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Task 4 - PROJECT EVALUATION AND PRIORITIZATION
TERMINAL REPORT

I ntroduction.

The subject of Task 4 is“Evauation and Prioritization of Project Proposas’. The

Specific activities of the task are:

(@ Compilation, listing, and pre-screening of project proposas on rurd off-grid
electrification in the pipdine of the DOE, NPC-SPUG, PNOC, NEA, Development
Bank of the Philippines, and the Land Bank of the Philippines;

(b) Review and comparison of the existing guiddlines (criteria and methodology) of the
DOE-EUMB, NEDA, LBP, and DBP for evauating the viability of
project/investment proposals, as bases, among others, for the development and
documentation of aformaized and standard set of guidelines to be adopted by the
DOE-EUMB for evauating the viahility of off-grid rural eectrification projects;

and

(c) Implementation of the project eva uation guidelines on the project proposas thet are

included in the list developed in (a);

(d) Preparation of criteriafor project prioritization and implementation thereof on

viable projects from (c); and

(e) Onabest effort basis, assstance to at least two (2) project proponents (1 LGU and
1 private sector) from the priority list in item (d) in obtaining a financing agreement
with either the DBP and LBP, on abest effort basis.

The objectives are 1) to provide the DOE with areport on the status of projectsin the
pipeline of LBP and DBP, 2) provide DOE with guiddinesin providing assstance to
NRE projects proponents in packaging their proposals and 3) actually assist to two
projects in obtaining financing from the banks.

A summary of the specific ddiverables and the actual accomplishments are asfollows:

Item of Deliverable Comments/Remarks
1. Long List of Pipeline Projects Ddlivered
2. Guidelinesfor project evauation & prioritization — for use of DOE
(&) Draft Document Ddivered
(b) Fina Document Ddivered

3. Guiddinesfor use of NRE project
proponent

Delivered. Thisisanew deliverable that arouse
during the meeting at PA Consulting on April 5,
2001 when the draft proposed guidelines was
presented to the members of PPT

4. Implementation of Project Evaluation & Prioritization Guidelines

(@ Full project evauation report
for 2 priority item proposas
fromitem (1)

The deliverable could not be submitted due to the
absence of documents and information on pipeline
projects of the banks. The *principle of
confidentiaity” does not alow the banks to disclose
information and documents entrusted by a
proponent.
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In lieu of this ddiverable, the consultant was
required to submit a white paper on “How to
overcome the hesitancy of banks to provide loans to
NRE projects.”

(b) Project Evauation training Ddlivered. Lesson Plan and Training materials were

for 2 EUMB staff submitted. More than 10 staff of DOE were given
lectures on project assessment and management. To
maximize the opportunity, EUMB invite staff in
other units of DOE who are involved in projects.

(c) Prioritized list of 25 viable Prioritized list could not be delivered for smilar
projects and summaries/ reason as 3.a. The deliverable has been replaced by
project briefs awhite paper.

5. Commitment from DBP/LBPto | The deliverable has been replaced for smilar reason
pursue project financing mentioned in item 3. (&) The deliverable has been
approval for 2 projects replaced by a white paper.
proponents

6. White Paper of ddlivery of Ddlivered
financing for NRE in areas
avoided by the banks

7. Draft of Letter requesting DOF Delivered. Thiswas an additional deliverable that
for theincluson of NRE projects | arose during the presentation of outputs at USAID

on June 14, 2001.

Assessment of Bank Reqgulations and Policies in Financing Projects and
Approving Credit Proposals.

There are two entities that comprise the private sector when reckoning private sector
participation. These are the private investors and the banks. The private investors infuse
their money into projects because of profit potential. The banks, on the other hand,
infuse their money into projects by way of loans because the risk involved is not high
enough that they anticipate no problem in recovering the principa and earnings of the
amount they lend.

Banks are necessary componentsin the financing of projects because in most cases,
provide the bulk of financing in pursuing aproject. The proponent possess assets but the
banks hold the cash needed to pursue a given project.

In the effort to catdize private sector participation in NRE, the DOE gtaff should
understand how the banks operate and the parametersin their lending operations. The
specific matters that should be appreciated are:

1. How banks evauate request for loans
2. Regulations.

How Banks Evaduate Request for Loans

In evaluating request for loans, banks take into consideration two mgjor items 1) the
bankability of the proponent and 2) the viahility of the project that will be financed by the
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proceeds of the loan. Bankahility of the proponent includes the proponent’ s track record
of business performance, credit record and asset base.  Project viability involves those
factors that affect the overdl business performance that include marketing, production,
operations and financia aspects. A schematic diagram of the matterslooked into by a
bank when evaluating a project is marked as Annex “A”.

It isonly when thereis aviable project presented by a bankable proponent that a bank
actsfavorably on arequest for loan financing. A favorable credit decison is grounded on
an as=ssment that the risks relative to a specific credit transaction iswithin the level
acceptable to the banks.

Banking Rules and Regulaions

Banks are by nature regulated entities as they have to contend with so many regulations
inther credit decisons. Among the rules and regulations that affect credit decisons are
the fallowing:

1. Gened Banking Law of 2000 (R.A. No. 8791) — Section 34 to 49 of the law
governs the lending operations. The essence of the provisonsisfor the banksto
exercise caution in their credit decisons.

2. Circularsissued by the Bangko Sentral ng Filipinas (BSP) — BSP Circulars cover
Specific subjects that resultsin restriction of relaxation of the lending guiddines
of the banks.

Asareault of the financid crissthat affected Ada, including the Philippines, snce 1997,
the banks have been saddled with non-performing loans. Numerous BSP rulings were
issued on non-performing loans resulting into a redtrictive lending environment. Ina
restrictive lending environment, the banks have the tendency to lend short term loans

only to the most bankable clients. Banks use pricing as an instrument to discourage non-
target clients or may just give outright denid for loan applications. Developmentd loans
(which include loans to NRE) characterized by long tenor loans and non-prime borrowers
are avoided .

Case Study: Assessment of the DBP’ s Financing of NRE Projects

Because of FINESSE, DBP isthe only bank with the capability to assess NRE projects
for purposes of providing financing. Because of Window 111, DBP may be the only bank
that has the kind of money that matches the requirements of NRE projects.

The level of DBP s portfolio in NRE projects, however, islower than expectations.
Among the factors identified are:

1. Absence of Bankable proponents - Like any other Philippine bank, the DBP practices
“bdance sheet” financing in itslending operations. Under a*baance sheet”
financing concept, the bank’ s mgjor consideration in a credit decison isthe leve of
assat that the proponent can contribute which include the assets that can be submitted



Task 4 — Termina Report
Page 4

as collateral and viahility of the project becomes a secondary consideration. Thisis

contrasted to a project financing concept where the viability of the project becomesa

primary consideration in a credit decison.
2. Concernfor information — To justify NRE proposa to the gpproving authorities of the

Bank, the following information should be made available to DBP-

a. Market identification and validation of market assumptions. DOE will make an
report about the existence of amarket, the characteristic of the market and other
basic market data. It should dso 1) prove the assumption on the population and
its growth, 2) provide estimates on tariff rates and 3) provide estimates on cost of
delivery of eectricity.

b. Technica vdidation and verification of the viability of the technology. DOE will
pre-screen the technology and will indicate in areport that would include
information 1) if the technology has been pilot tested and the results of the pilot
test, 2) if there exiging projects in the Philippines using the technology and the
performance of the project and 3) if there are of Smilar projectsin other countries
and their performance.

c. Inditutiond evauation including assessment of the readiness of the community
and the liveihood component.

d. Veificaion of “cost of service ddivery” caculation/pricing or tariff formula

In a countryside environment, there are a very few entities that can meet the criteria of
the bank for bankability. Assuch, thereisaneed to arrange for ajoint venture or Smilar
imports between the proponent at the site and a stronger entities.

For the information requirements, it was agreed during the meeting on April 5, 2001 that
DOE, as part of itsrolein cataizing private sector participation in NRE, will provide the
information.

White Paper on Addressing the Strict Requirements of Banks on NRE
Projects.

The white paper examined the hesitancy of banksto lend to NRE. The areas examined
indude the following:

1. Creditworthiness of LGU as proponent of NRE
2. The support given to NRE and to the LGU and
3. Readiness of the banksto lend to NRE

Finding from the anadlyss are the following:

1. NRE hasdl the attributes of a profitable and viable enterprise that include existence
of amarket, availability of a proven technology and available financing.

2. There are two categories of proponents, the first round proponents and the second
round proponents. The first round proponent take a higher of risk because they infuse
equity before the project can create atrack record. For NRE, the LGUs are the
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appropriate first round proponents of NRE projects. There is aneed, however, to
strengthen them by arranging for drategic partners and venture capitalists

3. Newness of NRE in a business environment makes investors and banks apprehensive
about business and credit risks. To dlay the apprehensions, guarantees, specid funds,
incentives, flexibilities on rulings and other forms of support should be given to
projects aswell asthe first round proponents and the banks willing to bet their
loanable funds into NRE projects.

Specificdly, the following actions are being recommended:

1. Setting up of aguarantee facility for NRE to cover credit risks especidly for thefirgt
round proponents that are not LGUs. The LGUGC only guarantees |oans obtained by
the LGUs.

2. Seting up of agroup that will provide assstance to NRE proponentsin walking
through the documentary maze of setting up a business enterprise, in complying with
loan requirements and in avalling grants and incentives. The group should have the
capability to assst the LGUs in dedling with banks, venture capitdigs, foreign
funders and potentid strategic partners.

3. Incluson of loansto NRE as dternative compliance to the Agri-AgraLaw as
incentive for banks to lend to NRE projects

4. Issuance of aBSP Circular to classfy NRE among projects with long gestation
periods. Thiswill provide banks greater flexibilitiesin their loan termsto NRE
projects without the risk of getting audit exceptions.

5. Seting up of aspecid with tenor of more than 10 years such that thereisafund that
can be usad by the banksin lending to NRE

6. Renegotiate with the World Bank for the incluson of NRE in the list of projects that
qudify for MDF funding

7. Traning given to DBP personnd under the FINESSE projects should be echoed to
loan officers of other banks to further disperse the potential source of loans

8. Negoatiate with foreign governments for possible sources of grant funds that will be
provided to first round proponents as akick starter.

9. Negotiate with the Bureau of Customs to reduce hasdes in the entry of foreign made
equipment and components to be used in NRE projects

A tabulation of the recommendations and proposed actions is marked as Annex “B”.

Proposed Guidelines on NRE Project Evaluation and Prioritization.

The proposed guiddines on project eva uation was meant to be atool for the saff of
DOE that are involved in providing assstance to NRE proponents. By using the
guidelines, DOE gaff will be able to help proponents in properly packaging project
proposas and in presenting proposas that contains dl the elements needed by the banks
in coming up with a credit decison. The proposed guiddines is a consolidation of the
lending guidelines of DBP and LBP as well as of the DOE, PNOC-EDC and NPC-SPUG.
Thefallowing are hoped to be accomplished trough the proposed guidelines

Improve the approval rating of loan applications of NRE projects
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Enhance acceptability of projects to prospective investors and

Come up with policies to strengthen wesknesses encountered during the course of the
evauation

Set up asystem in preparation to abigger fund for NRE projects that will be obtained
from the internationa funding agencies.

The proposed guidelines has three mgjor sections which are:

1. Introduction — It discusses the content and objectives of the guiddines aswell asthe
framework within which the guidelines were made.

2. The Process — It discusses the process flow involved and

3. Evduaion— This condtitutes the bulk of the document. It discussesin detail the
suggested stepsin ng the credit record of the proponent, financia evauation of
the proposed project, marketing, organization and management, risk/key success
factors, collateral, second way out, pricing and socio-economic, environmenta and
other issues.

The proposed guidelines was presented to the members of the PPT on April 5, 2001 for

consultation. The suggested changes which were incorporated in the Introduction section

of thefind versgon of the guiddines are:

1. Indusion of the definition of the role of DOE as catdyst

2. A datement that the guiddines will not attempt to duplicate the efforts of the banks
but will only enhance the acceptability of the project proposas and

3. A datement that thereis no attempt to violate the confidentidity of relationships
between the bank and the proponent.

The proposed guiddine was designed to cover wide range of gpplications including
possible joint venture arrangements between LGU and the private investors.

Assistance to Enhance Technical Capability of NRE Sector to Prepare
NRE Project Proposals.

To enhance the technical capability of the NRE Sector to prepare NRE Project Proposals,
trained over 10 gaff of DOE who areinvolved in projects.  The training has two mgjor
sections, the discussion portion and the practica gpplication. A lesson plan, two sets of
reading materids and a case problem were given to EUMB. The training was conducted
on May 24, 2001.

The training has imparted into the participants the correct perspective when looking at a
project. Extensive knowledge of the participants on technica and marketing aspectsisa
good gtarting point and it is suggested that follow up training should be given to broaden
their perspective on project evaluaion. The end of the training program should be to
enable the participants to eventudly help NRE proponentsin properly packaging their
project proposals.

Conclusions and Recommendations.
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There are alot of opportunities for NRE to become a viable enterprise and to become an
area of interest of the private sector, particularly the private investors and the banks. The
opportunity can become aredity only if thereis support to prop a developing industry
which is NRE until it reaches a age where it can stand on itsown. Previous efforts of
the DOE to nurse NRE to commercidization has moved the industry forward to astage
that isdmaost commercidization. There are, however, a number of eements till missng
towards the end and these are the following:

1. Theactive paticipation of banks— The white paper identified the reasons why banks
are hestant in lending to NRE. Likewise, recommendations were made to further
boogt their confidence in lending to NRE

2. Strengthening further the capability of DOE to catdize NRE — Arranging and project
packaging functions are necessary component in the development on entities comp
risng the NRE indudtry. It was noted that there is an absence of entities willing to
arrange (that is to match potentia investors for example an LGU with private
investors) and assist in packaging NRE projects. By compulsion, DOE may haveto
handle the tasks of arranging and assstance in packaging, as well as other tasks
mentioned in previous sections, for the NRE indusiry to move forward. DOE hasto
perform these tasks until such time that a private entity that emerges to handle such
tasks.

Appendices.
A- White Paper
B- Draft of Memo to DOF on incluson of NRE in MDF Quadlified
Projects
C- Proposed Guidelines on Project Evaluation
D - Proposed guidelines for NRE Proponents
E- Proposed Prioritization Scheme for Pipeline Projects
F- Traning Kit

G- Minutes of Mesting



ANNEX “A”



Annex “A”

FINANCING FRAMEWORK ~ ——

Financing Source

Proponent's Equity from
Equity other investors Loans
|—Equity Source J
i ; Market and Socio- ) Financial
Credit Track Performance Quality of Industry Economic Technical Considerations
Record track record Management Conditions Considerations Feasibility and A_sset
Qaulity
A A
Bankability of Proponent Viability of Ptoject
- QUALITIES OF THE PROJECT >
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Table of Recommendations

Recommendation

Ultimate Objective

Responsible Agency

Subsequent Actions

1.Setting of a
Guarantee Fecility

Set up guarantee
facility for NRE

Dept. of Energy

Ascertain possible sources of funds for seed capital. Funding will
mogt likely come from foreign sources

Coordinate with DOF for compliance with documentary
requirements to obtain seed fund

Negotiate with GFSME and SBGFC for the implementation of
the guarantee facility and in coming up with the guidelines for the
issuance of the guarantee

Consult with the Banks to get feedback on acceptability and
doability of guidelines in the issuance of guarantee

Formdize al agreements

2. Assistance Desk

Help proponents
properly package and
present their
proposals

Dept. of Energy

Create a team within DOE that will specidize in providing
assistance to proponents

Identify and accredit groups with the capability to package NRE
projects

Training of team members by trainors from countries successful
in NRE as business enterprises

Training of team members with the banks on project evauation

and packaging

3. Loansto NRE Agri-
Agra Compliant

Banks to be more
NRE friendly

Dept. of Energy

Make representations with the BSP re plans to include NRE as
dternative compliance with Agri-Agra Law

Prepare appropriate documents necessary for the issuance of an
appropriate executive order

Make representations with the Office of the President for the
issuance of the executive order

4. NRE classified as
long gestating project

Banks to be more
NRE friendly

Dept. of Energy

Make representations with the BSP re plans to classify NRE as

long gestating project

Prepare appropriate documents necessary for the issuance of an
appropriate BSP Circular

Request the Monetary Board for the issuance of the appropriate
BSP Circular




Recommendation

Ultimate Objective

Responsible Agency

Subsequent Actions

5. Specid fundsfor
loans to NRE

Banks to be more
NRE friendly

Dept. of Energy

Negotiate with NRE Friendly funders for them to make available
by way of aloan or any other form of liability a fund that can be
given to NRE project proponents. The tenor should be long term,
with low interest rate and if possible untied

Obtain the assistance of DOF in complying with the requirement
of the lender as the Nationa Government is most likely to
become the borrower

Negotiate for the Detailed terms and conditions of the facility
Negotiate with the local banks that will handle the funds.
Included in the negotiations is the terms and conditions with
which the funds will be relent

Documentation of Agreements

6. Renegotiate with
WB on MDF

Provide additiona
|oanable funds for
NRE projects

Dept. of Energy and
Dept. of Finance

Obtain from DOF the requirements for the amendment of the
Loan Agreement with World Bank regarding the MDF Facility
Prepare the necessary justifications and other requirements for the
amendment of the loan agreement

Request the DOF to make the necessary representations with
World Bank

7. Traning of bank
account officers on
NRE

Diffuse expertise on
assessment of NRE
projects

Dept. of Energy and
Development Bank of
the Phil.

Design atraining program that takes into consideration the
redlities of banking in the Philippines, previous experience and
the objectives for NRE

Consult with the Training Departments of the Banks to get inputs
on the training program

Obtain funding for the program

Implementation

Monitoring and reporting




Recommendation

Ultimate Objective

Responsible Agency

Subsequent Actions

8. Networking for
grants to support first
round proponents

Enhance available
financia support for
first round
proponents

Dept. of Energy

Come up with agrand plan that would incorporate private sector
participation and possible grants and soft loans to proponents
Identify NRE friendly countries and determine acceptable
schemes that they can fund by was of grant or soft loan or a
combination of the two

Come up with various schemes to be presented to the embassies
of the countries identified

Make aformal request through the DFA

9. Bureau of Customs
to reduce hasses on
NRE importation

Facilitate entry of
imported equipment
and spare parts

Dept. of Energy and
Dept. of Finance

Come up with appropriate document identifying among others the
specific items covered and the suggested procedure to facilitate
release of imported items and documents thereof

Conaultation with Bureau of Customs people regarding the
documents

Formally request approval of the DOF Secretary
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White Paper on NRE

EXECUTIVE SUMMARY

NRE has dl the elements of a viable project but could not obtain loans from the banks
because of barriers related to the newness of the enterprise. In examining the hesitancy
of banksto lend to NRE, the following were examined in addition to an andyss of the
vigbility of the NRE:

1. Creditworthiness of LGU as proponent of NRE

2. Thesupport given to NRE and to the LGU and

3. Readiness of the banksto lend to NRE

The andys's addresses a problem which is defined as follows:

How to over come the hesitancy of banksto provide loansto NRE Proj ects?

