity

Within six (6) months of the annual site visit, the Fund Admuustrator would prepare and send to the PDF

Investment Commuttee and IDA a report which should contain

» The Investment Enterprise’s audited financial statements

»  Areview of operating and financial performance, ncluding a discussion of major occurrences during the year
and their potential impact

» A statement of all debt service and dividend payment transactions
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Appendix E

Guidelines for Insurance

E1 General

The PDF Admumustrator would have no hiability to msure project assets However, the Fund Admmstrator must
ensure that each Investment Enterprise maintamns adequate msurance to protect the financial mvolvement of the
PDF durmg the hife of the loan

The PDF Administrator must ensure that all requirements of msurance are complied with Failure by the
Investment Enterprise to obtamn the nsurance or certificates of msurance required does not relieve the company
of the msurance requurements If the Investment Enterprise should fail to procure or mamtain any msurance
requured, then the Fund Adminsstrator shall have the night to procure such insurance and be rermbursed through
the Escrow Account for all costs incurred by the Fund Administrator

It should be a condition of the loan agreement that adequate insurance be provided by the Investment Enterprise
Adequate msurance coverage icludes coverage i the following areas

» Assets in transit during the construction phase

»  Assets m progress during the construction phase

»  Assets once construction 1s completed

» Liabihity msurance during construction and operation

The Investment Enterprise’s name on the msurance document(s) must be the same as that appearing on all loan
agreements Ewvidence of msurance must be submitted to the Fund Administrator and proof of continued
insurance must be submutted annually Loss-payee on the msurance policy should be both the Investment
Enterprise and the lenders’ Trustee

The Fund Admumstrator must approve of the msurance coverage required to protect the financial involvement
of the PDF during the life of the loan and would base 1its requirements on those of the loan agreement

The Fund Admimstrator would advise the Investment Enterprise regarding the msurance requirements early in
the loan negotiations m order to give the Investment Enterprise adequate time to arrange coverage before any part
of the loan 1s drawn

The Investment Enterprise shall take out and mamtain with responsible msurers such mnsurance, against such risk
and m such amounts, as shall be consistent with sound busmess practices Without limitation, such msurance
shall cover hazards mcident to the acquisition, transport, delivery, and nstallation of goods financed out of the
proceeds of the PDF loan in addition to lost profits which may accrue

The Investment Enterprise shall be given the opportunity to obtain the nsurance from msurance companies of
1ts choice provided that the proposed mnsurance company 1s acceptable to the Fund Admimstrator The Fund
Admmstrator reserves the night to msist on insurance from a company acceptable to 1t as a condition of the PDF
loan
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For each loan agreement, the Fund Admmustrator would develop a checklist which would be used to confirm that
all required msurance has been obtammed before any loan disbursement 1s made and to ensure that adequate
msurance coverage 1s maintamed throughout the life of the loan

The Fund Admimstrator may participate directly in the negotiations between the Investment Enterprise and the
msurance broker(s) m drawing up the specifications of the msurance policies during the loan negotiation phase

The Fund Admimistrator shall maintain a diary system which would serve as a reminder of when renewal of
particular msurance and inform the Investment Enterprise of the due date thereby allowing the Investment
Enterprise sufficient time to conduct renewal negotiations with the insurers and mantamn adequate coverage

E2 Insurance for Assets in Transit
During the Construction Phase

The Fund Admunustrator should advise the Investment Enterprise that all shipments of purchased equipment are
to be made via CIF or FOB and that in every case insurance must be arranged by the Investment Enterprise with
an msurance company acceptable to the Fund Administrator Proof of insurance would be requured 1n the form
of an surance policy or insurance certificate

The Fund Adminstrator should verify that each set of documents accompanying a letter of credit contains an
msurance certificate or msurance policy with the sum msured at least equivalent to the full replacement cost of
the goods m transit

“All Risks Marine Cargo” msurance should cover all plant and equpment, shipped to and destined to become
part of the project, on a warchouse to warehouse basts, from physical loss or damage while 1n transit and
including delivery at the project site The amount to be msured should be no less than the full replacement cost

E3 Insurance for Assets In Progress
During the Construction Phase

The Fund Admumstrator should require the Investment Enterprise to maimntain adequate msurance coverage of
all assets on site during construction Insurance requred would be “Contractors All Risk™ msurance The
amount of loss covered should be the contract value and at least equal to the total replacement cost of the asset,
mcluding mstallation

The Investment Enterprise must also mamtawmn “Public Liability” msurance to cover agamnst legal hability to third
parties for bodily myury or damage to property The amount of coverage shall be at least US$[ ] per occurrence
and US$[ ] n the aggregate covering legal hability for bodily ijury, death and property damage caused by the
project, the Investment Enterprise’s vehucles, tools, equipment or personnel including those of 1ts sub-contractors

The Investment Enterprise must also maintam a loss of profit insurance to provide against the loss of revenue
followmng delay i the start of commercial operations as a direct result of physical loss or damage during the
manufacture, delivery, construction or operational testing to the extent that such loss 1s covered under “All Risks
Marme Cargo” or “Contractors All Risk” msurance The amount of coverage shall be sufficient to cover the debt
service costs, other fixed costs, and any and all penalty payments to the purchaser of the services and others as
a result of the delayed completion of the project

Acres/USAID Private Electricity Project E-2



Nepal Power Development Fund
Borrower s Implementation Plan

Any nisks which are specifically excluded from the pohicy proposed by the Investment Enterprise or imposed by
the msurer must be 1dentified The Fund Admmistrator would need to consider whether or not specific cover 1s
requuired for these areas (for example, earthquake, flooding, terrorism or civil disturbance) and may require the
Investment Enterpnise to obtam cover through an msurance company The Fund Admimstrator may wish to seek
specialized advice from a risk management company 1n order to achieve the maximum possible cover

The Fund Administrator should requure the Investment Enterprise to maimntain adequate msurance coverage of
the plant assets, once the plant 1s completed and commuissioned “All Risk”™ insurance 1s requured with a it in
an amount not less than the replacement cost of the complex The policy should include transit coverage for plant
assets purchased within Nepal and not subject to the “All Risks Marme Cargo” coverage The policy shall
include coverage of the Investment Enterprise’s construction equpment

Insurance must also be provided to cover loss of revenue, all penalty payments to the purchaser and any other
penalties associated with interruption of plant operation B

The Investment Enterprise must also mamntain “Fixed Asset — Fire and Perils” insurance which shall cover all
buildings, contents, machinery stocks, fixtures, spare parts, fittings, and all other personal property The msured
amount should be the replacement value of the fixed assets at commissioning date

The Investment Enterprise must maintain machinery breakdown msurance 1n the amount of the full replacement
value of all machinery, plant, boilers, transformers and ancillary equipment

The Investment Enterprise must mamntain “Public Liability” insurance to cover against legal hability to third
parties for bodily mjury or damage arising out of the ownership, operation and maintenance of the project The
msurance should provide adequate coverage for any one occurrence