The andysis reveded the following:

1. Although there are no documentary evidences attesting the prafitability and viability
of NRE projects as business enterprises, NRE possesses dl the attributes of a
profitable and viable enterprise

2. TheLGUs arethe appropriate first round proponents of NRE projects. Thereisa
need, however, to strengthen them by arranging for strategic partners and venture
capitaists

3. Newness of NRE in a business environment makes investors and banks apprehensive
about business and credit risks. To dlay the gpprehensions, guarantees, specid funds,
incentives, flexibilities on rulings and other forms of support should be given to
projects aswdl as the first round proponents and the banks willing to bet their
loanable fundsinto NRE projects.

Specificaly, the following actions are being recommended:

1. Setting up of aguarantee facility for NRE to cover credit risks epecidly for the firgt
round proponents that are not LGUs. The LGUGC only guarantees |oans obtained by
the LGUs.

2. Setting up of agroup that will provide assstance to NRE proponentsin waking
through the documentary maze of setting up a business enterprise, in complying with
loan requirements and in availing grants and incentives. The group should have the
cagpability to asss the LGUs in deding with banks, venture capitdigts, foreign
funders and potentid strategic partners.

3. Incluson of loansto NRE as dternative compliance to the Agri-AgraLaw as
incentive for banks to lend to NRE projects
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4. Issuance of aBSP Circular to dassfy NRE among projects with long gestation
periods. Thiswill provide banks greater flexibilitiesin their loan termsto NRE
projects without the risk of getting audit exceptions.

5. Setting up of aspecid with tenor of more than 10 years such that thereis afund that
can be used by the banks in lending to NRE

6. Renegotiate with the World Bank for the incluson of NRE in theligt of projects that
qudify for MDF funding

7. Traning given to DBP personnel under the FINESSE projects should be echoed to
loan officers of other banks to further disperse the potentia source of loans

8. Negotiate with foreign governments for possible sources of grant funds that will be
provided to first round proponents as akick starter.

9. Negotiate with the Bureau of Customs to reduce hasdes in the entry of foreign made
equipment and components to be used in NRE projects
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TEXT OF THE REPORT

I ntr oduction

Efforts to develop, promote and commercidize New and Renewable Energy (NRE)
sources was fird launched in 1977. NRE development has surpassed experimentd stage
and commercidization of NRE has been the focus of effortsin recent years. Foremost
among the efforts to commercidize NRE are:

1. Setting up of NRE database at DOE be available to interested proponents. Among
the database is the NRE resource map and technica information on specific NRE
technology

Setting up of NCED at DOE to provide direction to the development of NRE
Setting up of various NGOs to assist in the development of NRE

Setting up of FINESSE where bank people were trained on assessment of NRE
projects

Setting up of ANEC as extension arm for NRE in the countryside

Setting up of REAP to encourage private sector participation in NRE projects
Conduct of various researches that addresses on the various components for the
commercidization of NRE

A wWwN

No o

The direction of these effortsis the setting up of a critica mass of NRE enterprises such
that NRE moves forward from emerging stage to development stage. As an enterprise
conggting of many individua business projects, NRE goes through a stage of
development which is conceptually presented as Annex “A”. Concerted effort from the
government and the private sector is needed to move from one stage of development to
the next.

A conceptud diagram of the desired development direction of NRE is presented as
Annex “B”.

Despite the efforts mentioned, the growth of NRE projects has been below expectation.
Among the mgjor reasons cited is the hesitancy of banks to provide loans to NRE projects
and this hestance limits the amount of funds available for setting up project. Banks,
particularly the GFIs, assarts thet they have the funding and the willingnessto lend to

NRE but this statement seemsto be short from being a commitment. The absence of

loans from the banks is limiting the growth of NRE projects.

Among the possible reasons for the dow growth of NRE are the following:

1. Theefforts may not be properly focused the factors contributing to the success of
NRE

2. Theefforts may not be sufficient

Since the banks are in the best perspective in judging the viability of projects considering
that they take on an actual risk once they decide to lend to a project, it was deemed
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proper to ate the problem with the favorable consderation of the bank as the main
focus.

Whileit istrue that there are efforts to promote NRE, it is helpful aso to make an
asessment of exiding efforts to determine if:

1. Theeffortsarefocused in aress that are critica to the success of NRE and
2. The€fforts are sufficient

Statement of the Problem

The problem is, therefore, stated as follows:

How to over come the hesitancy of banksto provide loans to NRE Proj ects?

In addressing the problem, the intention is to bring electric energy to the over 8,000
unelectrified barangays.

The Approach

For purposes of the foregoing discussions, NRE projects shdl mean projects that are
operated to ddiver eectric energy to anumber of potentia buyersfor afee. NRE for
individuad use like solar home systems shall be discussed in a separate section.

To appropriately address the problem requires an examination of the issues rdaiveto the
hesitance of the banks to grant loansto NRE. The hesitancy to lend to NRE will be
examined not only from the viewpoint of the project proponent but aso from the
viewpoint of the Bank.

To address the stated problem, therefore, there is aneed to break the problem into more
manageable component issues or problems. These components, which are the critical
success areas of NRE, areasfollows:

Viability - IsNRE redlly viable as a business project in the Philippines?
Proponents - Are there creditworthy proponents of NRE projects?
Support - Are the required support for NRE present?

Funding - Are Banksredlly ready to lend to NRE?

el O

Addressing the issues mentioned will subsequently result into addressing the barriers that
make banks hesitant to provide loansto NRE.

A conceptud presentation of the methodology in addressing the problem is marked as
Annex “C".

The specific direction is the setting up of viable NRE projects to provide dectric energy
to the remaining undectrified barangays in the Philippines. It is premised that NRE isthe
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appropriate technology and the least cost dternative to provide eectric energy to these
barangays.

Viability of NRE as a business proj ect

NRE is an emerging business enterprise in the Philippines. As such, itsviahility asa
business activity is yet to be proven. Success Sories are dill in the making asit was only
recently that NRE projects were being operated as business entities. Although these
projects are operating smoothly, it istoo early to judge ther viability usng sandards of a
viable busness entity like Internd Rate of Return, Payback Period, Profitability retios
and liquidity ratios, among others. Success stories of NRE as business entities, however,
are numerous in other countries, among them India

Project viability goes hand in hand with the bankability of the proponent and these two
items are the basic foundeations of afinancing framework. A conceptud presentation of
the framework is marked as Annex “D”. For purposes of focus in the discussions,
however, issues on the viability of NRE projects has been separated from the issues on
bankability of proponents.

An dternaive method to ascertain the viability of NRE is to assess the presents of the
components that determine the viability of a business entity. These components are;

1. Market — DOE has divided the whole NRE market into various market packages.
Each market package, composed of an average of 10 barangay, possessesthe
necessary attributes to support NRE business enterprise. Using the market package
approach, there isaviable market for NRE.

2. Technica Feaghility — DOE has complete studies of the locations of resources that
can support NRE projects. NRE istechnically feasible in areas spedificaly identified
by DOE using a specified NRE technology.

3. Socio-Economic Consderations— There is economic and socid judtification in
providing energy in undectrified barangays because of the findings that dectricity is
acatalyst of economic development

4. Hnancing— Thereisavidble financing scheme for NRE. Thisis discussed in detall
in a separate section.

5. Packaging — The chances of a project getting aloan isimproved if the project is
properly presented. Proper presentation highlights the critical decison areas and
alows both the bank and the proponent to discuss criticd areas. Private consultants
can prepare project packages but a a high cost. The setting up of aunit at DOE to
perform packaging function at reasonable cost to the proponent would be desirable.

It can be concluded at this point that NRE has the elements to be a viable business
enterprise. The existence of amarket and a viable technology is a good starting point.
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Given adequate financing, operating and management support, NRE enterprise can be
operated viably and profitably.

Proponents of NRE pr oj ects

The potentid proponents of NRE are the following:

1. Individud Households— The predominant type would be solar home systems (SHS).
Financing for acquisition of SHS by households shdl be discussed separately.
Investors

Exiging Busness Entities— For own use of NRE

Electric Cooperatives

Non-Government Organizaions

Loca Government Units

S0 hkwWN

There are two categories of proponentsinvestorsin a developing enterprise and these are:

1. Thefirgt round proponents who are willing to provide the equity to an enterprise a
the early stage of development

2. The second round proponents who will provide equity to the enterprise on the basis of
historical performance of projects. These type of proponents may opt to purchase the
equity holdings of the first round proponents or provide equity to projects with
characterigtics Smilar to those where the first round proponents have an equity

position.

It is therefore, important the first round investor are successful otherwise continuous
development of NRE will not be sustained.

The Firs Round Proponent

From among the prospective investors mentioned above, the LGU is the most appropriate
entity to be the first round investors because of the following:

It is part of their mandate to bring development to the citizens
They have the borrowing capacity

It has the necessary palitical clout to support and push the project
It has the capability to tap funds from various sources

El A

The potentid location of NRE projects, however, are the lower class municipdities
whose revenues are low and the LGU’ s equiity contribution and borrowings may not fully
cover the funding needed to pursue the NRE project. Further, LGUs are not in the
business of power generation and are likely to lose money if they were to handle the
operation and management of the NRE project. Thereisaneed, therefore, to look for
parties or entities that will cover for the gap. Among the options are equity from a
drategic partner to form ajoint venture and from venture capital ingtitutions
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Joint Venture Option (with Strategic Partner ship)

A conceptud presentation of a Joint Venture option is presented as Annex “E”.

Entities go into strategic partnership with ancther entity to enhance their capabilitiesin
certain undertakings with joint venture agreement as the legd insrument. In the case of
the LGUSs, they have to look for a strategic partner in NRE projects to compensate for
perceived weaknesses that include management capability and technica and operationd
expertise in managing NRE projects. Potentid strategic partners of an LGU are;

1. Electric cooperatives — The coops can contribute accumulated business knowledge in
making the NRE project operate profitably

2. Equipment suppliers — The equipment suppliers may be willing to retain portion of
the equipment cost as equity into the project as a proof of their confidence that the
project will deliver the service under loca conditions and to transfer the required
technical and management knowledge in the profitable operation of the project.

3. Entities under the DOE may have funds that can be used for joint venture. If such
funds are available and are infused as contribution in ajoint venture, the DOE has the
mord aswedll asthe legd basesin leading the enterprise in making appropriate
decisons.

To make asuccessful joint venture, a skilled arranger is needed. The service of arranging
may be provided by banks, consultancy firms or by trained staff of DOE. It is suggested
that DOE gaff be given thetraining in ded arrangement to reduce the cost to the
proponent. Likewise, thereisahigher chances of success for a DOE staff to do the
arranging compared to a passive consultant.

Equity from Venture Capitalist

GFls have subsdiaries engaged in venture capitd business. The DOE can make
arrangement with the GFl management such that part of the venture capita funds are
earmarked for NRE projects.

Barrierstothe First Round Investors

The first round proponent, in the conduct of due diligence process prior to adecison to
invest into NRE project, islikely to encounter the following barriers:

1. High Project Development and Investment Cost — The high leve of fixed invesment
required on NRE project may frighten the proponent and is likely to ignore the
presence of a business opportunity knowing that its capital baseis limited.

There is aneed to come up with options to reduce the initid investment cost of the

proponent and among the possihilities are:

a. Grantsfrom foreign sources — Countries supplying the equipment may be able to
provide grants to reduce the cost of the project. In addition, low cost funds may
be available for the loan portion of the project cost.
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b. Subsdy from the government — The government may be able to come up with
funds as subsidy to reduce the investment cost to the proponent.

c. Waiver of duties and taxes on imported equipment and components thereof — This
can result in subgtantia reduction in the cost of the project.

2. Documentary Requirement — Setting up a business, complying with regidration
requirements and gpplying for aloan requires alot of documentary requirements that
turns off the interest of countryside investors. LGU gaff may not have the patience
and the needed knowledge to properly comply with documentation, hence lose
patience.

The banks and regulatory bodies may have to be requested to smplify their
documentary requirements and lessen the burden of compliance on the part of the
project proponents. Assistance must be provided to proponents where the
documentation can not be smplified asin the case of the bank.

3. Feashility Study Requirements — Banks require feasibility studies especidly for
projects with more than one year repayment terms. LGUs may not have the capability
to prepare nor have the funds to cover the cost of preparing feasibility sudies.

The Coordinating Council for Private Sector Participation (CCPSP) can provide
funding for preparation of feasbility sudies. The LGUSs, however, need assistance
and guidance to be able to access the funds because their distance from Metro Manila
makes compliance difficult for them. Appropriate guiddines of CCPSP is marked as
Annex “F’

4. No track record — LGUs do not have business track record. Inthe eyes of the lender,
absence of track record aggravates the credit risk.

LGUGC provides guarantees to borrowings of the LGUs up to the extent of their

borrowing capacity. Potentia problems with respect to the guarantee of LGUGC are:

a. Theimplementation of the NRE project will have to be suspended if the
borrowing capacity of the LGU islower than the cost of the project. As such,
other dternative schemes must be explored.

b. NRE isnot among the quaified projects that can be the subject of guarantee.
Negoatiations should be made with LGUGC to include NRE among the projects
that can quaify for a guarantee.

Appropriate guidelines of LGUGC is marked as Annex “G”

5. Poorly capitdized — Mgority of the LGUs with unlectrified barangays are considered
poor in terms of revenue generation and have limited capability to raise fundsto
capitalize NRE project. It should be stressed at this point that borrowings of the LGU
to partidly finance project cost will be recognized as liabilities and not equity of the
LGU into the project. Thisis because the mgor consderation in a credit decison is
the capability of the project to generate funds to service the obligations to be incurred.
To srengthen the capitdization of the project, there should be a group that will assist
and guide the LGU in seeking for investors. Potentid investors include equipment
suppliers, entities concerned with the environment and venture cepitdig.
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The Second Round Proponents

The second round proponents are not risk-takers and will invest because the first round
investors have proven that NRE is aviable enterprise. The first round investors have
identified and successtully the business problems that NRE is how considered less risky
project.

Second round investors do not have funding limitations and may opt to buy out the equity
of thefirst round proponents or may set up Smilar NRE projects.

Therole of the first round proponentsis very critica to the growth and the setting up of
more NRE project. Assuch, it is necessary that the first line proponents are given the
necessary support such that they will succeed. Care should be taken, however, such that
assistance and financid schemes are not used as judtification for project that are not
viable and should not be pursued t all.

Support for NRE Projects

NRE, being an emerging enterprise and is expected to operate in a countryside
environment epecidly areas not yet reached by eectricity. The presence of eectric
power in target areas of the countryside is expected to brings forth both beneficia effect
to the rurdl economy and the environment. As such, NRE deserves support from both the
government and the private sector. The forms of support that can be given to NRE
projects and to the LGU, being the first round proponent should include the fallowing:
- Incentives

Specid funding

Assgance on feaghility sudies preparation

Grants and subsidies

Arranging assstance

BSP rules consderate of the peculiarities of NRE

INCENTIVE
From the government sector, the enterprise should be entitled of the following:

1. Tax Incentives— Under BOI rules, pioneering enterprises (which include NRE) is
entitled for 5-year tax holiday. NRE projects should be entitled for alonger period
(possibly 12 years) of tax holiday as a premium to the first round proponents because
of the following:

a. Target project Steisthe countryside. Premiums are given to investors that decide
to invest their money in countryside enterprises

b. It will catalyze economic activity leading to the improvement of the income of the
people. What the government will lose from the foregone taxes will be more than
recovered from the business and income taxes from businesses to be set up from
because of the availability of power.

c. Theproject is developmentd in nature
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2. Walver of customs duties from imported NRE equipment and components — Duties
on imported NRE equipment and components are waived but the importers are not
getting the said benefit because of conflicting interpretations from the examiners from
the Bureau of Customs. Further, Customs people sometimes take time to resolve
issues to the disadvantage of the proponent.

The government should, therefore, make a clearer policy on customs duties, one that
is not subject to conflicting interpretations. Through clearer policies, proponents can
avoid unnecessary cost from delaysin the release of equipment and from paying
additional cost which they should not have paid in the first place.

3. Preferentid benefits— NRE projects can achieve certain bendfitsiif
Loans of banksto NRE projects can qudify as dternative compliance to the Agri-
AgraLaw and
If thereisaBSP circular that includes NRE among projects with long gestation
periods.
Representations should be made with the appropriate government body for purposes
of having issuances favorable to NRE.

Special Funding

The Munidpa Development Fund (MDF) which is being administered by the DOF can
be a source of funding for NRE projects with LGU as proponent. The MDF isan
approprl iate funding because of the following attributes:
Avalment is a combination of aloan component and a grant component Grant
component can reach as high as 70% and is given to projects of 5 and 6 class
LGUs
Loan portion has amaximum term of 15 years and a 3-year grace period.
It does not require collaterd in addition to the IRA of the LGU
Fundl ng for the MDF is sourced from the World Bank. Under the loan agreement
between the Philippine Government and the World Bank, NRE was not among the
qudified projects that can be financed by MDF.
For NRE projects of LGUsto qudify for MDF funding, the Philippine Government
should renegotiate with the World Bank for the incluson of NRE among qudified
projects. Further, NRE should be entitles to the maximum 70% grant portion.

The MDF guidelinesis marked as Annex “H”

Grants and Subsidies

Grants and subsidies for projects may come from loca as well asforeign sources. Locd
sources of grants are budget appropriations and budget savings of the line agencies as
well as from a number of foundations. Sources of foreign grants include foreign
governments and private foundations.
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The 5™ and 6" class LGUs may neither have the data base nor the knowledge on the
procedure of availing the grants and subsdies for NRE projects that they intend to
pursue. There hasto be agroup to assist and guide the L GUs such that they can avail of
the money from grants and subsidies.

Arranging Function

The ded arranging function is a very important component of thewhole set up. The
DOE isinthe best postion to perform the arranging because it has the best intentions to
push for the commercidization of NRE. Assuch, it is suggested that DOE staff should
be able to acquire the skillsin arranging business dedls.

Readiness of banksto lend to NRE Projects

The readiness of banks to lend to NRE projects can be assessed in terms of
- Perception of the banks on the risks involved in lending to NRE

Interna Policies of the Bank

BSP Rules and

Sources of loanable funds

To place the analyssin a proper perspective, it is necessary firs understand the processes
going on in ther lending operations. Banks face conflicting issues when making a
decison to lend to NRE. These conflicting issues are:
The developmentd role of banks as catalyst of the economy of the areas where they
operate
Soundness of the credit decison to NRE and

BANK'S DEVELOPMENTAL ROLE

Banks have the responsibility of contributing to the economic development of the areas
where they operate. As such, banks are required to lend to the local community a certain
percentage of the deposit they generate from their area.

Because of the criticd role of credit in the economic development , the economic status
of an area has usudly adirect relation to the level of credit given to the business entities
and the resdents.

SOUNDNESS OF CREDIT DECISION

Banks are indlitutions of trust. People deposit money with the banks because they
fed confident that they can get their money back on demand or at acertain
determinable time in the future. Money generated from deposits condtitute the bulk
of the funds given asloansto quaified borrowers.
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Banks are regulated indtitutions. Regulations are imposed on banks to make sure
that they exercise prudence and make good business judgment. There are
regulations that banks observe covering dmost al aspects of its operations. Among
the rules and regulations that banks are bound to observe are those included in its
corporate charter, circulars of the Bangko Sentrd ng Pilipinas, provisons of exising
laws, Generaly Accepted Accounting Principles, internationa laws and practices
and interna policies of the bank. Regulations are necessary component in the of
operation of abank because trust and confidence of the public isits most important
asset.

Criteriafor lending

Banks do not avoid risk but rather manage risk relative to their lending operations.
Management of risk requires identification of the sources of risks and the exercise of
appropriate measures to mitigate the effect of the risks.

Loans are the primary source of income for the banks. Loans are dso the principa

source of risk as credit decisions can make or break abank. The risksinvolved in

the lending process are:

1. Credit risk — Thisis the probability that the bank will not be able to fully recover
the principd and interest earnings of the amount loaned to borrowers.

2. Liquidity risk — The probability that the bank will not be able to service demand
for deposit withdrawa s because of inability to generate cash from collection of
loans.

On credit risk - To mitigate risk of losses arisng from credit risk, banks need to
exercise care and due diligencein their lending operations. Thisrequiresa
continuing process of evauation that commences a the time the borrower files for
an gpplication for loan and only ends once the principa and interest earnings on the
loan is collected in full.

A bank account officer focuses on two areas in the process of evauating arequest
for aloan. Thee are:

1) bankability of the proponent and

2) viahility of the project.

The account officer relates the two areas with the possible sources of credit risk

which are the fallowing:

1. TheBorrower — The borrower may possess qudities that can ether increase or
decrease the credit risk.

2. TheProject — The nature and characterigtics of the project in terms of stability of
income, cash flows, investment leves, operating costs and seasonability can
either increase or decrease the leve of credit risk

3. The Economic environment — The prevailing conditions of the economic
environment affects the performance of the project
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4. Fortuitous events — Fortuitous events adversely affect performance. The criticdl
thing to look into is the resilient of the proponent and the project to recover in
case afortuitous event occurs.

The process of assessment has as its bottom line the bank being able to eventudly
recover the principa amount and the earnings of whatever they lend to the
proponents. Banks take the necessary precautions prior to granting loans and one of
the precautions taken is a careful evaluation of the proponent and the project before
ariving a adecison to lend money.

RISKINESS OF NRE PROJECTS

Theleve of loansin agiven enterprise or indudtry is indirectly related to the level of
perceived risksinvolved. If an enterprise or indudry is perceived to he high risk, banks
are likely to avoid lending or limit their loan exposuresin said industry of enterprise.

Despite the clams of the GFIs that they have the funds and the technica capability to
evauae NRE projects, the issue remains that there is no subgtantia lending to NRE
project. The reasonsidentified for the low level of exposurein NRE projects are:

1. Absence of loca fund source that would match the nature and characterigtics of loans
for NRE Projects. NRE projects require a 10 to 15-year loan tenor and an average of
two (2) years grace period in amortization payments. Bulk of the funds being used by
banks in their lending operations come from savings deposit. Saving Deposit is
congdered a short term fund source because the depositor can withdraw higher
deposit on demand.

No loca fund is avalable to match the kind of money required by NRE and this
sarves asamgjor barrier for banks from earmarking or committing loanable money
for NRE projects.

Thereisaneed, therefore, to look for funds from loca and international sourcesto be
used by banksin lending to NRE projects. The availability of said type of money
mitigates risks from having liquidity problems when they lend subgtantialy to NRE.

2. Lack of track record of performance of NRE projects - NRE business projects are
farly new asthese were previoudy funded as stand-aone demonstration projects
implemented by internationa development and bilaterd aid programs. Particular
areas of concern of the banks are the following:

v Presence of successful projects that can serve as modd for financing

v Prdfitability — Banks have doubts on the capability of NRE projects to operate at a
profit in a countryside environment where the disposable income of the clients are
low and the demand is low

v" How rdiableisthe technology in ddlivering the power

To mitigate the risk from absence of track record, there is aneed for proponents to

provide collaterals or to obtain a guarantee from guarantee ingtitutions.
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3. Hightransaction cost — Thereis high transactions cost associated with the marketing,
sarvice, and credit collection in rurd areas. Long distances, poor transport
infragiructure, impassable roads during monsoon, low literacy rates, cash-and-barter
transactions, and lack of technica skills mean high transaction cost. Costs and Staff
time needed for marketing, credit or fee collection, service, establishing business
infrastructure, and training staff can be high.

4. Unfamiliarity of NRE Technology - NRE technologies are considered high risk as
they are unproven. This unfamiliarity with the technologies can deter lenders from
making an investment. Itiscritical to ensure that NRE projects involve technologies
that have a proven track record and that the terms and conditions of the contracts are
well understood (e.g. product guarantees, warranties and service). The perception
that NRE technologies are unproven and unrdigble is pervasve within the investment
community.

5. Absence of Second way out — Most NRE projects are Site pecific meaning that they
were designed for aparticular area. As such, the equipment has not vaue if
transferred to another area. In the event of aforeclosure, therefore, the bank’s
recovery on the equipment is nil. Attempt to establish a secondary market for NRE
equipment has been unsuccessful as even suppliers refuse to buy NRE equipment, if
foreclosed by the banks.

6. Weak Cash Flow — Non-grid connected NRE projects are not covered by enforceable
power supply agreement that can become a guarantee of cash inflows. Further, NRE
business projectsin a countryside environment are providing power to a sector with a
questionable capability to pay for power deliveries.

7. Absence of Creditworthy Proponents — Philippine banks place heavy emphasis on the
balance shest of the proponent. Countryside entrepreneurs may have the red estate
assats but values thereof are low because of their location. As such, they are
considered poorly capitaized and are considered high risk borrowers.

BSP Rules

Banks are regulated indtitutions and bulk of the regulations that the banks are supposed to
observe are those of the Bangko Sentra ng Rilipinas (BSP). The regulations are mean to
guard banks from getting into speculative transactions. Loans that are deemed high risks
are consdered speculative and hence prohibited act.

BSP examiners audit the banks from time to time to determine their compliance to
regulations. Violaion of BSP rulings result into pendties, sanctions and suspension of
certain privileges of the banks.

Newness of NRE as a new enterprise explains why NRE is consdered high risk.

Internal Policies of the bank

Interna credit policies of the bank are most of the time more restrictive than what the
BSP ruling Sipulates to dlow for amargin of error. The Stuation makes it more difficult
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for loansto NRE as stand aone project to get application for loans approved by the bank
management.

Funding Sour ces

As discussed above, the mismatch between the kind of money required by NRE and the
kind of money that banks can use for lending isamgor problem if banks wereto lend to
NRE.

HOUSEHOL DS AS BORROWERS FOR NRE

Households may avail of loans from micro credit sources to partidly finance the
acquisition cost of SHS and other NRE suitable for household use. The high interest
costs of loans obtained from micro credit sources, however, serves as barrier to the
number of households than are willing to buy NRE.

CONCLUSIONS AND RECOMMENDATIONS

Viability

Although NRE enterprises are yet to make a documentary evidence of business success,
NRE projects possess the qudities to make a viable business enterprise.

Proponents

The LGU isaworthy first round proponent but should be supported by strategic partners
and venture capitaists

Support

There are till areas that need to improved as discussed above.

Funding

Only DBPisready to lend to NRE. There are, however, a number of aress that need to
be done to lessen the credit and liquidity risk to the lender.

Annex “F’ isatabulation of the conclusons and the recommendations discussed in the
texts of this paper.
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ANNEX “I”

Statusg/Condition

Criteria | deal Actual Deficiency Proposed Action
SUMMARY
Viability of NRE
Market Feasibility Market size big enough for | Market packages are big
project to be profitable enough to support viable n.a n.a
NRE projects
Technicd Feasibility Project technicaly feasible | Cost of producing power
in target site; cost to lower compared to power n.a n.a
produce power low source currently used by
market
Socio- Economic Project to enhance Presence of power source
earnings of users to perk up exigting n.a n.a
economic activities and
will create new ones
Financing Available under termsthat | Financing terms do not Financing will be To be discussed
matches peculiarities of match the peculiaritiesof | discussed separately separately
NRE NRE
Packaging Project properly packaged | No entity helping A government or aprivate | DOE to set up a unit
and presented proponents package entity that understands and | focused on assisting
proposals can package renewable proponents in packaging

energy projects

NRE projects
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Statusg/Condition

Criteria | deal Actual Deficiency Proposed Action
Creditworthiness of Proponents
First Round proponent
LGUs LGU can comply withthe | Lower category LGUsmay | A party that can cover both | An entity that can identify
bank criteria lack the revenue levelsto | the financid and other possible entities that are
qudify for aloan that is limitations of the LGU willing to contribute initia
high enough to finance equity into NRE projects
total project cost
Strategic Partners Ready to provide Equipment suppliers, DOE | An entity to broker adeal | An entity to act as
additiona capital and and engineering firmscan | between the LGU and the | intermediary to broker a
strengthen operationa be strategic partners strategic partner deal between LGU and a
capability of project strategic partner

Venture Capitalist

Provide additional capita
under acceptable terms

The GFls have subsidiaries
engaged in venture capital
business

GH subsdiaries to include
NRE in their list of priority
investments

An appropriate deal with
the GFI subsidiaries

Barriers of first round invest

ors—the LGU

High Project Cost

Tota Project cost should
match the

Cost of project too high
that it discourages
proponent despite benefits

Subsidy or agrant that will
reduce the project cost
from the proponent’s
viewpoint

Negotiate for grants to
NRE projects with
internationa funding
inditutions like DANIDA,
NORAD and JBIC

Documentary Documentary requirements | Low tolerance to numerous | Smplification of the Set up agroup that will

Requirement for setting up of project documents required documentary requirements; | provide assistance and
and in obtaining aloan are assistance in compliance guidanceto LGUs and
designed such that other first round investors
proponents can comply

Feashility Study Feashility sudy funding Unable to accessfundsto | Assistanceto hep quaify | A group that will provide

requirement accessibleto LGU and pay for the cost of for feasibility study funds | assistance and guidance to
other first round feasbility study from CCPSP LGUs and other first round
proponents preparation investors

Track record Firg round investorswith | LGUs and other first round | Alternative track record Setting up of a guarantee

track record in other
business projects to vouch

capability to run project

proponents with no
business track record and
are new to NRE

facility for NRE project
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Status/Condition

Criteria | deal | Actual Deficiency Proposed Action
viably
Capitdization Firg round investors LGUs and other first round | Source of additiona A group that will negotiate
having the necessary level | proponents with no capitaization for NRE with potentia investors
of capitdization to pursue | adequate capitalization projects
NRE projects
Second Round proponent
Electric Coops Entities to spontaneousy Not applicable Business framework that A group that will study the
Households invest into NRE because it will encourage entry of the | needs and prepare for the
Loca investors is perceived to be viable second round investors entry of the second round
NGOs and can generate NRE proponents

Existing businesses

acceptable profit level
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Statusg/Condition

Criteria | deal Actual Deficiency Proposed Action
Support from the Government
[ncentives
Funding from MDF NRE projects to qudify for | NRE Projects not included | MDF to include NRE in The government to
long term loans from MDF | in the list of projects the list of quaified renegotiate the loan
program qudified under MDF projects agreement with World

Bank to include NRE
among qualified projects

Agri-AgralLaw Loans to NRE included as I ssuance of an appropriate
aternative compliance n.a n.a BSP circular
with the Agri-Agralaw

Assistance on Studies - Sources of funds for CCPSP has funds for Assistance to first round A group that will provide

studies are identified

feasibility sudies. There

proponents in having

assistance and guidance to

. Assistance to first round | are also foreign donorsthat | access to these funds LGUs and other first round
proponents in complying | provide funds for investors
with requirements to feasibility studies
access funds for studies
preparation
Grants and Subsidies - Sources of grants and Grants and subsidies are Assistance to LGUs and A group that will provide
subsidies are identified available but first round other first round assistance and guidance to
. Assistanceto first round | proponents could not proponents LGUs and other first round
proponents in complying | access investors
with requirements to
access of these grants
and subsidies
Arranging function An entity that will put A group that will provide
together the first round n.a n.a assistance and guidance to
investors, the potentia LGUs and other first round
strategic partners, the investors
venture capitalists and the
GFlsto set up the NRE
project
BSP Rules on NRE BSPto issue guidelinesin A group to formulate and
lending to NRE n.a. propose BSP guideines for

n.a
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Status/Condition
Criteria | deal | Actual Deficiency Proposed Action
| [ NRE
Readiness of banksto lend to NRE

Project Risks arising Project risks are mitigated. | No specific schemeto Risk mitigation schemes - Setting up of a guarantee

from Risks to be mitigated mitigate the risks of the scheme for NRE

- High project cost include: banks when lending to - Setting up of a special

- Lack of track record - Credit risk NRE fund that banks can use

- High transaction cost - Liquidity risk in lending to NRE

- Unfamiliarity with

technology
- Wesak cash flow
- Absence of a second
way out

Funding Source Funds that the GFIs can Not exigting Setting up of a specid fund
access to be able to finance that will match the
NRE projects peculiarities of NRE

BSP Rules BSP rules considerate of Rules are formulated such A group to formulate and
the redlitiesin financing that they have genera propose BSP guiddines for
NRE goplicability NRE

Internal policies Interna policies of the Interna policies are A group to formulate and
bank considerate of the formulated such that they propose Banks guideines

have genera applicability

redities in financing NRE

for NRE
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MEMORANDUM:

FOR . The Secretary, Department of Finance

FROM . The Secretary, Department of Energy

SUBJECT : Request for incluson of NRE among qudified projects to be financed
by the MDF Fecility

1.0 The Request

We wish to request the Department of Finance to make representations with the
World Bank for the incluson of New and Renewable Energy Projects among the
qualified projects to be financed.

2.0 Background Information

21

2.2

2.3

24

One of the thrust of the Department of Energy (DOE) is poverty aleviation and
rurdl development to provide greater opportunities and benefits to
underprivileged Filipinosin remote and rurad areas. Towards this end, the DOE
amsto bring dectricity to 8,000 barangaysin ___ municipdities. All of the
municipdities belong to 6 class category and are in no means qualified for
financing from the regular financing windows of GFls and commercid banks.
____of the undectrified barangay mentioned can be reached by the grid within
the next 2 years. The remaining, however, can be eectrified usng generators
that consume fossil-based fud or usng New and Renewable Energy (NRE)
sources like generator powered by solar energy, wind energy and hydro power.
The DOE opts for NRE sources because they are environment-friendly in thet
thereisno CO2 emisson. Further, NRE isleast cogt dternative in the long run
because they are powered by resources that are free and are replenished by
nature. (A briefer on NRE is attached as Annex “A”)

Inits atempt to bring dectricity to the countryside, the DOE intends to make
electrification acommunity based project. Studies show that project where the
active participation of the community is sought are more likely to be

sugtainable. Congdering that the target market is margindized group, the
enterprise of bringing dectricity shal focus on full cost recovery plus profit.

The leve of expected profit, however, is not expected to reach aleve that is
atractive to the private investor. As such, the municipal LGU is the appropriate
proponent for such project as it would be in pursuance of LGU’ s mandate of
spurring development.  Such projects are viable because there is a market which
are the resdents of unenergized barangays and the technology has been proven.
Funding, however, becomes a problem because the banks and GFls shun avay
from 6" class LGUs. It isfor this reason that the DOE looks at the MDF as the
possible source of funding for LGU dectrification projects. Thereisaneed,
however, for DOF to make representations with World Bank for the inclusion of
NRE among the projects that quaify for MDF financing. If the municipa



LGUs were to pursue NRE projects, it would not only fulfill their socia
mandate but would adso improve the standards of living of the less privileged
sectors of society. Likewise, it isin consonance with the policy of the State of
locd autonomy that will enable the LGUs to atain their fullest development as
sf-reliant communities and make them more effective partnersin the
attainment of nationd gods.

2.5 The esimated average cost of NRE project per municipa LGU is P10 Million.
If dl the_ municipd LGU wereto pursue NRE projects, the total project cost
would be Million.

2.6 Consdering that NRE projects are environment friendly and that proponents are
among the leat privileged municipa LGUS, the DOE will work with NEDA for
the possible 70% subsidy portion for such projects.

3.0 Judiification: The DOE is endorsing favorably the proposed inclusion because of the
following:
a. The project would benefit the least privileged sectors of society
b. 1t will spur economic development in the countryside

For condderation

VICENTE PEREZ
Secretary, Department of Energy
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PART 1
PROPOSED GUIDELINES ON PROJECT EVALUATION FOR
NEW AND RENEWABLE ENERGY PROJECTS
DEPARTMENT OF ENERGY

I. INTRODUCTION

The proposed guiddines conggis of two parts as follows:

Part 1 — Thisisthe “PROPOSED GUIDELINES ON PROJECT EVALUATION

FOR NEW AND RENEWABLE ENERGY PROJECTS.” This st of
guiddinesisintended for the use of DOE. Thisisthe subject of the
foregoing discussons.

Part 2 — Thisisthe “PROPOSED GUIDELINES FOR PROPONENTS OF NEW

AND RENEWABLE ENERGY PROJECTS’. Thisst of guiddinesis
intended for the use of proponents of NRE. Thisis the subject of another set
of documents, which is appropriately captioned.

1.1 Content and Objectives of the Guiddlines

111

1.1.2

1.1.3

Prior to the foregoing proposed guiddines, the Department of Energy used
fragmented references in the evauation of NRE projects. Although the staff

of DOE tried their best to provide assistance to NRE projects, the fragmented
source of guidelinesis an obstacle to effective ddivery of the assistance.

The foregoing guiddines, therefore, sets into a single source documents the
standards used by DBP and LBP aswdll as of the DOE, NEA, PNOC-EDC,
NPC-SPUG and NEDA in the evauation of projects. The guidelines were
written from the viewpoint of DOE with the end of providing assstance to

NRE proponentsin obtaining financing from the Banks aswell asinraising
equity from prospective investors. It does not attempt to duplicate the
processes performed by the DBP, LBP, NEA, PNOC-EDC, NPC-SPUG and
NEDA but draws lessons from them.