The Investment Enterprise must mantain “Loss of Profit” msurance to provide agamnst the loss of revenue from
a reduction m power sales and/or capacity payments as a result of (1) loss or damage to the project caused by
a fire or penil covered under the “Fixed Assets — Fire and Peril” insurance policy, or (2) loss or damage due to
machinery breakdown The msurance should cover all expected losses and all penalty payments to purchaser and
others as a result of the reduced operation of the project

E4 Liability Insurance

The Investment Enterprise must provide adequate habihty msurance for injury on site  In particular, “Workmens’

Compensation” msurance applicable to industrial 1llness or injury to cover all employees m accordance with the
laws of Nepal

The Investment Enterprise must mamtamn adequate comprehensive msurance for the use of all vehicles owned,
hired or used by the Investment Enterprise with bodily injury and property damage combined single limuts of at
least USH[ ] per occurrence

The Investment Enterprise must maintamn excess “Umbrella Liability” insurance with single limat of at least US$[
] per occurrence 1n excess of the limits provided for in “Workmens” Compensation” insurance, comprehensive
“Third Party Liability” msurance, and comprehensive “Automobile Liability” insurance
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Subcontractors must mamntan adequate “Workmens” Compensation™ msurance for their employees 1n the name
of the subcontractor
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Appendix F

Guidelines on the Content of Project
Companies’ Monthly Progress Report

The Investment Enterprise’s monthly submussion should provide the following mformation for each
mmplementation activity
> Phys1cal progress, mcluding
planned progress to date

- actual progress to date

- achievement of key target dates

- reasons for delays expenenced

- forecast progress m the next period

- likelihood of achieving future key target dates

» Actual expenditures (local and foreign), including
- planned disbursement of project finance
- actual disbursement of project finance
- planned capital expenditure
- planned payments to contractors
- actual payments to contractors
- reasons for cost overruns experienced

» Forecast of expenditures mn the next pertod, including
- forecast of project finance disbursement
- forecast of capital expenditures
- forecast of local currency requirements
- forecast of foreign currency requirements

»  Overall project status, including
- planned disbursement of project finance to date
- total disbursement of project finance to date
- planned project expenditures to date
- total project expenditures to date
- Investment Enterprise’s bank statements
- reconciliations of project accounts

In addstion to the above, each monthly progress report by the Investment Enterprise should mclude

» A statement of conformity with loan conditions during the month

» Confirmation that valid msurance coverage has been mamtained in comphance with the loan agreement
» Confirmation that there have been no breaches in agreements
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Appendix G

Guidelines for Accounting Requirements;
Guidelines for Fund Administrator Overhead
Charges and Suggested Apportionment Bases, and
Suggested Chart of Accounts for the PDF
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Appendix G1

Guidelines for Accounting Requirements

G11 Introduction

The Admumstration Agreement between HMGN and the Fund Admumstrator requires the latter to provide HMGN

with

» Audited accounts, 1 respect of each financial year, for the PDF (the Credit Agreement, on the other hand,
will require the Fund Administrator to provide audited accounts, 1 respect of each financial year, for the
PSAAU)

»  Such other information as HMGN may from time to time concerning (1) the PDF, (u) the implementation
of the Administration Agreement, and (1) any project or PDF loan

In addition to the above, the Admimstration Agreement requres the Fund Admimstrator, on behalf of HMGN,
to provide IDA with the records and accounts required under the relevant agreements

The Funding Agreement between HMGN and IDA requires HMGN to provide to IDA

»  Within six (6) months of the end of each fiscal year, copies of the audited accounts of the PDF

»  Within thirty (30) days of the end of each quarter, a report on the progress of the PDF during the quarter
»  Such other nformation concerming the PDF as IDA shall requuire from time to time

In addition to the above, IDA requures that detatled records and accounts be mamtamed concermng the
transactions of the PDF and that these accounts and records be maintained n accordance with mternationally
accepted accounting principles

The Fund Administrator’s accounting procedures for the PDF and the PSAAU must be capable of meeting (1)
the reporting and accounting requirements of the Admimstration Agreement, (1) internationally accepted
accounting principles, and (11) management information requirements

The Fund Admumstrator would mantain the books and records requured to reflect the indebtedness of HMGN
to IDA  The accounting principles, practices and procedures described below are based on this assumption

The man books and records requured to satisfy the above requirements would be maintamned by the PSAAU’s
“Fmance and Disbursement Section” on behalf of the Fund Administrator and the PDF A charge for this service
would be made by the Fund Administrator to HMGN for subsequent reimbursement

G1 2 Financial Reporting Guidelines

In order to meet the requirements described above, the books and records mamntamned by the Fund Admumstrator
should be maintamed n accordance with the followmg guidelnes
»  The accounts of the PDF and those of the PSAAU should be maintained separately Simlarly, the accounts

of the PDF and PSAAU should be maintained separately from those of the Fund Admimstrator’s home
mstitution
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» The accounts of the PDF and those of the PSAAU should be maintained on an accrual basis
» The accounts must be maintained m U S dollars

In accordance with these guidelines, certain accounting practices would be followed by the Fund Admimistrator
These are described below

The 1ncome and expenditure statements of the PDF and the PSAAU shall disclose the sources of mcome and
expenditure In the case of the PDF, the surplus ansmg mn the income and expenditure statement shall be
transferred to the retamed earnings of the PDF pending disposition mstructions from HMGN  In the case of the
PSAAU, the income and expenditure statement shall be prepared on a “no profit/no loss” basts

The Balance Sheet shall show, arranged under convement headings, the assets and liabilities of the PDF and the
PSAAU as at the close of the accounting year

The Finance and Disbursement Section of the PSAAU would follow the Chart of Accounts for the PDF and
PSAAU as suggested in Appendix G3

Business expenditures would be recorded in the books through the use of vouchers These vouchers would be
prepared by one person and verified by an independent person before submission to the authorized signatory of
the Finance and Disbursement Section for authorization After posting, these vouchers and support documents
would be properly filed for future reference purposes

A flow chart for posting mto the accounts would be as follows Voucher, General Ledger, General Subsidiary
Ledger, and Detailed Subsidiary Ledgers/Registers

The mam books and records that the Fund Adminsstrator would need to mamntain on behalf of the PDF and the
PSAAU are General Ledger, General Subsidiary Ledger, Loans Recervable Ledger, Loans Payable Ledger, and
Fixed Assets Register In addition to the above, the Fund Admimstrator would need to set up and mantamn
vartous subsidiary and memorandum accounts to support the transactions recorded in the mam ledgers described
below

G1 3 Main Accounting Records
General Ledger The general ledger would contain summarized control accounts of the PDF and the PSAAU

General Subsidiary Ledger The general subsidiary ledger would be mamntained for recording details of entries
to earnings, expense, accrual and other accounts for which separate ledgers/registers are not mamtamed

G14 Loans Recelvable Leger

Loans recervable relate to loans made from the PDF to Project Compames and PCIs  The loans receivable ledger
would detail, inter alia, the following information on each loan

» Standing Information
- name and address of principal borrower (Investment Enterprise or PCI)
- type of loan and amount
- mterest rate and method of calculation
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- commitment fee rate and method of calculation
- description of fees and other charges
- repayment structure for mterest and principal