The proposed guiddines were formulated within the framework that DOE's
rolein NRE projectsisthat of acatayst and not as an investor or alender.
Asacadys, DOE's specific objectivesin coming up with guiddines are as
folows

To improve the approvd rating of loan gpplications of NRE projects

To enhance acceptability of projects to prospective investors and

To come up with palicies to strengthen weaknesses encountered during the

course of the evauation

To set up asystem in preparation to a bigger fund for NRE projects that

will be obtained from the internationa funding agencies.



1.1.4 Proposed guiddines are useful to DOE especidly to the saff that will be
specificaly tasked to provide assistance to NRE project proponentsin
obtaining financing.

1.15 Percaived asssanceisintheform of endorsement of project aswell as
effecting necessary changes in any aspect of the proposal to increaseits
chances of getting approva for aloan.

Role of DOE

1.2 DOE playstherole of a Catalyst for Private Sector Participation of NRE Projects.
Asacadyd, it would provide assistance to proponents of NRE. The proponent,
however, remains primarily reponsible for the project. DOE will assigt the
proponent in deding with the banks but will not encroach into the credit decision-
making processes of the banks. In the performance of itsrole as catdyst, it should
not duplicate the efforts of the banks. It isimportant, however, that the saff of DOE
understand what the banks are doing such that they can provide appropriate advice to
the proponent and can intdligently discuss with the account officers of the banks
where the need arises.

1.2.1 Itisonly when DOE is requested by the client or by the bank that it provides
assstance. Thisisto avoid infringing into the * confidentidity of
relationship” between the bank and the proponent/borrower. The assistance
of DOE is optiona and should not be a preliminary requirement for loan
goplication filed with the Banks. Banks should accept NRE projects even in
the absence of preliminary evaduation of the DOE.

1.2.2 Thenature of assistance requested by a proponent may include the following:

a. Market identification and validation of market assumptions. DOE will
make an assessment of the existence of the market and will present to
the banks a document stating the existence of a market, the characteristic
of the market and other basic market data. 1t should also 1) prove the
assumption on the population and its growth, 2) provide estimates on
tariff rates and 3) provide estimates on cost of ddivery of dectricity.

b. Technica vdidation and verification of the vigbility of the technology.
As some banks do not have the capability to evauate technical aspects
of NRE projects, DOE will pre-screen the technology. It will indicate
in areport that would include information 1) if the technology has been
pilot tested and the results of the pilot test, 2) if there existing projectsin
the Philippines using the technology and the performance of the project
and 3) if there are of Smilar projectsin other countries and their
performance. The technology has bearing project cost and operating
cods. Thetwo cogtswill, in turn, affect the finandd viability of the
project.

c. Inditutiond evauation including assessment of the readiness of the
community and the livelihood component.



1.2.3

124

d. Veification of “cog of service delivery” cdculation/pricing or tariff
formula

DOE can likewise provide information on the areas where NRE are
appropriate as well as the appropriate matching technology. DOE has an
exiging NRE resource map that can be made available to the banks and to
proponents upon request.

Where requested by Banks, DOE shal provide assistance on areas of
inditutiona strengthening, identification of possble joint venture partners

and evauation of technicd feasibility. DOE, however, would not like to
meake the ass stance as a preliminary requirement for loan gpplication filed by
proponents with the Banks.

1.3 What it takes to enhance public participation in NRE Projects

13.1

1.3.2

1.3.3

The potentid investors/proponents and bank/lenders are the two target
sectors whose participation is being sought for NRE projects. DOE could
cadyze flow of investment and loan funds into NRE projects by
undergtanding the expectations of both and through helping them in
achieving these expectations.

Expectation of investors/proponents — The investors/proponents are the risk
takers who commit their resources to the project with the expectation that
their money would earn arate higher compared to placing their money into
securities. The bottom line of equity investorsisthe level of earnings that
they expect to generate from the project and that they have areasonable
degree of assurance that they can recover their investments as well asthelr
earnings.

Expectations of the Banks— Banks place their money into the projects based
on 1) the representation by the proponent/borrower about the project and 2)
the confidence of the Bank onto the capability of the proponent/borrower.
Banks are concerned about the bankability of the borrower and the viability
of the project that is presented to the bank for purposes of funding. The
bottom line of the banksis recovery of the principa amount and the earnings
of whatever they lend to the proponents. Banks take the necessary
precautions prior to granting loans. They focus their evaluation in two aress:
1) the viability of the project and 2) the bankability of the proponent.

1.4 Methodology

141

The proposed guidelines took into consideration the lending guiddines of
DBP, LBP and PNOC-EDC and the project guiddines of DOE, NEDA and



1.4.2

1.4.3

NPC-SPUG. The guiddines, however, were written under the viewpoint that
DOE takes the pogtion of a Catalyst.

The proposed guiddlines has the DOE Assistant as a centerpiece. A
proponent is assigned to a specific DOE Assistant who will not only provide
assistance described in this document but also to communicate with other
units of DOE where necessary.

The output of the DOE Assgtant is an Action Sheet marked as Annex “A”.
The Action Sheet specifies, among other things, the subsequent action
recommended by the DOE Assigtant taking into consderation the findings he
had from the evaduation of the project.

2. THE PROCESS

2.1 The Process flow within which this proposed guiddines has been formulated is as

2.2.

follows

211

212

213

214

The proponent requests DOE for assstance in the packaging of a project.
Thisis after the technical group of DOE has completed assessment of the
project and found the same technicdly feasble.

The DOE Assgtant requests the proponent to submit documentsindicated in
item 3.2

If documents are sufficient, the DOE Assistant conducts an evauation. Upon
completion of the evaluation, an Action Sheet is prepared.

The findings of the DOE assstant on maiters pertaining to item nos. 1.2.2 (a)
to (e) will be summarized in areport form and will be presented to the PPT
or any other body to be defined later on.

Where aDOE unit or any of its attached agencies prepared the project feasibility
sudy, the DOE Assigtant will performitems2.1.2 and 2.1.3. In addition, he/she will

22.1.
22.2.
2.2.3.

Come up with afinancing model to be presented to prospective investors
Where requested, will present the project to the prospective investor and
Will provide assstance to the prospective investor in doing the groundwork
for the investment.

3. EVALUATION

3.1 The purpose of evauation isto consder al the dements that have bearing to the
success and failure of the project and to make a sound judgment on issues arising
from each of these dements. Present judgment has bearing on future results,
which are usualy expressed in financid terms through the projected financid
Satements.

3.2 Project documents presented to the DOE Assistant for purposes of the evauation
should contain &t least the following:



3.3

34

35

3.6

a. Organizationa Papers - Articles of Incorporation and By-laws, if the proponent
IS a corporation or cooperative, Articles of Partnership if a partnership, or
Bureau of Domegtic Trade Regidration if a sole proprietorship

b. If the proponent isan LGU, aresolution from the Municipa/City/Provincid
council gpproving the project, authorizing the LGU to borrow and authorizing
for the encumbering of LGU assstsincluding its Internal Revenue Allotment

c. Bio-data of Principd officers and directors of the business

d. Feashility Study usudly prepared by proponent’s consultant. Attached to the
feasbility sudy is a satement from the appropriate unit of DOE stating that
the technica assumptionsin the feasibility sudy were vaidated and found
substantidly correct. If the feasibility study was prepared by a unit of the DOE
upon the request of the proponent, the study will be accepted asis.

e. Trander Certificate of Title and other forms of certificate of ownership on
assets proposed to be mortgaged to secure the proposed loan

f. Financid Statement of the proponent for the last three years

g. If the proponent organization is new, Balance Sheset as of a given date and the
Financia Statement of the Principa Stockholdersfor the last three years. If
the financial statements are not available, an audited statement of Assets and
Liabilities may be submitted.

h. Statement from the proponent and principal officers and directors about cases
filed againg them in courts.

The eva uation process starts with an assessment of the proponent. It addresses
the question “How bankable is the proponent?” Are the banks willing to place
their money into the proponent knowing the circumstances of the proponent?

Next to be evauated is the viahility of the Project. 1t focuses on the following
issues.

a. Will the proposed project inure incrementa benefits to the proponent

b. What are the risks involved and

c. What are the risk mitigation measures necessary

The Evdudion address risks and profitability in the loan transaction, which are
the primary concern of the bank. The banks invest only after conducting an
extensve due diligence process and such practice is worthy of replication to
increase chances of projects getting gpprova for aloan. The said processis
conceptualy presented in Annex “B”. A discussion of the processis marked as
Annex “C”.

The product of the evauation is the financia package that will be presented to
the Banks and progpective investors. If the proponent presented a financid
package, the task of the DOE Assstant isto affirm the financial package or to
suggest amendments to make package more acceptable. The Financia Package
shdl have the following components:

a. The amount of Equity needed in addition to equity contribution of proponent



b.

C.

Performance Measures on proposed project that include FIRR, BEP, Payback

Period and NPV

Terms of the loan to be obtained from the bank include

1) Amount — Amount of loan isafunction of the project cost and the level
of equity contributed by the proponent. Elements of project cost is
discussed in a separate section of this guiddine

2) Tenor — Tenor isthe number of years within which the borrower isto
effect full payment of the loan. It is dependent on the projected cash
flow. Grace period isalowed for the gestation period but not to exceed
two years. Gestation period is the time from started of project up to the
time that the project sartsto generate revenues. A shorter grace period is
alowed in payment of interest portion.

3) Purpose of Loan — Purpose of loan isto partidly finance proposed
project.

4) Interest Rate — Discussed in foregoing section

5) Drawdown — Most terms|oans are released according to stages of
completion of project. Theinitid rdleaseis usudly made after reeching a
certain percentage of project completion using funds from equity
contribution from proponent. Subsequent rel eases are made after the
appraiser has verified that proponent has spent a specified amount for the
project or after reaching a certain stage of completion.

6) Repayment — Quarterly payment is convenient to both the proponent and
the bank. When cash flows are tight, a maximum of 2-year grace period on
principa and 6 months grace on interest.

7) Collatera/Security — Discussed in foregoing section

8) Insurance— Collateral should be insured with reputable insurance
company.

9) Compensating Business — Banks prefer that proponent maintains deposit
account with them

Detalled discussion of the above is the subject of Annex “C”

3.7 Theevduaion shdl highlight on the concerns of the banks particularly the
following:

a

b.

TS@ oo

Credit Record of proponent

Financid Aspects— Higtorical Financia Performance of proponent and
Projected performance

Marketing aspect

Operations and Technica Aspects

Organizationa Aspect

Risk involved in the credit transaction

Pricing

Collateral/Security and Second Way out

Socio-economic consderations

CREDIT RECORD OF THE PROPONENT



3.8

3.9

3.10

Proponents may be hesitant to discuss credit record especialy where there is
adverse record on the proponent. The DOE Assgtant, however, has to extract
from the proponent the nature of adverse findings, if any, such that remedid
measures can be effected before the gpplication is filed with the bank. Bank
uses exhaustive procedures in the conduct of credit investigation and it islikely
thet it will find out the adverse finding.

Bank obtains credit record of the proponent/borrower through the process called
credit investigation. The Credit Investigator (Cl) sends queries about the level

of loans, the status and payment record with the other banks in the area and
nearby area aswell aswith its branch offices. The Cl likewise looks into the
records of the court for the existence of court cases against the proponent and of
the principal officers and stockholders, if proponent is a corporation or
cooperative. The Cl, likewise make arandom interview of the neighbors of the
proponent and certain suppliers to assess the character of the proponent.

Adverse findings from the credit investigation may result in the disgpprova of
loan application of agood project. If the proponent is honest enough to disclose
any unfavorable findings, if any, the DOE As3gtant can suggest measures to
correct the weakness before the loan application isfiled with the bank. 1t should
be noted that it is very difficult to correct the initia impression of the account
officer of abank once there are adverse findings.

FINANCIAL EVALUATION OF HISTORICAL PERFORMANCE
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3.12

3.13

Evduation of historical financid performance is gpplicable where the proponent
isan exiding entity. Historical performance is assessed separately from the
projected performance of proposed project. The proposed project is evaluated
separately based on itsincrementd effects, thet is, increases in revenues and
costs become the basis of the evauation.

Financid Statements consist of three statements, 1) Income Statement, 2)
Baance Sheet and 3) Cash Flow Statement or the Statement of Sources and
Uses of Funds. Income statement shows the results of operations over a certain
gpan of time, usudly one-year. The Baance Sheet shows what the business
entity owns and what it owes as of the date indicated in the statement. The Cash
Flow Statement shows the sources of funds that came into the entity and where
the funds went over a certain time span, usudly one-year.

Financid Statements to be useful for analys's, should be prepared in accordance
with generdly accepted accounting principles and is the duly certified by a
Certified Public Accountant (CPA). The DOE Assstant should read the audit
report and that the CPA expressed an Unqualified Opinion of the Auditor on the
Statements.



3.14

3.15

Toal for financid evaduation isa“Financid Spread Shet” which placesina
sngle document the items in the financid statement that needs to be andyzed.
Financid SpreadSheet isincluded as Annex “D”. Electronic copy isincluded in
this proposed manual.

The evduation of the financid satements using the spreadsheet givesan
indication of the financid hedlth of the proponent. Guiddinesin the Andysis
of Financid Statementsis contained in Annex “E”

FINANACIAL EVALUATION OF PROPOSED PROJECT

3.16

3.17

3.18

3.19

Where the proponent is arecently organized entity with no previous track
record of performance, focus of evaluation is proposed project.

Statements that are subjected to evauation are the Projected Income Statement,
the Projected Baance Sheet and the Projected Cash Flow. Sample format is
marked as Annex “F’ which is an electronic worksheet. The electronic
worksheset is part of this manud.

If proposed project is an expansion of existing business activity, the expanson
project should be analyzed as a project that is separate and digtinct from an
exiging project. Thisisto be able to assess the add-on vaue of the new project
to the exigting operation. Only the incrementa revenues and costs will be
considered.

Sunk cogt, or cost of assets that has dready been paid, will not be considered
even if these assets are used in the expansion projects.

Project Cost and Financing

3.20

321

Since evaluation of proposed project pivots on project cog, it isimportant that
thisitem should be given initid atention. Project performance is gauged againgt
thetota cost of the project.

The components of projects of project costs should be examined to determine

their gppropriateness and sufficiency. Components of project cost are:

a. Cod of Preparing the feasibility study

b. Cost of Land

c. Cod of Land Improvements

d. Cog of Equipment including ingtdlation and supervison cost

e. Pre-operating expense which include cost of securing business permits,
licenses, cost in organizing the entity, personnel cost and such other costs
incurred prior to start of commercia operations

f. Allowancefor Contingencies— Thisisaprovison for possibleincreasesin
cost resulting from the depreciation of the peso and such other unforeseen
events resulting into an escdation in the tota cost of the project. Allowance
for Contingenciesis usudly set a 15% of total projected cost.



a.

Working Cepitd - This represents the minimum level of baance maintained
in the cash vaullt, receivables, and inventoriesin spare parts and prepaid
expense necessary for a continuous and unhampered operation of the entity.

3.22 Thetotd project cost, once determined and vaidated, should have a matching
fund sourcing which may be ether loan or equity. Some rules of thumb to
determine the appropriate mix between loan and equity are asfollows:.

3.23

a

b.

Banks do not ordinarily finance the cost of acquiring land. Land should be
part of the equity contribution of the proponent

Working capitd — There are should be available financing for the initid
working capita requirement of the entity. Some banks dlow initid working
capitd requirement to be financed by a medium to long term credit product
while other banks alow only short term loan products of the bank to finance
working capital needs.

Except for Working Capita, al of componentsa to e in item 3.15 qudify
for long term funding which is elther equity or medium to long term loan. A
medium term loan has atenor of 5to 7 years while along-term loan has a
tenor of 7to 10 years.

In the presence of collateral with loan value that can fully cover agiven
amount of loan, the bank can provide the proponent aloan equivaent to
75% of tota project cog, that isitemsato f of item 3.15. Part of the 75% is
the Working Capita loan discussed in item 3.16.a

Annex “G” discusses the various loan products of the Bank and their
appropriate uses. The Annex guides the DOE Assstant in providing the
appropriate advice to proponents on the kind of loan product to be used.

If the proponent does not have the necessary resources to cover the portion of
project cost that could not be covered by aloan, there may be aneed to assist
the proponent to obtain equity from various sources. Potential sources of equity
funding are:

a

Equipment Suppliers — Some Equipment Suppliers are willing to infuse as
equity into the project portion of the purchase price of the equipment.
Suppliers, however, are concerned with the full collection of their money
and as such, the projected financid statements must consider soonest
redemption of equity of suppliers as the cash flows may warrant. Further,
suppliers may want assured revenues in which case, a Non-Participating
Preferred Shares may be issued to such suppliers

Loca Companies— Big companies with operations near the project Ste may
be willing to infuse equity especidly if the said companies are known
supporters of environment friendly technologies.

Investment Companies — Some banks and insurance companies have
subsdiaries that invest in developmental projects especidly those with good
potential

Loca Investors — There may be people in the project locality who may be
willing to contribute equity into the project. Asin the case of the suppliers,



they may want assured income and a specific schedule for the redemption of
their investment. 1n such case issuance of preferred shares may be
appropriate.

e. Locd Government Unit (LGU) — The LGU may be the proponent or may be
interested to place equity into a project especialy wherethereisa
tremendous socio-economic benefit from the project.

f. NGO — Some NGOs may have funding for equity investment. To maintain
the nature of the firm as a private entity, it is suggested that the NGOs
should only take a minority interest in the undertaking or else take Preferred
Non-Participating shares.

3.24 Thetiming of disbursement of cost for project should be in accordance with a

schedule presented in a PERT/CPM or a Gantt Chart. The DOE Assistant
should seeto it that the funds are made available when needed. If thereisarisk
for acost overrun, the DOE Assigtant should recommend for the setting up of a
contingency dlowance as the occurrence of afund shortfal during the
implementation of the project hurts both the bank and the proponent in the
following manner:

Banks accrue interest on the loan despite non-completion of the project that
generates cash to service the loan. The obligations of the borrower continue
to mount even in the absence of the capability to pay.

The bank cannot collect despite the existence of the claim againgt the
borrower. If it could not collect after a certain period, the bank may be
required to provide allowance for bad debts, which may hurt the financid
picture of the bank.

Financial Projections

3.25

3.26

Financid Projections are the expectations of management about business
performance within a given span of time into the future. The Sarting point is now
and the bridge to the future is the project, which is being funded jointly by
internally generated funds and equity on the one hand and by aloan on the other
hand. The underlying assumptions must be understood because it tells much about
the feagbility of an expansion project. Projections, if placed sde by sde with
historical performance and, if connected with management andysis would indicate
whether the decison to pursue a given project is a sound financia judgment.

In evauating projections, seeto it that expansion portion is a stland-aone project
and can generate the required cash flowsto pay off the loan as scheduled. Cash
generated from existing cgpacity should not subsdize the payment of loan
amortization from the loans incurred to finance expangon. In worse scenario, it
should only serve as a buffer just in case the expansion project miscarries. Anadyze
assumptions of the proponent as basis for preparing the projections, aswell asthe
environmenta issues like pending bills, long term bulk orders, new contracts;



these developments can affect company performance. Likewise, identify and
andyze for possibilities of adrop in seling price and other sengitivities.

Proj ected | ncome Statement

3.27

The first statement is the Projected Income Statement, which showsin finencid
terms how the project is expected to perform. The Income Statement has two
mgor items, 1) Revenue or Income Items and 2) Expense items. The difference
between Revenues and Expensesis the Projected Net Income

Expenses

3.28

3.29

Expense items should be examined fird. Itisin this areawhere delays occur in
the evaluation of the project by the bank because the supporting schedules are
not avalable in the documents submitted.

Items of Expenses should be examined to determine accuracy and
gppropriateness of figures. Supporting schedule will enadle the bank to vdidate
If aspecific expenseitem is overstated or understated. Each item of cost should
be supported by schedule. Thisisto minimize the processing period of the loan
application that results from queries of the Account Officer on how the
proponent arrived a the figure presented in the projections. A list of mgor of
theitems of cost and the appropriate supporting schedules are presented bel ow:

Cost Item Supporting Schedule

Sdaries and Wages Payroll schedule

Depreciation Expense Depreciation Schedule

Cost of Goods Sold Detalled Cost of Goods Statement

Maintenance Expense Detailed assumptions provided by
equipment supplier

Other Expense Assumptions computed based on
percent or Sales Revenue or Cost of
Goods Sold

Interest Expense Schedule of loan amortization

3.30 TheDOE Assstant should be able to establish that the items of expense are

reasonable and are within acceptable limits.

Revenues

3.31 Thebasisfor computing revenues should be indicated in projected statements.

Itis hdpful to present revenues in the following manner:

Year 1 Year 2 Year 3 & After

No. of Households in coverage
area

Target no. of households

Consumption per household




3.32

3.33

Total Projected Demand

Plant Capacity

% Capacity Utilization

Sdling Price per kilowett

Totd Revenue

The projection on revenue should be related to the marketing strategy, which is
discussed in the marketing assessment.

Suggested Format of projected financid statement as well as supporting
schedules are included in Annex “F’ which is an dectronic worksheet.

Projected Cash Flow

3.34

3.35

3.36

3.37

Projected Cash Flow reflects the sources and uses of cash for the project. For
the firgt two years of operations, Projected Cash Flow is usudly prepared on a
monthly basis to detect months where shortage in cash can possibly occur. In
subsequent years, yearly cash flow projections are sufficient.

It is hepful to seethat temporary need for cash are supported by cash generated
from existing operations.

Projected cash flow reflects whether the project isin a postion to generate cash
to be able to service a pecific loan amortization. With provisons for deviation
included, Cash Flow Projection becomes the basis for a decison as to whether
to lengthen or to shorten the grace period for the payment of aloan. Itisaso an
indication of the capability of the project to effect payment of dividends.

Suggested format for Projected Cash Flow isincluded in Annex “F’. Such
format facilitates the computation of FIRR, Payback period, Break even point
and such other performance ratios on projects.

Pr oj ected Balance Sheet

3.38

3.39

Projected Baance Sheet shows the financiad position of the project. It shows
the gradud build up of equity position and the declinein the leve of long term
lighilities

The Projected Income Statement and Projected Cash Flow are tied to the
Projected Balance Sheet.  For example, the projected level of Account
Receivableis related to Sales and the policy on giving credit. Theleve of
inventoriesis related to the projected level of Cost of Goods Sold and the level
of inventory in which the entity finds it comfortable.

3.40 Suggested format for Projected Balance Sheet isincluded in Annex “F



Perfor mance Assessment
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342

3.43

3.44

Three Stuations should be presented 1) projections without the project, thet is,
expected performance of existing operation 2) Projections on the project, that is,
the expangion project as a stland-aone and 3) combined projections on exiging
and expansion. Such an exercise is necessary to enhance the comfort zone of
the Bank Account Officer in endorsing the proposed |oan for management
approval.

It is hepful to place the figures in the projected financid satementsinto a
worksheet. Thiswill dlow for vertical and horizontal comparison of figures
and comparison with projects of smilar nature. If the project is an expangon of
an exiging business operation, the spreadsheet on the projection can be
compared with the spreadsheet on historical operations as bass for determining
consgstency of assumptions.

Performance measures are Financid Interna Rate of Return (FIRR), Net

Present Vdue (NPV) of projects, Payback Period and Break Even Point (BEP).
These performance are discussed in Annex “F’, an dectronic copy of which is
aso attached.

In doing sengtivity analyses of project, revenues are adjusted downward and
costs adjusted upward to determine the capacity of the project to absorb results
of negative events in the environment.

MARKETING ASSESSMENT

3.45

3.46

3.47

Marketing assessment describes the target market in terms of capacity to pay for
the service both for the present and foreseegble future. In describing the future
movement of demand, it should identify the basis why demand is expected to
improve at agiven percentage within the foreseeable future.

It should identify the barriers in the marketing of services that include direct and
generic competition, culture, and hesitancy for the use of the product and such
other congtraints.

To address these barriersis a marketing strategy. Strategy covers such areas
like pricing, promotion, packaging and product delivery. Along with this
Srategy is a proposed marketing budget to assure the implementation of the
drategy.

ORGANIZATION AND MANAGEMENT

3.48

People run organizations and it is for this reason that the proponent must posses
the credibility necessary to run the project asabusiness. Credibility means that



3.49

3.50

the proponents, the lenders and prospective investors have the confidence that
proponent can deliver hisher end in the commitments.

In examining the organization structure of the proponent, the DOE Assgtant
should examine the tasks and sub-tasks in running the project as a business
enterprise. Examination of the resume of key officers submitted, may reved
weak point that require appropriate recommendations from the DOE Assistant.

In the assessment of the organization, the following should be looked into:
a. Company Background
1) Brief Higtory of the Company
2) Pertinent Detalls on its operations
3) Other information on the company's operations (i.e. market, product
lines, etc.)
Include in this section a brief chronologicd account of how the
busness garted and how it grew to what it is now. Detals on
operations should cover the scope of market, whether internationd,
locd or covers a certain region; as to what portion of production
output is done in house and what portion by sub-cons, extent of
utilization of production capacity.

b. ProductgService - Include peso amount and the percentage of contribution to
tota revenue of the main product/services and secondary product/services

c. Ownership Structure - Indicate if proponent is a sole proprietor, partnership
or corporation or cooperative. If corporation, indicate whether it is a
domestic corporation or a fully owned subsidiary of a foreign corporation. If
the proponent is a joint venture (JV) company, indicate the parties in the V
aswdl asther role and the advantages they can bring into the arrangement.

d. Equity Paticipaion - Indicate the authorized capitdization, the number of
shares and the par vdue per share. Lig in tabular form the names of the
stockholders, their citizenship, the amount subscribed and the amount paid
by each and ther share to total paid up. This section will tel whether
proponent quaifies under the minimum ownership by Flipinos in the
corporation.

e. Management/Officers

1) Board of Directors

2) Key OfficersPersonnd - The Management Team, usudly
composed or controlled by the controlling stockholder/s, is the prime
mover of the busness organization. Its outlook, plans, attitudes,
beiefs and dyle of handling human, financid and other resources
shape the culture of the organization and it has much to do with the
continued success or the decadence of the organization. Look into
the quality and depth of the management team because this is where



Character of the borrower, which is the firs C of Credit, will be

judged.
3) Monitor presence of the following in the proponent:
Adequacy of interna control systems
Degree of professondization of managers
Adequecy of their training
Management cdliber, depth and succession plans
Credit record and integrity of principa officers

Management and/or ownership changes and therr effect on the

business

f. Rdated busness/interest - Include information on the other businesses and
sources of income of the proponents. These are looked upon as secondary

sources of cash for servicing obligations.

g. Pant and Fadilities - Include a brief description of the facilities and indicate
if water, power and transport fadlities are available. Indicate the estimated
production capecity and the extent of its utilizetion. Indicate the number of

employees.

RISKSKEY SUCCESS FACTORS

351

3.52

3.53

354

The strengths and weaknesses of a proponent should be andlyzed in relaion to
industry conditions, competition, labor Stuations, government regulations
affecting the business and palitical and economic climate.

There are dways risks involved in pursuing the expansion project and these should
be identified. Identify potentia risks that may adversdly affect the project and why
you think the proponent has the capability to weether off these risk and remain
viable. Discuss the factors that adversaly affected the proponent in the past, how it
managed to survive the advergties and stayed viable. Mention the strengths of the
proponent like existence of a captive market, stable raw materia source,
investment incentives, favorable laws, market share dominance, etc. Mention so
other factors, which have postive impact on company's operations.

Risks in Busnessindude the fallowing:

a. Depreciation of the Peso againg other currencies— If there is peso
depreciation, peso denominated ligbilities may bloat

b. Succession Issues— The project may discontinue if the key proponent dies
or becomes incapacitated

c. Failureto reach target revenues — Proponent may have difficulty of paying
amortization if volume targets are not reached.

Business risks are often raised in the discussons among lending authorities. As
such, it is necessary to address these business risks outright by discussing
options of the company should the anticipated risks occurs. For example, on the
issue of Peso Depreciation, the proponent may opt to book peso denominated



loansto avoid said risk. With respect to succession issues, there should be a
line up of possible successors just in case the key proponent dies.

COLLATERALS

3.55 Cadllaterds and guarantees serve as "fal back” if projected earnings and cash flow
fal below expectations to support repayment commitments of the proponent. A
collatera is defined as money or property put up by a proponent/borrower to back
up aloan. In case of default, the collateral may be liquidated to pay off the loan.
Term loans should be structured such that cash for the loan repayment is generated
from the business and that it is not depending on the liquidation of collaterd.

3.56 There aretwo types of collaterd: the primary and the secondary collateral. A
collaterd isprimary if thereis aspecific st of cash, near cash items and hard
assets identified to cover for whatever exposure that the bank hasin the
proponent/borrower; a collatera is secondary if thereisnone. A primary collatera
can be given avauation while a secondary collaterad cannot be given a vauation.

The common forms of primary collaterd are asfollows:

a. Red Egate Mortgage (REM) - a piece of read estate property covered by a
Title including existing and proposed improvements thereon is as security for
the payment of a loan. Red estate assets other than the dte of the project
being financed may be used as collaterd. Untitled property or pieces of Red
Edtate covered by Tax Declaration only are not acceptable ac collateral. Red
edae asst in the name of a third paty may be acceptable as collatera
provided that the registered owner is the signatory of the REM. Specia Power
of Attorney (SPA) issued by the registered owner dlowing the borrower to
mortgage the real edtate assets in not acceptable because of a high incidence of
fraud in the issuance of the SPA.

b. Chattd Mortgage (CM) - machinery, equipment and/or persond property are
used as security for aloan.

c. Hold-out on Deposts - a specific amount of Saving or time depost is being
held by the back as collateral under as Deed of Assgnment. Like in the case
of REM, the depostor may not be the same as the proponent/borrower, in
which case the depositor should Sgn the deed of assgnment.

d. Mortgage Trust Indenture - the bank is given a Cetificate of Participation
indicating issued by a trustee who was appointed custodian to a property of
enormous vaue. The cetificate indicates the extent or percentage of the
property, which secure the loan of the bank. This type of collaerd is
encountered where the loan given to a proponent/borrower is syndicated or
where more than one bank have loaned money to the proponent using same
collaterdl.

Thefollowing are secondary collaterdl:



3.57

3.58

3.59

3.60

a. Joint and Severd Signatures (JSS) or Suretyship — Under a JSS or Suretyship,
the surety (dgnaory of the JSS document) binds hinvhersdf solidarily with
the principal debtor and there is a JSS in dmog dl loan contracts.  If the
borrower is a corporation, the JSS encumbers the personal assets of the surety
to the ligbilities of the corporation. In JSS, the surety is not lidble unless and
until the principa proponent/borrower is held lidble A number on
conventions on JSS are as follows:

- if the proprietor/proponent/borrower is the husband, the wife executes a

JSS & vice-versa A third party other than the spouse may aso execute a
JSS;

- if tr’1e proponent/borrower is a corporation, the principa directors and
stockholders execute the JISS

b. Cross Guaranty - a person or corporation guarantees the loan of another that

likewise guarantees the loan of the former.

c. Negative Pledge - an undertaking of the proponent/borrower not to mortgage,

encumber, transfer or dispose of his fixed assets without the consent of the
Bank. This is usudly encountered where the proponent/borrower is prime

and has a good track record

A proponent cannot borrow to the extent of full market value of assets submitted
ascollatera. The banks use the terminology “Appraised Vadue' and “Loan Vaue.

Appraised Vaueisthe vauation given by abank on specific assets. In the case
of land, vauation given is usudly based on the averages of zond vaue, last
sdestransaction of apiece of land that is near the property and the market value
as quoted by redl estate agents. The value may be increased because of the
location or may not be given any vaue at al because of the absence of aright of
way. If theland isagriculturd, the maximum vaue is the price given by DAR

for such property. Vauation islikewise given to improvements introduced on
the land.

If the proposed collaterd is equipment, the vaue given is the estimated
replacement cost of the equipment net of depreciation; if the equipment is new, it
IS based on the purchase price of the equipment.

“Loan Vdug’ isthe amount of loan that that the proponent/borrower can obtain

from the bank which is a percentage of the Appraised Vaue. Loan Vaue schedule
isasfollows:

Collaterd Loan Vdue
Land 60%
Building and Land Improvements 60%
Chattels 50%
Deposit Hold-Out 100%

Collatera can be vauable in term lending, but relying on it asthe main
judtification of support is not theright attitude. Higtorica performance is il the



best gauge in viewing the proponent’ s ability to service future debts. It is essentid
to look into the ability of the proponent/borrower to repay from the earnings
generated in the norma course of the business.

3.61 Where the proponent isa start up, there is no business history to indicate what
their future earnings power will be. Projections may be agood indicator but
should be substantiated by eva uation of market, management, technica matters,
etc. Collatera becomesimportant consderation.

3.62 Incaseof guaranteg, it isgood psychologica help but does not automatically
enaure that the guarantor will immediately repay a debt or that the lender will have
access to the assats of the guarantor without strong legd action.

3.63 The DOE Assigtant should be able to advise proponent of unacceptable collatera
thet include:
a. Collatera previoudy mortgaged to another bank. Second mortgages are not
acceptable
b. Red edtae assets without right of way
C. Red edate assets with lis pendense, adverse clam and other limitations
annotated at the back of thetitle

SECOND WAY OUT

3.64 Risk of lower than expected leve of performanceis dways present and it would
enhance the comfort zone of the bank if the other sources of payment short of
disposing assets can be identified.

3.65 The presence of collaterd mitigates the risk and increases the comfort zone of a
bank with respect to collecting its exposure into the proponent/borrower

PRICING

3.66 The Coststhat should be considered by the Proponent/borrower consists of the

following:

a. Interest ontheloan

b. Service Fee whichisafee collected by the bank per transaction. The
amount is supposed to reimburse the bank of its cost in processing the
transaction

c. Handling fee, which represents the cost of the bank evauating the [oan
transaction. Handling fee is aone-time expense and is usudly 1% of
approved loan amount

d. Commitment Fee— Thisisafeefor theinahility of the proponent/borrower
to draw on the approved loan within the drawdown period as defined under
the loan agreement. By imposing a commitment fee, the bank is recovering
the opportunity cost from dlotting funds to service the loan drawdown.
Commitment Feeisusudly 1% or lower per anum based on the undrawn
baance of the loan.



e. Documentary Stamp Tax (DST) — This paid to the Government. Amount
paid, which is usudly deducted from the proceeds of loan is P0.20 per
P300.00 value indicated in the document. Loan agreements and promissory
notes are subject to DST.

f. Penaty Charge— The amount collected by the bank if borrower cannot
promptly pay |oan amortization schedule.

3.67 Thelnterest rate of aloan depends on a number of factors. The primary
determinant of interest rate is the Interest rate on Treasury billg(T-Bills).

Interest rate on T-Bills becomes the base rate as it is the type of investment that

banks would opt if they decide not to lend their money. As such, quotations on

interest rate are usudly stated in “91-day T-BillsRateplus % spread” at
thetime of avallment. Theinterest rate isusualy adjusted or “repriced” every

90 days to take into consideration of the changing cost of money to the banks.

T-Billsrate is published in the newspapers.

3.68 The other benchmark used by banksisthe “Prime Rate’ or the best rate that it
can giveto its best proponents. Prime Rate is a market established rate and may
be higher or lower than the T-Billsrate. Some banks publish their prime rates
in the newspapers.

3.69 The“plus__ % spread’ isafactor that takes into consideration the following:

a. BusnessRisk - Thisistherisk thet the loan will not be repaid in full with
interest within the time frame agreed upon. The higher the percelved risk,
the higher isthe spread of the bank.

b. Thelevd of compensating business- If the proponent has other business
dedls with the bank, the Situation may merit for the scaling down of the
soread. Likewise, presence of substantid amount of deposit will merit a
reduction of the spread of the bank.

c. Potentid changein the cogt of fundsin the future. Thisis especidly
important when interest rates are fixed.

d. Fnancid risk - Thisisthe risk that Ioan funds will be tied up and not be
available as other opportunities present themselves to the bank (opportunity
l0ss).

e. Demand Deposits - those deposits that each |oan will bring to the bank or
each |oan will retain for the bank (free baances after activity charges).

f. Time Deposgits - while these may have some influence, if the bank is paying
amarket rate, then time deposits add little in compensation for afavorable
rate

g. Competition - those rates that are actudly available from other lenders.

h. Timing of interest payment - whether discounted, paid at maturity, paid
monthly or paid quarterly, etc.

SOCIO-ECONOMIC, ENVIRONMENTAL & OTHER ISSUES



3.70 Presence of socio-economic impact helpsjudtify a project adthough it could not
serve asaprimary judification. Possible multiplier effect of the project should
be described in quditative terms

3.71 On account of the growing environmenta awareness, banks now require that
projects obtain an environmenta clearance certificate (ECC) from DENR. If
the ECC is yet to be obtained, the status of getting the ECC should be
mentioned in the study.

3.72 Peace and Order — Where the project is placed in remote areas, statement on the
peace and order problem should be made in the studies such that the bank
account officers and the passive investors would not be guessing of the status.

AMENDMENTS TO THE GUIDELINES

4.0 The provisons of the foregoing guiddines shal be amended, updated or revised or
additiond provisions shdl be incorporated to take into congderation changing
redities of NRE asan industry. The foregoing set of guiddines wasiinitidly
prepared in April 2001.