» Transaction Data
- commutment chargesn U S dollars
- fees and charges
- amount of drawdown i US dollars, fixed at the exchange rate at the time of repayment If

disbursements are made 1n a different currency, the exchange rate sell rate at the time of disbursement
would prevail

- amount repaid in Nepalese rupees
- nterest charges in Nepalese rupees

An account would be established m the loans recervable ledger when a duly authonized copy of the loan agreement
1s sent to the PSAAU’s Fmance and Disbursement Section The accounts for the loan would be maintamned in
U S dollars In the case of any changes 1n the terms and conditions and/or agreement, a duly authorized copy
of the revised/supplemental agreement would be passed to the manager of the PSAAU to update the ledger One
member of the PSAAU accounting staff would enter loan detains and a second would independently venfy that
the entry 1s correct

Drawdowns requested by Project Companies should be recorded n U S dollars Interest due would be calculated
mUS dollarsonthe US dollar balance n accordance with the terms of the loan but paid in the Nepalese rupee
equivalent based on the exchange rate on the date of repayment

The PSAAU’s Finance and Disbursement Section would submut bills to the escrow agent responsible for the
management of the escrow account These bills must be recerved by the escrow agent not less than fifteen (15)
days prior to the due date Each month the ledger would be reviewed and a report of overdues prepared The
PSAAU’s Finance and Disbursement Section would send appropriate reminders to the borrowers

On receipt of repayments, checks would be paid mto the PDF’s account mamtamed by a multinational bank or
the Nepal Rastra Bank which would ensure that (1) all checks are recorded immediately, (1) all checks are paid
mto the PDF account promptly, and all checks are credited to the correct borrower’s account

G15 Loans Payable Leger

Loans payable relates to loans to the PDF by IDA through HMGN The loans payable ledger would detail, inter
alia, the following mformation on each loan, as appropnate

» Standing Information

- name of lender (HMGN, but with details of each funding agency, 1 ¢, IDA and future cofinanciers)
- loan amount

- nterest rate and method of calculation

- other charges

- repayment structure for interest and principal
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» Transaction Data
- amount drawn down m U S dollars
- loan repayment in Nepalese rupee equivalent to HMGN
- terest accrued but not paid
other charges payable

Accounts would be created n the loans payable ledger on the signing of the Admimstration Agreement between
HMGN and the Fund Admiustrator At the same time all standing data would be drawn from the Administration
Agreement and any supplemental agreement between the Fund Admumistrator and HMGN A duly authorized
copy of the Adminustration Agreement 1s required to open accounts One member of the PSAAU’s accounting
staff would enter the loan details and a second would mndependently verify that the entry 1s correct

The Fund Admmstrator would request drawdowns through the establishment of letters of credit from IDA
accordance with 1ts disbursement procedures Once the disbursement 1s made, IDA would notify the Fund
Admuustrator which would fix the PDF’s U S dollar habihity The Fund Admmistrator would also inform
HMGN of the amount of the foreign currency loan disbursed

Upon receipt of notification of a drawdown, the PSAAU’s Finance and Disbursement Section would enter the
transaction mn the IDA account in the loans payable ledger The entry would show both the date of the transaction
and the amount n U S dollars (for memorandum purposes)

Interest would be calculated on the U S dollar principal amount On repayment to HMGN, the account would
be credited with the Nepalese rupee value

Each month the ledger would be reviewed and a report prepared of any repayments due to HMGN The Fund
Adminsstrator would arrange the transfer from the PDF account to the debt service account of HMGN maintained
with Crtibank

G16 Fixed Assets Register

The Fixed Assets Register would contain the details of each type of fixed asset of the PSAAU The register
would contain such information as date of purchase, cost price, accumulated depreciation, etc  All fixed assets
of PSAAU would be depreciated in accordance with the Fund Admimstrator’s home mstitution’s current
practices

G1 7 Charging Arrangements

An important requirement of the Admnustration Agreement 1s for the Fund Administrator to provide HMGN with
mformation regarding the PSAAU’s activities  Although the PSAAU 1s a part of the Fund Admimstrator’s home
mnstitution, 1t 1s important that PSAAU activities and transactions be maintained separately from those of the
Fund Admimstrator’s home mnstitution  As detailed in the Administration Agreement between HMGN and the
Fund Administrator, the remuneration recoverable by the PSAAU 1s as follows

» The negotiated administration/management fee

»  Capital expenditures mcluding office equipment, computers and other equipment

» General and administrative expenses

»  Salanes and benefits of the PSAAU’s employees

» Consulting services
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The Fund Admimstrator shall submit invoices to HMGN on a quarterly basis These mvoices would describe
in reasonable detail all reimbursable costs incurred, mcluding man-hours worked and types of services For the
first two (2) years of PDF operation, reimbursable expenses would be paid by resources provided by IDA
Thereafter, the Fund Admunstrator would be permutted to recover its resmbursable expenses from reflows to the
PDF

Adminstration Fees For admimustration and management of the PDF, HMGN shall pay the Fund Adminustrator
a fee of not more than one-half of one (') percent per annum of the cumulative amounts disbursed and
outstanding and not n default at the end of every calendar year This fee would be paid within tharty (30) days
from end-month of the year in which the Administration Agreement 1s signed

The PDF’s proposed fees and charges for 1ts “first window” shall be fixed for each loan and will generally be

based on the following structure

» A loan application fee equivalent to US$5,000 Thus fee 1s paid only once and 1s non-refundable

»  Aloan documentation fee one-quarter of one (V4) percent of the loan amount, non-refundable, plus out-of-
pocket costs of travel and fees for consultants and legal specialists employed for the due diligence process
This one-time, non-refundable fee 1s payable by the Investment Enterprise at financial closure

»  Commutment charges of three quarters of one (34) percent per annum The first charge would be calculated
on the undisbursed amount of the PDF loan from the date of the PDF loan agreement For subsequent years,
the charges would be calculated on the undisbursed amounts at the same day as determined for the first year

» A project monmitoring fee three quarters of one (%) of the yearly outstanding balance, provided that the
annual fee not exceed US$50,000

» A standby financing facility fee one (1) percent

» A take out finance facility fee one quarter of one (%4) percent

This structure 1s 1n line with fees and charges by infrastructure lending programs In the event that the fees
charged to borrowers, as per the proposed fee structure above, do not totally cover the costs and expenses of the
Investment Commuttee and the Fund Admunistrator, particularly during the 1utial years of PDF operation, part
of the IDA credit should be use to cover these costs subject to a ceiling to be negotiated with IDA  However, in
order to be self-sustaining, the PDF should earmark a portion of its future mterest income to cover operating
costs

The fee structure for the PDF’s “second window” would be assessed on a case by case basis Fees and charges
for the “second window” could, for example, be absorbed n the mnterest rate charged by Participating Credit
Institutions

These charges and fees, mcluding the ceilings, would be subject to escalation at US mflation rates The
adjustment mechanism would be detailed 1n the PDF loan agreement

Emplovee Salaries and Benefits Separate and complete records must be maintained for each PSAAU employee
detailing man-hours worked