PROPOSED PROJECT EVALUATION SHEET

1. Proponent Name 2. Address

3. Brief Description of Project

3. Project Cost 4. Project Funding
Land Equity of Proponent
Improvements Equity of other investors
Equipment Grants
Pre-Operating Cost Loans
Working Capital Total
Total
5. Concerns for the Project Proposal as presented (Please be specific) 6. Proposed Actions: (Please be specific)
a. a.
b. b.
C. C.

7. Schedule of consultation meeting with proponent 8. Completion Report: Proponent has successfully hurdled the pre-qualifications for loan
and for the raising of equity from other investors. The project may now be submitted to
the Bank for purposes of obtaining loan or to a group of potential investor for the
possible infusion of additional equity.

Signed: DOE Assistant
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DETAILED PROJECT ASSESSMENT

1. Financials
Historical Financial Performance

Financial Highlights - Historical Performance:
(Amount in Million Pesos)

2000 1999

1998

1997

1996

Gross Revenues

Net Operating Income

Interest Expense

Net Income After Tax

Total Assets

Total Fixed Assets

Total Current Assets

Total Liabilities

Total Current Liabilities

Total Long Term Liabilities

Net Equity

Debt/Equity Ratio

Current Ratio

Interest Expense Coverage

Debt Service Coverage

Net Income/Net Worth (%)

Comments and Recommendations:
1.
2.

Projected Financial Performance

Financial Highlights of Projected Financial Statement on Proposed Project

(Only Incremental effect of Proposed Project is Reflected)
(Amount in Million Pesos)

Year 1 Year 2

Year 3

Year 4

Ave. Yr. 5
& beyond

Gross Revenues

Net Operating Income

Interest Expense

Net Income After Tax

Total Assets

Total Fixed Assets

Total Current Assets
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Total Liabilities

Total Current Liabilities

Total Long Term Liabilities

Net Equity

Debt/Equity Ratio

Current Ratio

Interest Expense Coverage

Debt Service Coverage

On Proposed Project

Project Cost

Equity Component Amount; Percent:
Loan Component Amount: Percent:
FIRR Based on Proj. Cost: Based on Equity:

NPV at % (cost of Money)

Based on Proj. Cost:

Based on Equity:

Break Even Point

Peso:

Volume:

Payback Period

Comments and Recommendations:

1.
2.

2. Technical
a. Validation of Costs:

b. Validation of the technical assumptions:

C.

3. Credit Record

4. Marketing

Organization and Management

Risk in the Credit Transaction
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7. Second Way out

8. Pricing

9. SOCIAL, ENVIRONMENTAL AND OTHER CONSIDERATIONS



ANNEX “C”
THE PROJECT EVALUATION PROCESS

The project evaluation process is both a screening process and a matching process. It
is a screening process because by understanding the business of the borrower and its
basic fundamentals, as an evaluator, you have to decide whether to recommend the
request for credit facility or to deny the request.

It is a matching process because after validating that the client is qualified to obtain the
credit facility requested and really needs a credit facility, you have match the following
elements:

1. The amount of the loan matches with the amount needed after taking into
consideration the equity share of the client;

2. The loan tenor and repayment matches with the amount and characteristics of the
cash flows;

3. The conditions required of the client is commensurate to the level of exposure of the
Bank into the client and

4. The conditions required of the client can cover the bank against perceived credit risk
and are commensurate to the level of perceived risk.

Bulk of the process is meant to identify and assess the nature and extent of risk at all
phases of the borrower’'s business. If possible revenues are cited in the report of
recommendation, the revenue estimate serves only as an additional justification but not
the pivot point of the recommendation. No amount of potential revenues can justify for
an undue level of risk exposure because it has been proven that you can never recover
your loss in principal from your earnings in interest.

The model for evaluation is marked as Annex B. The foregoing discussions will revolve
around the various elements contained in the annex.

BASIS FOR GRANTING CREDIT

Although there are an established set of Project Criteria, the project proponent, in most
cases, relies much on the judgment of the evaluator on the individual elements of the
business and how each element complement each other to form a total business
picture. He has to make a judgment on the individual components of the client’'s
business. He has to help identify weakness of project proposals such that these can be
corrected before the project is presented to the banks and potential investors for
funding. A complete and properly presented project proposal facilitates the decision of
the Banks and investors with respect to request for funding.
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Analysis and evaluation involves the following process:

1. Break down the borrowing entity into its business functional components and
assess its strengths and weaknesses in each of the components. This is
referred to as the "Analysis" phase.

2. Determine environmental threats and opportunities and make an assessment as
to how can the business entity effectively capitalize on the opportunities and/or
weather the threat. This is referred to as the "Interpretation” phase.

3. Make a credit judgment. This is the "Decision” phase.

When analyzing a project, compare attributes of an entity against a set of attributes that
the borrower should possess to be bankable. These predetermined attributes or
standards are found in industry norms and from many other sources. Generally, however,
there is a list of characteristics of a good borrower and these are:

1. The basic fundamentals of the business indicate that it is sound

2. There is a stable business environment and the business can absorb predictable
fluctuations

3. There are no legal constraints with respect to the purpose of the loan and on the

continued operation of the business.
What Analysis is all about
Evaluation is a set of predetermined steps performed by an account officer to

determine the bankability of a borrower and the project or activity that entity wants to
finance. In analysis, we want to:

1. Assess the risks involved in giving a loan to a particular borrower;

2. Estimate possible income that can be derived from the loan relationship and

3. Determine the conditions that the borrower ought to comply to mitigate the risks
involved.

4. Attributes of the borrower meet the benchmark or the minimum criteria

acceptable to the Bank.

The obvious focus of evaluation is Credit risk or the possibility that the borrower will not
be able to liquidate the obligation, principal and accrued interest thereon, in the due
course of the business. Sources of Credit Risk, which are the focal point of analysis,
are the following:

1. Business condition: This may be a possible downward trend in demand, interest
and foreign exchange (forex) fluctuations, and other environmental and economic
shifts that may adversely affect the client's viability or competitive position.

2. Financial Condition: The capacity of the firm to remain viable given the present
level of liabilities as well as the capacity of the company to absorb a higher level
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of liabilities.

3. Management capability: The capacity of existing management to manage the
company viably, to cope with existing and potential problems, for the continuity of
viable operations and the capacity of the company to attract new talents.

4, Credit record: This is concerned with the repayment history of the company, level
of availments on existing credit facility and the propensity to be in default if there
are business shocks.

5. Purpose of financing: Part of the task of a Bank is providing advisory services to

a client. The bank should know the real purpose of financing such that the AO
can give the appropriate credit product and so that loan terms and conditions are
appropriate for the circumstances of the client.

The above elements are discussed in the guidelines and in the other annexes.

LOAN TERMS AND CONDITIONS

The DOE Assistant should be aware that loan terms and conditions are meant as
hedge of the bank against possible events, which may increase credit risks.
They are imposed and should be observed by client because they serve as self-
policing mechanism for the account relationship. They are formulated in
consultation with the proponent since the proponent will be obliged to comply with
the conditions. The consultation will reveal if:

0 all conditions are acceptable
0 some conditions are not practical and could not be implemented

Terms and conditions usually cover the following areas:

Tenor

Pricing & fund sourcing

Availment/Drawdown schedule

mode of payment

miscellaneous conditions - insurance, commitment as to foreign
currency transaction coursed through the bank and ADB on
deposits

O O0OO0OO0Oo

A list of standard terms and conditions imposed on all loan accommodations,
where applicable, are enumerated below:

1. Loans are subject to periodic review by the bank and the bank has the
discretion to refuse further loan drawdown in cases of violation of the loan
covenants.
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The Bank is held free and harmless from any and all consequences as a
result of inability to make funds available.

Insurable collateral shall be insured for full-appraised value with an
insurance company accredited by the Bank.

Credit extension is subject to presentation of proof that all taxes due on
collateral are updated.

The registered owner/s of the collateral, if other than the borrower, shall
sign on the mortgage contract as third party mortgagor/s.

Collateral mortgage must be registered.

All collateral must be free from all liens and encumbrances, prior to loan
release.

Unless otherwise specified, rates refer to prevailing and negotiable rates.

The borrower should maintain an ADB of deposits to meet the minimum
ARE/APR required.



COMPANY
INCOME STATEMENT

Net Sales

Cost of Goods Sold

Gross Profit

Operating Expenses

Income (Loss from Operations)

Other Income (Charges)
Interest

Net Income before Tax

Less: Tax Provision

Net Income (Loss) After Tax

RATIOS

PROFITABILITY RATIOS
NIAT/Sales
NIAT/Total Assets
NIAT/Net St. Equity
NIAT/Fixed Assets
NIBIT/Interest Expense
Gross Profit Margin
LIQUIDITY RATIOS
Current Ratio
Quick Assets Ratio
Receivable Turnover
Inventory Turnover
No. of Days Receivables
No. of Days Inventory
SOLVENCY RATIO
Debt/Equity Ratio
Debt
Equity

AUDITED VERTICAL ANALYSIS HORIZONTAL ANALYSIS

2000 [ 1999 | 1998 1997 1996 2000 1999 1998 [ 1997 | 1996 2000-99 | 1999-98 | 1998-97 | 1997-96
1,000 1,000 1,000 1,000 1,000  100.00%  100.00%  100.00%  100.00%  100.00% 0.00% 0.00% 0.00% 0.00%
600 600 600 600 600 60.00% 60.00% 60.00% 60.00% 60.00% 0.00% 0.00% 0.00% 0.00%
400 400 400 400 400 40.00% 40.00% 40.00% 40.00% 40.00% 0.00% 0.00% 0.00% 0.00%
120 120 120 120 120 12.00% 12.00% 12.00% 12.00% 12.00% 0.00% 0.00% 0.00% 0.00%
280 280 280 280 280 28.00% 28.00% 28.00% 28.00% 28.00% 0.00% 0.00% 0.00% 0.00%
100 100 100 100 100 10.00% 10.00% 10.00% 10.00% 10.00% 0.00% 0.00% 0.00% 0.00%
180 180 180 180 180 18.00% 18.00% 18.00% 18.00% 18.00% 0.00% 0.00% 0.00% 0.00%
58 58 58 58 58 5.76% 5.76% 5.76% 5.76% 5.76% 0.00% 0.00% 0.00% 0.00%
122 122 122 122 122 12.24% 12.24% 12.24% 12.24% 12.24% 0.00% 0.00% 0.00% 0.00%
12.24% 12.24% 12.24% 12.24% 12.24%

13.45% 13.45% 13.45% 13.45% 13.45%

61.20% 61.20% 61.20% 61.20% 61.20%

24.48% 24.48% 24.48% 24.48% 24.48%

280.00%  280.00%  280.00%  280.00%  280.00%

40.00% 40.00% 40.00% 40.00% 40.00%

3.636 3.636 3.636 3.636 3.636

1.818 1.818 1.818 1.818 1.818

10.000 10.000 10.000 10.000 10.000

10.000 10.000 10.000 10.000 10.000

36.000 36.000 36.000 36.000 36.000

36.000 36.000 36.000 36.000 36.000

78%
22%

78%
22%

78%
22%

78%
22%

78%
22%




ANNEX “E”
GUIDELINESIN FINANCIAL STATEMENTS ANALYSS

The Financid Statements of a business entity. Financid Statements, epecidly if audited by a reputable
Certified Public Accountant, can sy much about the company. 1t can be an indicator of how successful
is its management in running the business and subsequently, the risks thet the bank expects to assume if
the decison isto give a credit fadility to the business entity.

DISCUSSION FRAMEWORK

The discusson on the subject matiter of Finendd Andyss shdl be asfollows

1. The Spread Sheet, various ratios and explanations thereof

2. Usefulness of finendd datement andyssand

3. Underganding the financid Satements - This section is intended for readers who do not have
any accounting background

Fnandd Statement Analyssis one of the mogt important it focuses on the statement which summarizes

in financid terms the status of the business entity as of a given date and its operating performance over a

given period usudly one year. Through an andlyss of Financid Statements over three years or more,

assessment can be made on the following:

1. If the dlient's financd performance can judify for the granting of a credit accommodation and
meets the standard requirements of the bank

2. To determine how much the dient needs and how much the bank is comfortable in giving and

3. If the higtorical performance of the client can support what he daims he can accomplish.

THE FINANCIAL SPREADSHEET

The financid atements are attached to a credit proposal as supporting documents. Thereis, however,
a sepaate sheet that presents the contents of the financid statements in a predefined and condensed
format; this is referred to as "Spread Sheet". The text of the credit fadilities proposa indude an
interpretation of the Account Officer of what the ratios try to tell the Credit Decison makers especidly
in aress critical to the decison.

SPREADSHEET

To efectivdy andyze finandd datements we have to amplify or reduce the data into to more
underdandableterms. Financid datement figures are meaningless; they are mere summaries of what the
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books of accounts show at the end of the year. We have to organize the data to make them more
meaningful such that we can draw condusions from the figures

We can derive meaning in finanda datement figures if we can rdae or compare pedific items
with other items or group of itemsin the finandd satements. By rdding, for example, Net Income and
Sdes or Net Income and Capitd within the same year as againg those of previous years, we can
deduce condusions as to what is happening with the profitability of the enterprise.

To fadlitate the process of andyss, bankers designed an eectronic worksheet written in Lotus
123 or Excd forma. The worksheet is more popularly known as "Spread Sheet.” If the Account
Officer fills up the rdevant worksheet cdlls, the ratios are automaticaly computed. This relieves the
Account Officer of the tedious process of computing and proving computations, thus dlowing him/her to
focus higher efforts to more important items that indude andyss, interpretation, confirmation of
information and other tasks.

The goreadshedt presents the financid Satements of an entity in a condensed format over a
period of three years. Through smplification and rearrangement of the accounts in the financid
datements, accounting data become concise, informative and focused on those eement that a credit
decison maker want to look into in assessing. It contains the income statement, the balance sheet and
the cash flow presented in the prescribed format as well as the various rations and percentages.
PLERIMINARY PROCEDURES

Before entering the items in the financid Statements into the soreedshedt, there is a need to
asess the satements taking note of the following:

1. The Auditor/s - The Cetified public Accountant expressng an opinion on the financd
datements must be reputable if the Bank is congdering a loan of substantia amount to the
prospecti ve borrower.

2. Audit Report - Auditor's opinion should be "unqudified’ or "dean”. Explanatory notations and
supplementary information should be analyzed thoroughly.

3. If presentation is complicated or are yearly comparison is not possible because or changein
accounting trestment, recest the Financia Statement by:

a Combining smilar items - This will reduce the number of items for sudy and will dlow
you to focus on the important ones.

b. Classfying and aranging the itemsin the formet of the spread sheet.
4, Round off each account as awhole number representing thousands or millions.

In addition, it is hepful to vist the company's head office to have an idea on the following:

Panr ?
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1. Manner in which prospective dient maintains its books of accounts

2. How wide is the variance between the recorded asset vaues and the possible liquidation vaues
of the assetsand

3. Are there posshilities that the figures in the financid satements, especidly assat and revenue
acoounts, manipulated upward or downward?

RATIOS & PERCENTAGES
HORIZONTAL PERCENTAGES

Our primary concern as Acocount Officer is to determine the ability of an entity to service its obligation.
This information cannot be derived directly but can be gleaned from historica trend of net earnings, the
higorica replacement and/or build up of fixed assts, and the historica trend in the reinvesment or
ploughing back of current earnings back into operations.

To the Account Officer, the redl Vaue of the assats is not its book vaue but the earning power
that it inuresto the business. The red vadue to a going concern of assets such as inventories, plant and
equipment and prepaid expense depend on the amount redized on them in the course of future
operations. If the account officer is evaudting for ashort term credit, he looks & the higtorical earnings
on ayear to year bassto determineif the operating earnings can cover for the interest expense on new
or additiond credit accommodation and the level of his margin of safety. Although it is assumed thet
sarvicing of the principa takes place within the norma economic cyde, the AO mugt look into trends of
ast build up because there may be indications of an unsound financid practice such as

1 Using working capita to finance capitd equipment acquidtion

2. Beang liberd with sdes on account to get more sdes but a the risk of difficulty in
collecting the receivables

3. Over-investment in certain assat accounts like inventories

If, on the other hand, the AO is evauating for a medium to long term loan to finance cepitd
expenditures, the loan gpplicant has to submit financid projections in addition to higoricd financid
datements. We have to evduate financd projections because we want to determine the vadue that we
aretrying to finance in terms of future earnings and not the resde vdue of the cepitd asset. Asst vaue
depends primarily on future earnings of the assets and not on its liquidation value as of Satement date.

We place heavy emphadis on higtorica performance in vaidating financid projections because
future earnings has a high correlaion with

Pane R
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1 Thehidoricd leve of earningsin previous years

2. Thelevd of asst build up as a result of income reinvestment and infusion of additiona
equity and

3. The trugt of the owners in the enterprise as evidenced by additiond equity infuson and
continuing renvestmentsin income.

By andlyzing specific items or groupings in the financid satements in previous years, the account officer
can find hints as to whether or not the enterprise growing and performing well and will continue to do
0.

VERTICAL PERCENTAGES

In vertica percentages, the sgnificance of an account to the totdlity is looked upon. For the
Baance sheet for example, the rdationship of cash and other individua baance sheet accounts to totd
assets is being looked into over the three year span.  For the income statement, the individud items of
expenses and other income accounts are related to the Net Sdesfigure

THE FINANCIAL RATIOS

The rdationship of one financid gatement item to another expressed in amathematicd format is
cdled afinancid ratio or ratio for short. It isimportant to supplement absolute data with ratios in order
to establish relationships between rdaed items.

A ratio by itsdf is meaningless and does not depict any financid picture unless there is a bags
for comparison. Ratios derived from the finendid statements of an entity may be compared with

1 Those of previous yearsto detect trends

2. Industry averages and with those of dosest compdtitors to determine relative
performance and

3. Mentd picture based on accumulated experience of the Account Officer as to what the
ratios are of a hedlthy company.

4. Derivation by the Account Officer from formdized busness plan of wha the
management of the firm believesto be an ided finandid picture of a hedlthy company.

It is ided tha firm's ratios should be compared with those of the indusry and with the dosedt
competitors. Available industry data and competitor satements, however, are two years ddayed and
that they have little rdlevance to decison meking. It isfor this reason that the experience and training of
the account officer count alot in the decison making process.
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When correctly chosen and properly interpreted, ratios serve as guide in determining the
solvency, adequacy of earning power, and the rddive efficiency of the management operaions of a
firm. Ratios provide a common denominator for comparing the operations of one firm to ancther, or the
performance of one firm to that of the industry asawhole.

PRINCIPLES OF RATIO ANALYSS

1. Objectives of finandd andyds - Fadlitation of finandd satement interpretation by reducing the
large numbers of finendd satement itemsto smdler st of ratios  Ratios are symptoms of firm's
economic condition intended to guide the andy4 in hisfinandd invedigation.