General and Admmistrative Expenses The PSAAU’s Finance and Disbursement Section would mamtaimn
separate records of actual expenses mncurred on behalf of the Fund Administrator Accordingly, prior approval
of the PSAAU manager would be obtained before making any payment on behalf of PSAAU to consultants and
other suppliers of services directly obtamed by the Fund Admimstrator Costs related to the conduce of external
audits and internal control reviews of the Fund Admimstrator and the PDF are included 1n this category

Acres/USAID Pnivate Electricity Project G1-5
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Overhead Charges Overhead charges would be reimbursed by HMGN according to determuned apportionment
bases Appendix F provides gwidance regarding the types of overheads the Fund Adminstrator could incur

Other Internal Services Rendered by the Fund Admimstrator For other internal services such as legal,
accountancy, administration and personnel, the manager of the PSAAU and the Fund Admimstrator’s home
nstitution would mutually devise procedures for charging a fixed amount on a monthly basis

Acres/USAID Private Electricity Project G1-6
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Appendix G2

Guidelines for Fund Admnistrator Overhead
Charges and Suggested Apportionment Bases

Expenses

Building expenses
Stationary and supplies
Postage
Telecommunications
Auditors and legal fees
Travel expense
Vehicle expenses
Employees activities
Consultancy charges
Insurance (benefits)
Sundries

Computer software
Repairs and mamtenance
Office equipment
Installation

Insurance (equipment)
Depreciation

Tramning

Apportionment Base

Area basis

Staff numbers

Actual costs

Specific telephones allocated to PSAAU
Actual costs

Actual costs

Actual costs

Staff numbers

Actual costs

Staff numbers

Staff numbers

Actual costs

Staff numbers

Actual costs

Actual costs

Actual costs

On fixed assets (1f any)
Staff Numbers

Acres/USAID Private Electricity Project
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Appendix G3

Suggested Chart of Accounts for the PDF

Nepal Power Development Fund

Type of Accounts Reporting Classification
Income &
General Subsidiary Balance Sheet | Expenditure

General Leger Account Ledger Account Statement
Debit Accounts
1 Loans Receivable Type of Loan .
2 Interest Earned Not Received Type of Loan .
3 Current Account with .

Multinational Bank or Nepal
Rastra Bank

4 Fees Received Type of Fees .

5 Interest Charges Borrowing Account .

Credit Accounts

6 Loans Payable Borrowing Account .

7 Interest Accrued Borrowing Account

8 Checks under Clearance Name of Investment .
Enterpnise

9 Interest Income Type of Loan

10 FeeIncome Application Fee .
Documentation Fee .

Commitment Fee

Project Monitonng Fee
Standby Facllity Fee
Take-Out Finance Faciiity Fee

11 Retained Earnings .

Acres/USAID Pnvate Electrnicity Project G3-1
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Appendix H

Audit Guidelines

H1 Introduction

Audts of the Power Development Fund (PDF) are necessary mn order to provide assurance to the International
Development Association (IDA) investing 1n the PDF that its investment 1s being properly managed and that
those who have been made responsible for managing the PDF are carrying out their stewardship role efficiently
and effectively The greater the auditor’s independence from those responsible for managing the PDF, the greater
the mvestors’ confidence in the management of the PDF and 1n the information being provided with regard to the
PDF’s income, expenditures, assets and habilities

H2 Background

It 1s a requirement of the Administration Agreement that the financial statements and reports that must be
produced to record income, expenditure, assets and liabilities of the PDF, together with the underlymng books and
records for the PDF upon which the statements have been prepared, must be subject to an external audit each
fiscal year This 1s also required by the Loan Agreement between IDA and His Majesty’s Government of Nepal
(HMGN)

In comphance with the obligations of the Loan Agreement between IDA and HMGN and future co-financiers of
the PDF, the audit must be carned out i accordance with mternationally accepted auditing standards consistently
applied by independent auditors that are acceptable to IDA  Within s1x (6) months of the end of each fiscal year,
a copy of the auditors’ report must be furmshed to IDA together with certified copies of these statements

In addition to the above, HMGN may from time to time and 1n order to meet a request from IDA or future co-
financiers, request other information concerming the records, accounts and statements of the PDF  This

information must also be subjected to an independent audit HMGN’ Auditor General 1s also entitled to audst
the accounts of the PDF

H3 Approach

To discharge 1ts responsibility, the Fund Administrator must establish procedures for the efficient and effective

mternal control of the PDF and the Private Sector Account Admmstrative Unit’s (PSAAU) activities The

objectives of those procedures are to

» Provide assurance to IDA and future co-financiers that their investment 1s properly managed

» Identify when the various covenants and agreements that govern the operation and management of the PDF
have not been followed

» Identify improvements that can be made n the management of the PDF and the execution of PSAAU’s
activities

»  Provide assurance to the semor management of the Fund Administrator’s home mstitution that the PSAAU
1s bemg managed efficiently and effectively

Acres/USAID Pnvate Electricity Project H-1
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The most effective approach to the achievement of the above objectives 1s for the Fund Admumistrator to establish
mternal control procedures that provide for the audit of both 1ts and the PSAAU’s systems and activitics on an
on-gomg basis and to contract a firm of mdependent auditors, external from those of the Fund Admmstrator’s
home 1nstitution, to carry out the annual audit each fiscal year

The advantages of having internal audit as well as external audit are

» To identify weaknesses mn, and non-comphance with, the Fund Admimstrator’s and PSAAU’s procedures
during the course of the year thereby facilitating remedial action at an early opportunity

» Toreduce the scale and cost of the annual audit by providing assurances to the external auditors that the Fund
Admimstrator and PSAAU, through their internal audit function, has established procedures and practices
to 1dentify the weaknesses and non-compliance referred to above

H4 Objectives of Internal and External Audits

Internal and external audit would carry out complementary activities which, 1f properly coordinated, would assist
mn achieving the objectives of audit The degree to which mternal and external audit activities are complementary

would depend on the extent to which the external auditors are satisfied with the work carried out by the mternal
audit

The main objective of mternal audit would be to provide assurance to the PDF Investment Commuttee and the
sentor management of the Fund Admmstrator’s home mstitution as to the probity of PSAAU activities
However, 1t would also have a wider role in promoting the efficient operation of the PDF and the PSAAU It
should work m cooperation with the Fund Admimistrator’s staff to implement efficient operating systems for the
PSAAU and to 1dentify areas where efficiency and effectiveness may be increased The main objective of the
external audit 1s to provide assurance to IDA and future co-financiers that the accounts of the PDF have been
prepared mn accordance with mternationally accepted accounting principles and that they reflect a true and fair
representation of the PDF and the Fund Admimstrator’s activities

Internal audit should be functionally mndependent of the operations of the PDF and the PSAAU However, 1t
cannot achieve the same degree of percerved independence as that of external auditors The work of appropnate
external auditors provides all parties, particularly those external to the Fund Administrator’s home nstitution,
with confidence as to the strength of internal systems and the rehiabihity of published financial results

The procedures for internal and external audit are discussed below under the headings of Audit Commuttee,
Internal Audit, and External Audit

H5 Audit Committee

To provide the independence of the mternal and external audit, an Audit Commuttee should be formed by the PDF