2. Ratio formation - There are 3 types of ratio relationship

a Reatio should rdate matching components such as earnings to invesments base. Test for
meatching is whether an economic relationship exigs between the two vaues

b. Ratios should be formed only from éements based on common vaues

C. Ratios should be formed only if the functions are functiondly rdlaed, thet is if they vary
in some definable manner.

3. Retio Interpretation

a The good-bad ratio interpretation and

b. The comparison with industry Sandard averages or the indugtry centrd
tendency. Cautionsin usng dandards are:

1

2.

Isthe industry framework appropriate for the ratio andyss?

Why should the industry average be regarded as optimd target with which an
examined ration should be compared?

Should inferences be based on the absolute or rdative differences from
gandard?

Wha measure of central tendency - the mean, mode, median - should serve as
sandard;

Which indudiry is most gppropriate and what degree of homogenety should be
chosen.

Pane R
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PRESCRIBED RATIOS AND FIGURES

SOLVENCY

These sats of rations indicate the extent of contribution or financid sourcing by the owners
compared with that provided by outdde financiers or creditors. These ratios give a picture of the
busness borne by two man source of finandng - owners and creditors. If a larger part of the
contribution comes from the owners, the risks are borne mainly by them. If the owners raised mogt of
the funds from delat, the owners benefit or have the advantage of maintaining control of the busness with
limited exposure. This is otherwise known as "Trading on the Equity.” The advantage is more if the
earnings from the borrowed funds (return on invested borrowed money) are more than the price of
borrowings (interest).

Focus. Structure of finance source - debt & equity: fixed charges and earnings.
Ratios and figures prescribed by the spreadshest are asfollows:

Totd Net Worth

Tangible Net Worth

Debt:Equity Retio

Leverage
Long Term Leverage

Name of Ratio: Delt to Equity

Computation: Tota Debt / Net Worth

Sgnificance: Rdates the exposure of the creditors to that of the owners, normaly 100% is consdered
moderate. Creditors prefer low percentage while owners prefer high.

LIQUIDITY

Liquidity Ratios serve as indicators of how dfident is the management of afirm managing its working
capitd. Standards for efficent working cgpitd management are

1. The company can promptly pay current debts and maturing portions of long term obligetions;

2. There is auffident leve of working capitd to dlow for uninterrupted flow of operations and for
the implementation of a sound and baanced marketing Srategy
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3. There are no over-invesmentsin certain items like inventory and receivables that would result
into ahigh carrying cod.

LIQUIDITY RATIOS:

Purpose : To meesure the cgpablity of an entity to meet its currently maturing obligations and its
principa needsfor current operations.

Focus : Liquid resources, that is current assets, particularly cash, marketable securities and money
placements; recaivables, (net) inventory and prepaid expenses, and the current ligbilities.

Ratios and Figures prescribed by the soreadsheet are asfollows:

Net Working Capitd

Current Retio

Acid Tet Raio

Recaivables Turnover

Days Recavables Outsanding
Inventory Turnover

Average Days Sdes Inventory

Name of Ratio: Current Ratio or Working Capital Ratio or Banker's Ratio
Computation: Current Assets/ Current Liabilities

Sgnificance : It indicates the degree of safety with which short term credit may be extended to the firm
asit Sgnifies the ability or the ingbility of afirm to meet its currently maturing obligations using its current
resources. Likewisg, it gives an indication of the possble tolerable shrinkage in current resources
without threat to the clam of current creditors.

Rule of thumb: 2:1 meaning that for every peso of current debt, the firm has P2.00 current resources to
answer for the debt.

Name of Ratio: Acid-Test or Liquid Ratio

Computation : Acdid and near Cash items/ Current ligbilities
Acid Assats = Marketable securities, money market placements (short term) and the like.

Sgnificance This messures the immediate solvency. 1t measures more consarvatively how liquid the

Pane 7
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firm is by usng the mod liquid form of current assets and discarding the lessliquid items which are more
susceptible to loss or shrinkage before or upon cash converson.

Name of Ratio: Trade Receivables Turnover
Computation: Net Credit Sdes/ Average Trade Recevables

Sgnificance : Approximate the number of times recalvables have been collected during the period

Name of Ratio: Average Callection Period or No. of daysin receivable
Computation: 365/ Trade Recelvables Turnover
or Trade Receivablesx 365/ Net Credit Sales
or Trade Receivables/ Ave. Sdes per day
Sgnificance : Gives the number of days sdes remained uncollected or the number of days saes

receivables remained tied up, This can be used by trend or compared with industry and company's
credit terms.

Name of Ratio: Inventory Turnover
Computation: Cogt of Goods Sold / Average Inventory
Sgnificance : Indicates the activeness or movement of inventory. It gpproximeates the number of times

inventory has been moved that is sold and replaced during the period. The rate can be compared with
the industry norm, past experience and competitors.

Name of Ratio: Average Days per inventory turnover
Computation: 365/ Inventory turnover

Saonificance : Reflects the average age of inventory. Related ratios are asfollows:

PROFITABILITY
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PROFITABILITY RATIOS Reflects the earnings capacity of afirm by showing the tota revenue and
its digtribution to or absorption by various costs and expenses leaving findly the position available to the
investors.  It, likewise, gauges the worthiness and soundness of the invesment by determining the
returns on the rdlevant invested resources.

Net Income/Net Worth
Net Income/Net Sdes
As=t Turnover

Sdes Growth Rate

Net Income Growth Rate

Name of Ratio: Assets Turnover
Computation: Net Sdes/ Totd Assts
Sgnificance : Indicates low or high "Trading of Assats' - meaning the extent of revenue generated by

the total resources of the firm. Low raio means possible excessve invesment in idle assets or poor
revenue generation

USEFULNESS OF FINANCIAL STATEMENT ANALYSS

With Financid Statement Andysis as tool, one can study rdationships and trends to determine whether
or not the financid position and results of operations and the financid progress of the company are
acceptable to the bank to warrant a certain level of credit accommodation. Hisinterpretation should be
vdidated by the figures and rdaionships lifted from the soreadshedt.

Andyticd methods and techniques are used to ascertain or measure the relaionships among financia
datement items of a Sngle set of gatements and the changes that have taken place in these items as
reflected by successive financid Satements.

In finendd andyds we try to assess the financid srength of an entity. Financid drength refers to the
ability of abusnessto

1. meet the daims of creditors not only under current economic and business conditions but dso
under unfavorable situation that may occur in the future

2. take advantage of busness dedings or expandon that require internaly generated funds
externd funding, additiond equity infuson and favorable credit rating and

3. continue dividend and interest payments without interruption.
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Predictive capability of Finandd Stiatement Analysisis enhanced through the following:

1.

Time-Series (intra-firm Andyss) - It isto predict future values of ratios. The approach isto
search for sysematic patterns in the historic behavior of the series; knowledge of such patterns
can then be used in the prediction pattern. Assumption is thet the underlying process generating
the ratio seriesis Sable over time, i.e. the process continues to operate asit did in the pagt.

Cross-sectiond  (inter-firm) Andyss - To derive information needed for finencia decison by
comparing the investigated ratio with exogenous norms or dandards. Standard ratio techniques
use indusgtry-wide messures. Comparability is enhanced if thefirms:

Beong to the same industry

Areof dmilar 5ze

Use amilar accounting methods
Arelocated in the same geographicd region

o0 oW

Evidence regarding the firm-gze afects on rétio:

a Short-term liquidity ratios are rdated to Sze of firm in pogtive parabolic
manner. Tha is the rdaionship is podtive for amdler firms and negetive for
larger firms.

b. Long-term solvency are dso rdated to Sze of firm in a pogtive parabolic
manner

C. Capitd turnover rdios vary inversdy with 9ze of the firm

d. Profit margin ratios vary directly with Sze of the firm

e Return on invesments rations aso vary directly with the Sze of the firm.
Combination of Time-Series and Cross Section Andyd's, the Resdud Method:

Basc Premise - If the invedtigated variable (e.g. stock prices) is cross-sectiondly corrdated, its
vaiability can be decomposed into 2 parts, generd factors affecting dl firms and caused by
specific factors affecting only the firm under study.

CONCEPT OF HOMEQOSTASS, which means equilibium maintained by sdf-regulaory
mechanism, is amgor characteridic of dl living organiams.  If equilibrium is disturbed, forces
are st to motion to retore it.  The concept gpplies to business organizations. Optimd
Equilibrium rdaionship among various inputs and outputs are determined by organization and
efforts are made to maintain them in the face of digurbances  Equilibrium is derived from
economic optimdity criteria designed to enhance operdtiond efficiency. For any given levd of
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activity, there exigts optimd relationship between labor and capitd inputs, inventory and sdes,
cash and short term securities, debts and capitd inputs and so forth. Actud relationships among
inputs and outputs, which may deviate from the optimd ones, are presented in the firm's finencid
datements. Changes may result from:

a) Planned actions by management such asincreasein raio of short term securities to cash
induced by increase in market rates and

b) Unplanned changes resulting from unexpected events, such as change in the firm's
capita structure caused by generd decreasein stock prices.

Andyss s harizontd if the finendd statements for a number of years arereviewed. Andyssis
verticd if period covered is one date or for one accounting period.

Review of changes is important because they give an indication of the direction in which the
busness and its financid characteridtics are developing. They indicate direction of movement
with respect to financid pogition and operating results

UNDERSTANDING THE FINANCIAL STATEMENTS

BACKGROUND

To fully gopreciae financd andyss, one mugt have an in-depth understanding of the object of

andyds which are the financid satements. As a backgrounder, one should understand thefallowing:

1.

The Baance Sheet, Income Statement, Cash How Statement (or Statement in Changes in
Working Capitd), and Statement in Changes in Retained Eanings comprise the Financid

Statements of a busness entity. These datements are usudly prepared at the end of the year
such that the stakeholders of the company as well as the government regulatory authorities
would know how much profit the entity earned for the year as well as the financid satus of the
company as of the end of the year.

FHguresindicated in the Financid Statements are summaries of figures recorded in the Books of
Accounts. The Books of Accounts condds of the Generd Ledger and The Subsdiary
Ledgers The debit and credit components of each Business Transactions, expressed in terms
of Pesos, are recorded in the Books of Origind Entry and then into the Genera Ledger, usudly
a the end of the month. Every transaction recorded in the Books of Origind Entry islikewise
recorded in the Subsidiary ledgers such that the details of the transaction can be monitored.

The recording of the transactions in the Books of Accounts and the subsequent preparation of
the financid Satements are governed by a rule known as the Generdly Accepted Accounting
Principles or GAAP and by the Statement of Financid Accounting Standards.
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4. To assure the stakeholders and other potentia users that what is reflected in the financid
datements are accurate, the satements are subjected to an externd audit.  The auditors
examine the accuracy of the figures indicated in the satements as well as the records from which
the statements were prepared. The examination is based on accounting standards discussed in
No. 3.

AUDITED FINANCIAL STATEMENTS

We will focus our discusson on audited financid gatements which is the one submitted to us for
evadudion. Audited Finandd Statement conggs of the following:

The Auditor's Certificate

Baance Sheet

Income Statement

Statement of Sources and Uses of Funds and
Notesto Fnancid Staements

agkrwpnhE

AUDITORS CERTIFICATE

The catified public accounting firm is an independent entity that examines finandd Satements
prepared by the dclient and renders an informed opinion as to whether they farly present the dlient's
finencid condition. Since the accountant's opinion is relied on by awide variety of interested parties, he
can incur professond ligbility. The stlandard auditor's cartificate, written in letterform and addressed to
the board of directors of the examined company, is composed of two sections, ordinarily contained in

two paragraphs.

1. An indication of the scope of thework performed
2. A professond opinion as to whether the financid satements fairly present the dient's financia
condiition.

In the auditor's opinion is unqudified (dso cdled a dean catificate), it means to say that the
auditing firm has performed dl the tests necessary to perform a complete examination and has found
nothing materid in the presentation to which it takes exceptions.

If the auditor has reservations about a particular aspect of the dlient's financid statements, he
may issue a qudified cetificate. This has the effect of derting the reeder to some irregulaity in the
scope of the examination or the method of presentation and serves to modify the accountant's
professond liability concerning thet item. The catificate is dtered in two ways

1. A separate paragraph isincluded explaining the item(s) to which the auditor takes exception.
2. The phrase beginning with “subject to” or “except for" in the opinion paragraph to notify the
readers about the reservations of the auditor on the satements.
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There may be occasons when the terms of the engagement do not permit sufficient examination
to stidy the minimum requirements of "generaly accepted accounting principles’ or when the CPA
bdieves that management's financid statements do not present the company’s condition fairly. In this
cae the accountant will issue a disdlaimer letter indicating the objections he has to the presentation and
removing dl professond responghility to any reader who might take action basad on the datementsin
question.

In certain cases, the auditor is requested to merely assemble an unaudited financid atement in
the proper format for presentation to creditors or other interested parties. The auditor in this case issues
acompilation letter which gates tha his only responshility was to prepare the satements in acceptable
format from the client's books and records and no outsde verification was done.

If the accountant should follow-up on any irregularities that become apparent during the casud
examination of the supporting data and try to resolve them while preparing the satements, a review
letter accompanies the finished product (note that once again, the CPA plainly dtates that no formd
auditing procedure was performed).

THE BALANCE SHEET

The basic accounting Satement is Assets = Lidhilities + cgpitd.  This means that funds used to
acquire a company's assets came from two sources - capitd invested by the owners and debt owed to
the creditors. The balance sheet isanumerical representation of this equation.

The Bdance sheat reflects the financid condition of a busness a a paticular point in time
usudly the dose of the business day indicated by the date of the Satement. The Satement reflects the
bad ¢ accounting equation, which is

Assts = Liadilities + capitd

There are three mgor accounts in the Balance Sheet are assats, liabilities and capitd accounts.
Assts are resources or rights incontestable controlled by an entity at accounting dete thet is expected to
yield it future economic bendfits  Liabilities are obligations of an entity a the accounting date to meke
future transfers of assets or services (sometimes uncertain as to timing and amount) to other entities.
Capitd or Equity isthe resdud interest in the assets of an entity that remains after deducting its liabilities,
that isthe interest of the ownersin abusiness enterprise.

Amounts indicated therein represent remaining baances of the accounts after the adjuding and closing
processin the Genera Ledger has been completed.

Grouping is usudly induded in the Balance sheet to meke the satement more meaningful to the
reader. Asstsand ligbilities may be grouped by severd characteridics:

1. By Liquidity, which can be current and non-current. Current Assets can be sold or transformed
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into cash within one operating cycle or one year in the normal course of operaions, non-current
as=ts are those which could not be transformed into cash within one year.  Current ligbilities
can be stidfied within one year while non-current lighbilities are those faling due after one year.

2. By phydca form which can be tangible and intangible. Tangible Assets are those with physicd
exigence while intangibles are characterized by legd rights on assets with no physicd existence.

3. Vdudion, which can be monetary and non-monetary. A monetary asset or ligbility has afixed
vaue in terms of cash; examples are accounts recaivable or payable. A non-monetary asset or
ligbility has no fixed exchange vaue, the amount of cash to be received or pad is dependent
upon economic conditions. Examples are plant and equipment and inventory.

Because liquidity, the ability to transform assetsinto cash, is such an important factor in decison making
by readers of financid datements baance sheat conventiondly reflects current versus non-current
dassfication.

There are groupings and sub-groupings in the mgor accounts which are not frequently found in the
books of accounts such as""Current Assets', "Fixed Assats' and "Current Liabilities',

INCOME STATEMENT

The Income Statement shows the revenues redlized from the business operations and the cost
incurred in the process or earning the revenue over agiven period. The Income Statement reved's the
net income or loss resullting from the operation of the business during the period covered which is usudly
one year. Seen from a different perspective, an Income Statement indicates the changes in owner's
equity (and changes in net assets) over a period of time resulting from the operations of the business,
excduding contributions or withdrawals on the part of the owners (which is indicated in the Satement of

changesin owners equity).

Two mgor items are found in the Income Statement: Revenues and Expensss. Revenues are
inflows or other enhancements of assets of an entity or settlement of its liabilities (or a combination of
both) from delivering or producing goods, rendering sarvices, or other activities that conditute the
entity's ongoing mgor or central operations. It is derived from sde of products or services, or redized
from interest on loans to third parties, dividends received from stock investments, interest received from
commercia papers held, rentd received from properties owned, or roydties earned from patents or
licenses

Expenses, on the other hand, are outflows or other usng up of assats or incur of lighilities (or a
combination of both) from ddiveaing or producing goods, rendering sarvices, or carrying out activities
that condtitute the entity's ongoing mgor or central operation. They are a measure of the effort of the
enterprisein its pursuit for revenues.

Gains and losses that are unlikdy to recur and are not rdaed to ongoing activities of the
enterprise are cdlassfied as extra-ordinary items.
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Presentation in financid statements depends on the nature of business operations. Trading and
Manufacturing concerns present Sdes firg followed by cost of goods sold to get gross profit, then
present operating expenses to get operating income. Other statements combine al revenues regardiess
of nature first and then present expenses.

STATEMENT OF CASH FLOW
Statement of cash flows is a summary of cash receipts and cash disbursements - dl of the
transactions that affect cash account. It reports changes in cash pogition during a period of time. 1t tells
how the entity acquired cash and how it utilized the cash. Mgor groupingsin the datement are:
1. Operating activities It indudes firm's production, sdling and adminigrative ectivities. In some
datements, Net Income is reflected with non-cash expenses added back and non-cash income
deducted.

2. Investing activities It covers purchase and sde of marketable securities, plant and equipmernt,
and the payment and collection of loansto others.

3. Financing activities: This covers issuance and retirement of stocks and bonds and the payment
of dividends.

STATEMENT OF CHANGES IN RETAINED EARNING

This gatement links the income statement and the baance shest. Owners equity is equd to
cgpitd contribution plus retained earnings.  Retained Earnings are the sum of the earnings of the
accounting periods that the company has been in existence less the amounts pad for dividends to
gockholders. The statement follows the following formet:

Retained Earnings a beginning of the year

Plus Income for that period per income Satement

Less Dividends dedared

Equas Retained Earnings End of the Year
The statement is sometimes incorporated in the balance sheet under the equity portion.
STATEMENT IN CHANGES OF OTHER OWNER'S EQUITY ACCOUNTS

The satement reports the changes in the firm's capita Sructure as a result of issuance of new

shares or retirement of outsanding shares. It reconciles changes in owner's equity. This Satement is
often incorporated in the equity portion of the baance sheet.
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NOTES TO FINANCIAL STATEMENTS

Numerica representations on the financid satements or of the transactions thet created them
are frequently insufficient to give the reader aclear picture of what has taken place. Expository meterid
is needed to anticipate some of the questions an andyst might have. Typica kinds of information
contained in the notes to financid datements arel

1. Accounting methods used (to caculate depreciation, inventory, taxes, reserves, etc.)

2. Detalls of fixed assts, invesments, Sdes and cogt of goods sold; details of long term ligbilities,
induding interest rates, collaterd and tenor; and detalls of extraordinary gain or loss,

3. Contingent lighilities, such as pending litigetion, lease obligations, or guarantees of the debts of
others.

4. Explanatory details (schedules of term debts, fixed assets)

5. Devdopments, which took place between the date of the financid statement and completion of
theaudit that, change maeridly the finandd picture of the entity.