Investment Commuttee with the following roles and responsibilities

»  Selection of external auditors

» Agreemg on the work plan for internal audrtors and determnation of the terms of reference for external
auditors

»  Coordmation of the work of mternal and external auditors and ensuring there 1s proper liaison

»  Receipt and review of the comments and reports of internal and external auditors

»  Discussion of key 1ssues with semor Fund Adminstrator staff to 1dentify possible improvements to systems

Acres/USAID Prvate Electricity Project H-2
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»  Acting as a functional supervisor of the chief mternal auditor independent of PSAAU staff whose work the
chief mternal auditor would be reviewing
» Evaluation of the performance of the internal audit

The Audit Commuttee would include the manager of PSAAU and others proposed by the PDF Investment
Commuttee The commuttee would meet at least twice per year

H6 Internal Audit
The objectives of mternal audit should be

(1) To evaluate the operating systems within PSAAU and to ensure that they are adequate for the purpose of
- safeguarding the assets of the PDF
- ensuring the accuracy, reliability and timeliness of accounting reports and records
- ensuring that the actions and decisions of PSAAU staff are in accordance with PDF policies and
guidelines
- assessing the performance of the PSAAU

(2) To undertake whatever work 1s necessary to establish that existing systems are being comphed with and to
ensure that they are achieving the purposes sent out n (1) above

(3) In consultation with the manager of the PSAAU and hus operational staff, to propose changes and additions
to mternal systems to enable them to better meet the purposes set out mn (1) above

(4) To consider whether the PSAAU 1s attaiming its objectives 1n the most efficient and effective way and to
propose and discuss PSAAU management ways in which the activities of PSAAU could be made more
efficient and effective

The Audit Commuttee would make a recommendation to the PDF Investment Commiuttee on the appomtment of
external auditors Although 1t would be possible for PSAAU to have separate auditors from the Fund
Admimstrator’s home mstitution 1t be more prudent and efficient to use the same external auditors

Since the funds admimstered by PSAAU do not form part of the funds of the Fund Admimstrator’s home
nstitution and since a specific audit 1s required for the PDF and PSAAU, audit work would be additional to that
carried out n the auditing of Fund Admimistrator’s home wstitution  Therefore, 1t would be necessary to include
a specific additional section 1n the terms of reference of the external auditor

Thus section should include

Specific references to the PDF and PSAAU as distinct from the Fund Admumistrator’s home nstitution
Time and place of delivery of the audit report

A clear description of materal to be provided for the audit and the tuiming of the provision

A statement of the scope of the audit

A statement that the audit should be undertaken mn accordance with international auditing practices
Management letter requirements

¥ Y ¥Y Y Vv VY
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» A statement of the need for haison with internal audit
» Independence requirements
» Requrements that the auditors should submut a proposal and work plan

Acres/USAID Private Electricity Project
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Appendix |

Typical Commitments Contained in the
Project (Implementation) Agreement

The hst of commtments presented here are provided as examples only and are intended to facilitate evaluation
of the Investment Enterprise’s Secunty Package

| Public/Government Commitments

» Authorization to do busimess m the country 1s a basic provision that recognizes and authonzes the Investment
Enterprise to implement a private power generating facility

» Authorization to generate, transmut and/or distribute electrical energy, which provides for the Investment

Enterprise to generate and possibly transmut and distribute electrical energy under certain controlled
conditions

» Authorty to obtamn permits allows Investment Enterprise to secure construction permuts and operating
permuts 1f n complhiance with related laws and regulations

» Guarantee of performance of the Investment Enterprise and public sector entity who are party to the

implementation and operation of the project means that the government, via a sovereign guarantee
compensates the Investment Enterprise

» Currency protection to the power suppher for a vanety of currency issues, mncluding convertibility,
availability of foreign exchange, devaluation, and repatriation

» Tax and duty incentives can be provided by creating decreases and/or total exemption from tax and duty
obligation

» Legslative protection agamst changes i the law and regulations which would adversely effect or potentially
effect the participants m the project

> Fnancial protection agamst certain force majeure events such as war, insurrection, and general strikes

»  Work permits authorize import and use of specified foreign work force
12 Power Provider Commitments
» Comply with laws and regulations

»  Undertake project development

»  Obtam project financing and achuieve financial close within specified parameters mcluding time

Acres/USAID Private Electricity Project -1 /
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» Describes form of company, ownership, registration, terms of ownership

»  Project msurance to be obtamned
13 Mutual Oblhigation/Commitments

»  Termunation defines under what conditions one party or the other can termunate the Project (Implementation)
Agreement and recourse should termination occur

» Penalties define type, form, value of penalties imposed should a party fail to perform
»  Governing law and arbitration

»  The government and Investment Enterprise would mutually secure the other party against loss and damage
arising from the performance of contractual obligations within certain limitations

Acres/USAID Private Electricity Project -2
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Appendix J

Key Provisions of the
Power Purchase Agreement

The hist of provisions presented here are provided as examples only and are intended to facilitate evaluation of
the Investment Enterpnise’s Security Package

J1  Summary of Key Provisions

Defimtions — Provides the meaning of sigmificant words or word groups used i the document

Sale and Purchase of Energy and Capacity — Contains statements a Investment Enterprise agrees to purchase
per terms and conditions of the agreement, and that purchaser agrees to the terms and conditions The Investment
Enterprise 1s obligated to provide a number of documents that verify and certify charactenstics of the generating
facility

Pre-Operation Period — Contans the responsibilities of the Investment Enterprise and the purchaser during the
permut, construction, testing, and start-up pertod Termunates at commercial operation date

Term and Termination — Identifies the effective start and end date of the agreement, conditions under which 1t
can be extended and/or terminated, and process and remedy for termination

Representations, Warranties and Covenants — Conveys agreement of the Investment Enterprise to operate the
plant as designed within the laws and regulations of the host country Certifies that Investment Enterprise 1s a
valid legal entity, would use acceptable business practices, and provide information (as mutually agreed upon)
to the power purchaser

Control and Operation of Faciliies — Describes how the facility would be operated and mantained, how power
would be dispatched, and the types of documents and records to be mamtained

Interconnection — Defines the responsibility of the Investment Enterprise and purchaser for the facilities used
to transmut power from generating facility to transmussion gnd Describes the mterconnection point at which
responsibility transfers from the producer to purchaser

Metenng — Describes how power generation would be measured, metering responsibilities, and other mterface
responsibilities between the Investment Enterprise and purchaser

Compensation, Payment and Bilhing — Describes the price of power to be paid by the purchaser to the Investment
Enterprise for the duration of the agreement, which 1s stated on a unit rate basis (such as U S cents per kilowatt
hour) to include both energy and capacity charges or broken down mto its components Pricing formulas are often
complex and are comprised of a number of components that reflect fixed and variable costs of power generation,
mcluding debt service, fuel cost, and operating and maintenance costs These components in turn are based on
actual costs, cost indices, or other methods

Acres/USAID Private Electricity Project J-1



Nepal Power Development Fund
Borrower's Implementation Plan

Testing and Capacity Rating — Establishes a program for determinming the maximum reliable electrical power
generating capabilities of the facility under vanous conditions  If test results are acceptable the facility would
be placed 1 operation

Insurance — Delineates the type and luts of msurance to be obtamned by the Investment Enterprise

Liabihity, Noncompliance and Guarantges — This mcludes indemnification obligations between the power
producer and the purchaser, form and Limuts of facility completion guarantee, form and himits on facility
performance guarantee, and Iimts and conditions on transfer of facility from Investment Enterprise to other
orgamzations

Force Majeure — Defines what events constitute a force majeure, the actions required, and who bears the nisk

Taxes and Claims — Contains obligations of Investment Enterprise for local, regional, and national taxes and
levies, and claims for payment for work and/or matenals provided by others that mught result in legal action

hoice of Law and Resolution of Dy, — Identifies under which laws the agreement would be governed, and
the process and method to be used to resolve disputes

Notices — Provides for method, language, process, and distribution of notices among parties

Changes m I .aw — Prowvides for protection of the Investment Enterprise should the law change to adversely affect
the cost of construction or operation

Qptions to Purchase — Depending on the type of agreement, defines how the Investment Enterprise can exercise
the option to purchase the facility

Entirety — Designates the agreement as the final expression of the intent of the parties and abrogates all prior
written or oral understandings

Miscellaneous Provisions — Includes a varety of other general terms and conditions considered necessary but
not warranting a separate section

J2 Explanatory Notes

Term of Agreement — The term of agreement 1s stated in years The effective date 1s the date of commussion
of the complex The agreement should be 1n effect as long as there 1s outstanding debt An option to extend the
term of the agreement may be mcluded here Disposition of project assets at the termmation of the agreement
1s specified

Facility Operation — Operation and dispatch of the power complex allows for a base load or fully dispatchable
plant (if required by the system), in accordance with the principles of economic dispatch It provides the right
of the owner to suspend purchase of power without penalty during emergencies It obhgates the purchaser to
operate the complex mn accordance with recogmzed practices and the owner’s requirements

Acres/USAID Private Electricity Project J-2
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Performance Testing — The article on testing and capacity rating details procedures for testing the project
facilities based on international codes and standards and project specifications The producer 1s required to pass
certamn performance and rehabihity tests before the project goes mnto commercial operation and capacity payment
begins A one-time adjustment at a specified price per kilowatt 1s made if power tests do not meet guarantee,
which 1s usually reflected in the negotiated capacity charge In addition to the performance tests prior to
operation, the power purchase agreement may call for pertodic tests of dependable capacity A failure to satisfy
those performance tests could result in a reduction 1n capacity payments

Energy Purchase — The article on sale and purchase of energy and capacity requures that the producer would
make available and sell to the purchaser, and the purchaser would purchase from the producer for an agreed on
compensation a specified maximum dependable capacity and an associated energy output of the plant after 1ts
commercial operation date

Tanff Structure — The article on compensation, payment, and billing describes the tanff compensation to the
power producer for plant capacity and energy payments based on actual operation

Project Insurance — The msurance article requires the power producer to obtain and mamntain minimum levels
of msurance, including business interruption

Interconnection — The article on interconnection describes the responsibilities of the developer and owner in
planning, design, construction, commsston, operation, and mamntenance of the interconnecting facilities

Metering and Communications — Metering and communications facilities establish the responsibilities of the
developer and owner for mstallation, operation, and maintenance of communications equipment, as well as for
the measurement of energy output and dependable capacity using the plant metering system Typucally, the power
purchaser would control the measurement of the energy output and dependable capacity

Guarantees, Warranties, Indemmification and Liabilities — Contaned within the power purchase agreement are
specific obligations of one party to the other should there be plant equipment failure, property damage, and/or
failure to provide electrical power as specified

Force Majeure — This article must define force majeure such as acts of God, war, riots, nonculpable labor
strikes, and their consequences to each of the parties during the ownership and operation of the project

Taxes, Duties, and Levies — The article defines all taxes, duties, levies, and other impositions applicable to the
producer during construction and operation of the project, part of which may be passed on to the purchaser

Defaults and Termmation — Defaults and termunation include matenal breach of obligations not cured within
areasonable time, msolvency of developer, and failure to produce a certain mumimum amount of energy or achieve
a certain availability of plant over an extended period of time Remedies for default should include the nght of
the owner to operate the project

Dispute Resolution — Thus article defines the process by which the Investment Enterprise can settle disputes
about the mterpretation of agreements and performance of various commitments This process may include a
mutually appointed operating commuttee, discusstons, referral to an expert and arbitration in a predesignated
location
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Transfer of Ownership — Transfer of ownership of the assets addresses the final disposition of the project

facihities at the end of the agreement period The may include physical transfer or purchase of the facility,
continuation of the agreement, or liquidation of salvageable assets

{

hat’s
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Appendix K

Key Provisions of Construction Contracts

The list of provisions presented here are provided as examples only and are intended to facilitate evaluation of
the Investment Enterpnise’s Securnity Package

Techmical Scope and Specifications — Describes plant design criteria and spectfications, provides summary
layout and process drawings, and 1dentifies major pieces of equipment

Contractor’s Responsibilities — Describes the services, staffing requirement, security measures, plant acceptance
methods, bonding requirements, personnel conduct, reporting requirements and other contractor obligations

Owner Responsibilities — Describes the obligations of the Investment Enterprise, including approval process
and authonty, availability and conditions of the project site, access to site, permuts, and other items

Compensation and Payment — Describes the value of the contract and payment schedule based on construction
progress and testing milestones

Acceptance Testing — Describes performance testing requrements, performance guarantees, testing schedule,
testing review and approval which are included as an attachment to the contract

Changes — Provides a mechamsm for changing the terms and conditions of the contract This could include
changes 1n the scope of services, price and/or time for project execution

Rejections — Should the plant or portions of the plant be rejected by the owner during the construction to testing
phase, remedy by contractor 1s described

Warranties — The contractor represents that the project meets design and construction standards, has been
engineered with prudent and recogmzed specifications, that the contractor 1s experienced n providing such
services, can meet production schedules, and that the matenial and equipment would perform as specified Should
the work prove defective and/or fail, 1t would be replaced by the contractor at no cost to the owner

Tatle to Work — Conveys all work, supplies, and equipment to the owner

Remedies — Defines the consequences and/or penalties for failure by the contractor to perform as specified,
including schedule delay and/or failure to achieve performance guarantees Damages mclude monetary
compensation to the Investment Enterprise for delay in achieving completion milestones and failure to achieve
performance guarantees Damages are to be assessed on a day-by-day slip in schedule or failure to meet electrical
output guarantees Damages are tied to financial obligations of the produces as dictated by financing mnstitutions

Performance and Warranty Bonds — Provided by the contractor m support of potential failure to meet contractual
obligations
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Insurance — Project msurance 1s provided by the contractor and owner, mcluding comprehensive general Liability
insurance, automobile insurance, and bwlder’s risk msurance

Dispute Resolution — Defines how, where, and by whom disputes would be resolved

Indemnification — The contractor and owner mutually assume responsibility for actions or mactions of their
employees and/or others that cause damage to the other party

Assignment — Defines under what condrtions this contract, in whole or part, might be assigned to a third party

Suspension and Termination — Contamns conditions under which the owner can suspend or termnate work,
including default by the contractor Describes obligations of parties 1n such an event

Force Majeure — Defines a force majeure and actions and remedies to be taken as a result

Confidentiality — Defines what information should be treated as confidential and how 1t should be protected

Acres/USAID Pnivate Electricity Project K-2

S

IR e W G O S IR T u S G - s T S I S AR =



Nepal Power Development Fund
Borrower’s Implementation Plan

Appendix L

Loan Assessment Checklist

This annex contamns an illustrative list of the information which should be provided by the project sponsors for
purposes of the financial and technical loan assessments It 1s expected that this checklist would be supplemented
by Lists provided by technical consultants hired by the Fund Admimnistrator to provide assistance in the appraisal
of specific projects The annex also provides guidance as to how selected information should be reviewed by the
company

L1 The Sponsors

It 1s assumed that project sponsors would nclude corporate bodies limted by shares, jomnt ventures, partnerships
and sole propnetorshups If a project sponsor 1s an individual, s/he must furmsh his/her name and address and
provide a statement disclosing all offices, employments, positions and business or professional activities being
undertaken currently and durmg the past five years, and full details of the assets and habilities of such individual
whether singly, jomntly with other persons, as trustee or otherwise The mformation should conform as far as
possible with that requested below

The following mformation would be requested, as approprate, from each project sponsor

Name

Country under whose laws mcorporated

Date and place of incorporation

Registered office or seat

Principal place of business

Address for correspondence (including telephone, facsimile and e-mail) and name and position of contact for
the project

Nature of business or activities

Names, nationalities and addresses of all directors or equivalent officers (both boards m case of two-tier
boards) and secretary

Nature of organizational documents (memorandum and articles of association, articles of mcorporation, etc )
Number and nature of 1ssued shares of each class

Amounts paid up 1n respect of 1ssued shares of each class

Detauls of all stock exchanges (1f any) on which any share capital 1s histed, quoted or dealt in

If a subsidiary, name of ultimate holding company

If a partnership, joint venture or consortium, names of partners or jomt venture or consortium members
Details of bankers

Any nterest, other than a shareholder 1n the Investment Enterprnise, that each sponsor (or related company)
has 1n the project

»  Audited financial statements/annual reports for the past three (3) years

v ¥y v v v v vy
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L2 Project Description

Summary description covering, for example
» Technology, station type, etc

»  Number and size of unts

» Location

L3 Investment Enterprise and its Management

The following information would be requested

» Proposed name

Proposed registered office

Proposed share capital of each class, both authorized and (as of financial closure) to be 1ssued

Proposed holdings (as of financial closure) of each project sponsor or each class of share capital

Names and addresses of proposed directors Where a proposed director 1s not an officer or employee of a

project sponsor, evidence must be provided to the Fund Admmustrator of such director’s awareness of the

proposal and willingness to act as a director

» Name and address of the proposed company secretary

»  Organizational chart

» Identification of whom would be responsible for principal project management activities (1 € , Officers of the
company — if so, whom? Consultants — 1f so, whom?)

» Relevant expenience of individuals or consultants identified above

» Reference enabling the Fund Admmstrator to make mndependent enquiries of these wndividuals’ or
consultants’ previous performance

Yy v v VY

L4 Appropriateness of the Technology |

» Is the technology proven mternationally? If so, references should be provided
Has the technology been employed in Nepal or similar country?
»  Are there any features of the technology which would make implementation in Nepal particularly difficult?

L5 Site Suitability and Infrastructure Development

Site access including new mfrastructure requirements
Distance and terrain for transmission line to grid
Availability of construction matenials such as aggregates and sand

»  Site location

» Topographical data

» Geological data and so1l conditions
» Meteorological data

»  Site plan

L6 Project Design

Plant/facility (including equipment description, sourcing and specifications) should be detailed, along with
plant/facility layout

Acres/USAID Private Electricily Project L-2
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L7 Arrangements for Detailed Engineering

The Fund Admunistrator should ensure that arrangements for detailed engmeering are satisfactory
L8 Cost Estimates

» Capital Cost The capital costs should be broken down by item and by the year in which they would be
mcurred A summary table should be prepared, setting out the capital cost m U S dollars by year for each
of the cost items, together with a timetable indicating the related physical progress with construction of the
plant from commencement through to commussionng

» Foreign and local costs should be separately identified

»  Where appropnate, the cost should be presented n the following format
- FOB price
- surance, freight
- erection, commissioning
- total sum

» Cost Categories The costs should typically be broken down nto the following categones
- land
- buildings and civil works
- machmery and equipment
- construction equipment
- cost of erection and mstallation of plant and equipment
- consultancy costs (technical, legal, financial, etc )
- feasibility studies and other engineening activity
- vehicles
- furmiture, fixtures and fittings
- prelminary expenses
- tnal run expenses

» Cost of Land
- land and acquisition
+ areaofland
* rate/unit (basis of estimation to be provided)
* total cost
* land area demarcation on the map

« mummum spare land requirement for the project
* leasing/documentation

- development of land (basis of each cost item to be provided)
* registration
e surveys
* leveling and grading, landscaping
* any other

Acres/USAID Private Electricity Project
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internal and access roads (basis of each cost item to be provided)
* length and width

* cost per unit

» easements

* total cost

Buildings and Civil Works

main building

* type of construction

+ number of floors

+ covered area of each floor by section
* total covered area

« rate/unit area (basis to be provided)
* total cost

admumstration/office block

* type of construction

 number of floors

 covered area of each floor by section
« total covered arca

« rate/unit area (basis to be provided)
* total cost

ancillary building/civil works
+ warehouse

+ workshop

+ control rooms, mstrumentation
+ substation

+ gate office

Import Costs

ocean freight

letter of credit charges

mmport license fee

bank commission

marine msurance

customs duty

import and surcharges
clearmg/forwarding agent charges
internal freight

others

Cost Escalation Assumptions (During Construction), if Applicable

exchange rate used and date

items that would be indexed 1n the purchase agreements (including the timing of adjustments) and

proposed adjustment formula

Acres/USAID Private Electricity Project

L-4

L



Nepal Power Development Fund
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- those items which would be covered 1n the purchase agreements through flow-throughs (e g , nsurance,
profit participation, etc )

L9 Operating Cost

The operating costs 1dentified below should be supplied by each proposer m both local and foreign currency with
appropriate supporting evidence These items should also be categonized mto fixed and vanable costs

Staff costs with manpower details

Insurance

Interest payments

Leases and rents

Waste disposal

Spares and maintenance

Other supplies

Yy v ¥ Y Y Y VY

Staff costs would mclude the cost of expatriate staff as well as of local staff The Fund Adnumstrator would
request a manpower plan for the operating phase, broken down according to job specification and according to
whether employees are local or from overseas Assumptions made about the amount of time which foreign
experts would be spending in-country should be made clear

The Fund Admnstrator should also request a summary table, indicating operating costs (in U S dollars) by year
for each of the categones set forth above This should mnclude both the construction and operating (post
commussioning) phases of the plant

Information regarding financing costs 1s detailed below in the Section entitled Financing Plan
L10 Procurement Plan

For each procurement package, provide the following information
»  Summary description of the item being procured

» US dollar value of the procurement

» Nationality of the supplier(s)

»  Currency of procurement

For those elements of the project being funded by IDA resources, ensure that equipment 1s procured from World
Bank eligible countries

U S dollar value should be the U S dollar equivalent at bid opening
L11 Construction Management Arrangements
For construction contractor, specify

» Name of contractor

» Experience m construction of sumilar projects
» References

Acres/USAID Private Electnicity Project L-5
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» Construction contract
- orgamzation plan with key members and responsibilities defined
- contract and sub-contract adnumstration
- organization of the site

L12 Environmental and Social Impact Assessment

The Fund Admuinstrator should ensure that the environmental assessment has been updated to include, but not l

be limited to, the following

» The analysis of potential socioeconomic mmpacts of the proposed project, especially with regard to I
infrastructure and labor force requirements

» The analysis of potential impact on rural communities, ncluding those relating to traditional land or water
rights l

» The preparation of a site-specific survey of potential impacts on rare or endangered plant and animal species
and their critical habitat

» The preparation of a site-specific survey of potential impacts on archaeological and/or historical sites

» Areview of the handling of hazardous matenals during construction and operation (note that no PCBs can I
be used)

» A review of the emergency prevention, response planning, and management procedures which would be l
adopted

» A mitigation plan that should be prepared identifying actions which can be adopted mn the project design and
implementation to eliminate or reduce potential negative environmental and social mmpacts Where
resettlement 1s involved, this must include a resettlement plan that 1s prepared in accordance with World l
Bank Group gmidehnes All mitigating measures should be evaluated with regard to their cost, duration,

implementation, organization, mnstitutional development and tramming requirements, and reliability under local
conditions

The Fund Admnstrator should ensure that the environmental impact mitigation plan includes
» Measures to mimmuze adverse environmental impact

Identification of responsibility for measures

Timetables for implementation

Cost estimates for plan (to be included i project costs)

Arrangements for monitoring both the plan and the actual environmental impact

Yy v v v

L13 Implementation Plan

The Fund Admimstrator would request the sponsor(s) to set out the program for financial closure and
construction of the project

L14 Financial Closure

The Fund Admumstrator would request the sponsor(s) to set out a timetable for financial closure, addressing such
1Ssues as

»  Establishment of Investment Enterprise
»  Further mvestigations required
»  Preparation of the environmental and social soundness assessment, mitigation plan and momtoring plan

Acres/USAID Private Electricity Project L-6
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» Indicative financing plan (see below)
»  Application for, and obtaining of, all necessary consents and approvals
» Negotiation of all agreements and contracts

L15 Project Construction

The Fund Administrator would request the sponsor(s) to present PERT and summary bar charts clearly indicating
the following types of activity

» Engmeermg

Manufacturing

Transportation

Construction of site offices, workshops
Civil work

Facility/plant erection

Commussioning

Performance trnals

Relability run

Commercial operation

Yy ¥y v Y ¥Y Y Y V¥ Y

The Fund Admimstrator should identify key dates for events such as
Award of construction contract

Start of detailed design/drawings

Detailed site investigation/report

Start of civil works/mobilization

Completion of all design/drawings

Completion of civil works

Arnival on site of major plant items

Completion of plant erection

Commercial operation

Yy Y Y v Y Y Y VY V¥

L16 Operation and Maintenance Arrangements

The Fund Administrator should review

Name of operation and maimntenance (O&M) contractor
Qualifications of O&M contractor and 1ts principal staff
References

O&M contract

Operations staffing

Maintenance staffing

Spares policy

Yy Y Y Y Y Vv %
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L17 Purchase Arrangements

The Fund Administrator should review
» Purchase contract
» Basis for projecting indices used for price ndexation

L18 Insurance

The Fund Adminstrator should require an assessment of risks not covered by msurance and a schedule of
ntended msurance policies showing for each

»  Whether held by Investment Enterprise or a contractor/supplier (if contractor/supphier, who holds the policy)
» Value of mtended insurance cover -

» Estimated cost of msurance cover

» Basis

L19 Financing Plan

The sponsor(s) indicative financing plan should include, infer alia
» An equity mobilization plan
» Financial statements/annual reports
» Indicative terms of debt financing detailing assumptions concerning
- likely sources, e g, export credits, bank loans, etc
- Interest rates
- commutment fees
- mtended use of Power Development Fund debt
- schedules descrnibing anticipated drawdowns for each type of finance
- arrangements to mobilize standby financing

In addition to firming up the indicative financing plan above, the Investment Enterprise should provide
information regarding the following
»  Schedule of equity investors
»  Schedule of sources of other finance (split if several from the same source) showing for each
- currency
- drawdown schedule
- interest rates
- commitment fees
- seniority
- letters of commtment
- evidence of the financial capacity of the mstitution(s), mn cases where the Fund Admnustrator has doubt
about the sponsor’s ability to provide the funds m question
- escrow arrangements for servicing debt
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L20 Financial Analysis

The Fund Administrator should review and analyze the following

» Financial model of Investment Enterprise (audited)

»  Schedule of accounting policies to be followed

»  Dividend policy

» Analysis of tax circumstances for the Investment Enterprise and sponsor(s) (e g , if Investment Enterprise
tax rehief would be utilized outside the Investment Enterprise)

» Fmancial projections (profit and loss account, balance sheet, sources and application of funds) for each year
of the project’s life

L21 Economic Analysis

In order to determune the ability of the project to generate benefits to the overall economy, the Fund Admumstrator

shall calculate the economic internal rate of return of the project by

» Adjusting financial values of project inputs that are “traded” goods

» Adjusting financial value of project mputs that are “non-traded” goods by applymng the Standard Conversion
Factor for Nepal

»  Adjusting the financial value of any “sunk costs™

»  Adjusting the financial value of project outputs

» Calculating economic cash flows

L22 Risk Analysis/Evaluation of Security Package

The Fund Administrator shall analyze

»  Matenal nisks to the performance of the project The Fund Administrator may find 1t useful to solicit the
sponsor’s views on this subject

»  Agreements which mclude, but are not limited to, the security package

The secunty package’s agreements to be reviewed would consist of

» The Project (Implementation) Agreement, defining the relationship between HMGN and the Investment
Enterprise

» The Power Purchase Agreement, which defines revenue generation

» The Investment Enterprise’s construction contract with 1ts main contractor

»  Where relevant, the Investment Enterprise’s operation and mamntenance (O&M) contract with the O&M
contractor

» Loan agreements and other financing documents (including msurance policies)

The Fund Admmustrator should work through each of the key nisks 1dentified during the course of the loan

assessment and assess their potential impact on the project This evaluation should be undertaken m three steps

»  Establishment of the impact of major adverse outcomes under the Project (Implementation) Agreement and
Power Purchase Agreement

» Identification of the contractual relief remedies available under the other contracts comprising the security
package
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»

Assessment of the quantitative net financial impact on the project of key risks, to the extent that the Project
(Implementation) Agreement/Power Purchase Agreement exposure 1s not matched by other contractual reliefs
and remedies
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