An entry further explained by a note contains reference to the note in the body of the financid
datement. The notes are not addendum to the Statements, they are an integrd pat. They are
congdered necessary for full comprehension of the Financid Statements.

The Account Officer should make it a point to read the Notes to Financid Statements because
it may contain information thet is critical to the Credit Decison.

RELIABILITY OF THE FINANCIAL STATEMENTSASBASSFOR DECISION

Fnancid datements, especidly if audited by a reputable Certified Public Accountant, can be
used as bads for decison by interested parties because they are prepared within the framework of
generdly accepted accounting principles or GAAP. The GAAP is a st of guiddines observed by
practitioners of the accounting professon. GAAP is observed to assure a desirable degree of
conggtency in accumulating financid and operating data; to provide comparability of accounting data
that are presented to management, creditors, investors, the public, and governmentd bodies, and to
provide a bads for decison making and formulaion of solutions to the many complex accounting
problems encountered.

The GAAP revolves on the fundamenta accounting concepts, which are the following:

1. Budness entity concept.  The assumption is that a busness activity shdl be accounted for
separady from itsowners.

2. Going concern concept. A going concern represents an established business being conducted
with the expectation of continuing indefinitely; that is when a business is organized, the going-
concern concept of accounting assumes a continuity of existence for the accounting entity longer
than that of any of its components.
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10.

11.

12.

Unit of measurement concept - Acocounting is based on the assumption that for accounting
purposes, money is the unit of measurement to be used in recording, dassfying, summarizing,
and reporting business transactions and the results thereof. This concept provides a common
denominator for which dl transactions, whether past, present, or future, may be accounted for.

Cost concept - Accounting deta are recorded at cost as of the date of acquistion, and these
cogts are maintained on the records and statements unless there is a write-down to recognize a
loss.

Redlization concept - Revenue is redized when the earnings process is virtudly completed and
the sdling price is assured; thet is, when bona fide sale, or exchange of economic values takes
place between the business and an outside firm or individud.

Time period concept - While busness activity is a continuous flow, the reporting process breaks
up that flow into periods. A year, cdendar or fiscd, usudly serves as the basc accounting
period.

Stable monetary concept - The primary datements of financid condition, fluctuaions in the
monetary vaues must not be permitted to affect the amount shown.

Objective evidence concept - An important reason for the confidence placed in the finencid
datements of abusnessisthe fact that auditors require verifiable, objective evidence to support
the accounting transaction thet are recorded in the accounting records.

Disclosure concept - It isimperdtive that dl materid facts bearing on the finandia condition and
operating prospects of the company, whether of a monetary nature or not, be disclosed.

Conggency concept - Where there are saverd accepted methods of accounting for
transactions, the accountant should gpply the best suited for eech particular case consigtently
from year to year. Method being used should be disclosed. Disclosure on the changes in
methods should a so be made.

Conservatism concept - Lossesthat can be anticipated and estimated should be charged against
income, whereas, income should not be recorded until there is objective evidence that it is bona
fide

Matching of revenue and cost concept - periodic matching of cost incurred during the yeer.

LIMITATIONS OF FINANCIAL STATEMENTS

1.

They do not reflect factors that affect financid condition and operating results because these
factors cannot be expressed in monetary terms. Among these factors are reputation and
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prestige of the company with the public; credit rating of the company; efficency, loydty and
integrity of management and the employees; and sources and commitments for materias and
upplies.

2. FHnanda datement vaues are not liquidation vaues. Paents, trademarks and organizationd
costs may have a book vaue of P1.00 but may be liquidated a a very subgtantid amount.

Fixed Assts are reflected a cost less accumulated depreciation and not at replacement cost or
at amounts that they can be disposed.

SUPPLEMENTAL NOTESABQUT FINANCIAL STATEMENTS

BALANCE SHEET - A datement of the Assets, Ligbilities and Owners Equity of the busnessas of a
certain date, usudly end of the year.

ASSETS - The Resources of abusness

LIABILITIES - Clams on business resources by non-owners such as suppliers, government, bankers,
€tc.

OWNERS/STOCKHOLDERS EQUITY - Clam by Owners on the assets or resources of a
business

Formula
Resources = Clams on resources
AsHs = Licbilittes + Owners Equity

INCOME STATEMENT - A statement of revenues and expenses of abusiness over atime period (for
example, one quarter, one semester, one year)

REVENUES- Resources earned by the business
EXPENSES - Resources used up by the business to produce the revenues

NET INCOME - Revenues less expenses

ASSET COMPONENTS
INVESTMENT - needed by the businessto operate

CASH - needed to meet expense, pay hills do financid transactions
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RECEIVABLES - needed to encourage sdes

RAW MATERIALS INVENTORY - needed to support production

FINISHED GOODS/MERCHANDISE INVENTORY - needed to support sdes
FIXED ASSETS - needed for production, increase productivity

Assets should not be too little, otherwise sdes and production may suffer. It should not be too much,
otherwisg, it is codly.

LIABILITIESDEBT
Should not betoo little, otherwise, business may not take advantage of chegp funds for growth

Should not be too much, otherwise, business becomes finandidly risky, ungable, unable to pay
obligations, drained raions.

BASIC FINANCING SOURCES

LIABILITY - Payable to suppliers, short-term loans, long term loans

OWNERS EQUITY - Psid-in capitd, Retained Eamnings
FINANCIAL OBJECTIVES

1 Bugnessis profitable and gives good return to owners

2. Busness can pay the billsontime

3. Resources are used effectively and efficiently

4. Budnessisfinanddly gable, ableto pay banks

5. Business can grow.
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Company
PROJECTED BALANCE SHEET

2001 2002

ASSETS
Current Assets

Cash
Receivables
Inventories
Total Current Assets
Investments
Fixed Assets
Less: Accumulated Depreciation
Net Fixed Assets
Other Assets
TOTAL ASSETS

LIABILITIES & STOCKHOLDERSEQUITY
Current Liabilities
Accounts Payable
Taxes Payable
Notes Payable
Current Portion of Long Term Debt
Other Payables
Total Current Ligbilities
Long Term Liabilities
TOTAL LIABILITIES
STOCKHOLDERS EQUITY
Capital Stock
Issued and Subscribed
Paid up
Retained Earnings Ending
TOTAL STOCKHOLDERS EQUITY
TOTAL LIABILITIES & STOCKHOLDERSEQUITY

2003

2004

2005

2006

2007

2008

2009

2010



Company
CASH FLOW PROJECTIONS
2001 2002

CASH FLOW FROM OPERATIONS
Sources of Funds

Sales Revenues
Uses of Funds

Cost of Sales

Operating and Marketing Expense

General and Administrative Expense

Sub-Total

Cash Flow before tax
Less: Taxes
Cash Flow from Operations
CASH FLOW FROM INVESTING & FINANCING ACTIVITY
Sources of Funds

Equity Infusion

Proceeds from Loans

Total
Uses of Funds
Capital Expenditures
Project Development
Working Capital Requirement
Payment of Loan

Working Capital Loan
Stock Retirement/Redemtion

Interest Expense
Total

Cash Flow from Investing and Financing Activity
NET CASH FLOW
Opening Cash Balance
Less: Debt Reserve

Expansion Reserve
Distributable Cash Flow
Less: Dividends

Preferred Shares

ENDING CASH BALANCE

2003

2004

2005

2006

2007

2008

2009

2010



Company
INCOME STATEMENT

2001 2002 2003

SALES REVENUE
LESS

OPERATING AND SELLING

GEN. AND ADMINISTRATION
NET INCOME FROM OPERATION
LESS: INTEREST EXPENSE
NET INCOME BEFORE TAX
LESS: PROVISION FOR INCOME TAX
NET INCOME AFTER TAX
RETAINED EARNINGS BEGINNING

ADD (DEDUCT)
RESERVE

BALANCE
Less: Dividends

RETAINED EARNINGS

2004

2005

2006

2007

2008

2009

2010



ANNEX “G”
BANK CREDIT PRODUCTS

In order that the DOE Assstant can provide appropriate advice to NRE project proponent, he must be
aware and conversant about the credit products of the banks.

Traditionaly, there are two basic credit products of a Bank, the working capital loans and term loans.
A third kind which has gained populaity if previous years are consumer loans. We will discuss the
nature, feastures and the purpose of each type.

WORKING CAPITAL LOANS

Working capita 1oans have been the traditional credit products of the Banks. These types of loans are
meant to finance the cyclical increases in the level of Receivables and Inventories and are liquidated in
the normal course of the business. In certain ingtances, the borrower is expected for an annua clean up
of borrowings especialy where there are unutilized funds during off- seasons.

Working capitd loans are consdered much safer than terms loans because the Bank is given the
opportunity to review its relationship with the borrower over a short span of time. It is being preferred
because it matches the nature the mgor funding source, savings deposit that can be withdrawn by the
depositor on short notice.

The various short term loans and their uses and applications are asfollows:
SHORT TERM | OAN I INE -

Nature/Purpose: Short Term Loan Line (STLL) is a credit facility given to a client intended to provide
additiona operating capitd to finance seasond or cyclicd requirements of a client.

Term: One year and is reviewed before maturity to determine if it is renewed a the same amount, & an
increased amount or at a reduced amount.

Avalment: Via90-day PN or for alonger term that parallels one operating cycle (the period it takes to
convert inventories to salesto receivables and findly to cash)

Amount of Line Theoreticdly equivdent to the sum of Accounts Recaivable and inventories during
peak production season less estimated level of interndly generated funds. In actud Stuation, the
level of line exceeds the theoreticaly determined leve for the company to be adle to handle
unexpected orders from clients.

Other Info: Other terms used to refer to this type of facility are Working Capital Loan, Revolving
Credit Line and Discounting Line.



Annex “G” — Bank Credit Products

A Letter of Credit (LC) is a written undertaking by a bank to the sdler, in accordance with the
ingruction of the buyer, to effect payment up to a prescribed amount within prescribed time period
againgt prescribed documents, provided these are correct and in order, i.e, they conform with the
ingructions of the applicant (buyer). It serves as an ingrument for payment and of goods and services
under a specific contract for both domestic and foreign trade transactions. It assures the sdler or
exporter that money is avalable once there is ddivery or fulfillment of the terms of any kind of
underlying contract or agreement within the period specified by the LC and is the most popular
indrument in foreign trade.

A Trust Recapt (TR) is an ingrument wherein the bank retains ownership on the imported goods but
alows the same to be released in favor of the client to alow client to operate uninterruptedly meantime
that he is generating funds to pay for the full amount of the negatiation.

An LC/TR line is afadility is given to dlient to alow them to import their equipment and raw materids
requirements. Some reminders with respect to thisfacility are asfollows

1 Indicate in the CFP the term of TR Availment. The usud term is 90 days renewable for another
90 days. If thereis not redtriction on the TR term, goods held under TR may have a term of
360 days.

2. Goods released under TR must be insured, and insurance endorsed in favor of the bank.

4, If client intends to avail of a Deferred and Standby L C, a separate line should be set up for the
purpose as LC and TR lines are ordinarily intended for the importation of raw materias for
goods to be sold for export or for local sales.

DEEERRED | FTTERS OF CREDIT

Deferred L/Cs are import L/Cs payable in ingtalments over a period of usudly 3 to 5 years. It
is usualy opened for the importation of machinery, equipment or other cgpitd goods.
Congdering the nature of the transaction, the evaluation of arequest by a client for a deferred
letter of credit should be Smilar to that of the evaluation of a term loan. The reason for this
goproach is that the bank will be hed contingently liable mean time that the LC remains
operative. The client shdl deposit the peso equivaent corresponding to every drawing to be
made againg the letter of credit 30 days before each drawing is due, and upon falure to
make the deposit so required herein the Bank may, at its option, enforce collection on the full
amount of theletter of credit and ingtitute the necessary legd action to protect itsinterest

A deferred LC Line, if ever granted, is given only to few vauable clients of the bank.

STAND-BY | FTTERS OF CREDIT

Standby Letters of Credit are usudly those opened to guarantee payment of foreign loans or
performance of an agreed service over a cartain period of time in case of fallure of desgnated
party/beneficiary to comply with origind LC agreement.
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TERM | OAN

A term loan is a credit facility with a term of more than one year and payable in a series of pre-
determined amortization. The purpose of the loan is usudly to finance the expansion of existing
production capacity, for the replacement of exiting equipment or to finance the capitd
expenditures for a business different from the current business of the gpplicant. Some of the
conventions in the packaging of aterm loan are:

1.

Where |oan proceeds will be used to pay for equipment importation, include in the loan
terms a provison alowing the client to use the approved term loan as a LC line for
purposes of equipment importation. The availment will be converted into a term loan
once there is negotiation on the LC.

The components of the capitd expenditure for which financing is being requested and
the estimated amount to be spent per component should be defined. In addition, the
mode of financing per component, whether from equity or from loan proceeds, should
be defined.

Anayss of expangon should be on incrementd bags, thet is, the expanson should be
looked into as a stand-alone project. The expansion portion should be able to generate
the cashflows to sarvice loan amortization and that cash generated from existing
operation serves as buffer in the event that the expansion miscarries.
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PART 2
PROPOSED GUIDELINES FOR PROPONENTS OF
NEW AND RENEWABLE ENERGY PROJECTS
DEPARTMENT OF ENERGY

I. INTRODUCTION

Part 2 of the guiddinesisfor the use proponents of New and Renewable Energy
Projects (NRE). It intends to provide focus to the effort of proponents towards areas
relevant to the project, more particularly towards compliance with the requirements

of banks and other lenders that provide loans for NRE projects. It serves asaguide
to proponents in accomplishing documents and studies such that they address

matters that the banks deem important. It likewise helps the proponent identify weak
points at early stages such that remedies can be formulated before request for

funding is filed with the banks.

1.1 Content and Objectives

1.1.1 The guiddines were formulated with the specific objective of improving the
approva rating of loan applications.

1.1.2 You, the proponent, should be aware that DOE provides assistance asthisis
part of itstask of catalyzing private sector participation in NRE. Y ou,
however, reman primarily respongble for the project proposa and can
overrule any recommendation of DOE that does not fit your business plans.

1.2 Assgtance from DOE

1.2.1 DOE shdl provide assstance only if you have awritten request. The nature
of assistance given include:

a. Market identification and vaidation of market assumptions. DOE can
help make an assessment of the existence of the market, characterize the
market and provide basic market data. 1t can help on such aresslike 1)
proof on the assumption on the population and its growth, 2) estimates on
tariff rates 3) cost of delivery of dectricity (it varies depending on the
location and the technology to be used) 4) technicd feasihility.

b. Technicd vdidation and verification of the viahility of the technology.
DOE can provide inputs about the technology of the project such as ) if
the technology has been pilot tested 2) exigting projectsin the Philippines
using the technology and the performance of the project and 3) existence
of amilar projectsin other countries and their performance. Such
information is relevant to the banks.

c. Inditutiond srengthening - DOE can provide assstancein identification
of possible joint venture partners.

d. Veification of “cost of service ddlivery” caculation/pricing or tariff
formula



1.3 Framework — The guiddines focuses on how to comply with the requirements of the
Banks. Banks place their money into the projects only if their assessment shows that
there is reasonable assurance that they get back what they lend plus earnings thereon.
Their assessments narrow down to two areas 1) your bankability which focuses on
your credit recrd and 2) the viability of the project that is presented to the bank for

purposes of funding.
1.3 Methodology

The guiddines took into consderation the lending guiddines of DBP, LBP and
PNOC-EDC and the project guiddines of DOE, NEDA and NPC-SPUG.

2. EVALUATION

Theforegoing st of guiddinesisuseful if you are willing to undertake an honest to
goodness salf-assessment. A sdf-evaduation ishdpful if done prior to presentation of
arequest for aloan from abank. The sdf-evduation shdl focus on two areas: 1)
completeness of the documents and 2) the chances of the project proposal getting the
approva of the bank.

Compl eteness of Documents

2.1 Seetoit that thefollowing documents are included in the materids presented to
the bank:

a. Organizationa Papers - Articles of Incorporation and By-laws, if the proponent
is a corporation or cooperative, Articles of Partnership if a partnership, or
Bureau of Domestic Trade Regidtration if a sole proprietorship

b. If the proponent is an LGU, aresolution from the Municipa/City/Provinciad
council gpproving the project, authorizing the LGU to borrow and authorizing
for the encumbering of LGU assetsincluding its Internd Revenue Allotment

c. Bio-data of Principd officers and directors of the business

d. Feashility Study usudly prepared by proponent’s consultant. Attached to the
feadbility sudy is a satement from the appropriate unit of DOE stating that
the technicd assumptionsin the feasibility sudy were vdidated and found
subgtantialy correct. If the feasibility study was prepared by a unit of the DOE
upon the request of the proponent, the study will be accepted asis.

e. Transfer Certificate of Title and other forms of certificate of ownership on
assets proposed to be mortgaged to secure the proposed loan

f. Financia Statement of the proponent for the last three years

g. If the proponent organization is new, Baance Sheet as of agiven date and the
Financid Statement of the Principal Stockholders for the last three years. If
the financia statements are not available, an audited statement of Assets and
Liagbilities may be submitted.

h. Statement from the proponent and principal officers and directors about cases
filed againgt them in courts



Chances of the Proposal Getting Approved

Understand and appreciate the procedures performed by the bank as described bel ow
such that you can properly present your project proposal.

2.2

2.3

2.4

The bank evauation process starts with the question “How bankable isthe
proponent?’  Are the banks willing to place their money into the your project
taking into consideration your present status? Y ou should understand that banks
have away of finding out information critica to your request for aloan.

Next to be evaluated is the viahility of the Project. 1t focuses on the following
issues

a. Will the proposed project inure incrementa benefits to your business?

b. What are the risks involved and

¢. What are the risk mitigation measures necessary

The banks invest only after conducting an extensive due diligence process and
such practice is worthy of replication to increasse chances of projects getting
goprovd for aloan. The said processis conceptualy presented in Annex “A”. A
discussion of the process is marked as Annex “B”.

2.5 When you request for aloan, you are actudly presenting afinancia packageto a

bank for its consderation. The Financid Package has the following components:
a. The amount of Equity needed in addition to equity contribution of proponent
b. Performance Measures on proposed project that include FIRR, BEP, Payback
Period and NPV
c. Termsof the loan to be obtained from the bank include
1) Amount — Amount of loan isafunction of the project cost and the level
of equity contributed by the proponent. Elements of project cost is
discussed in a separate section of thisguiddine
2) Tenor — Tenor isthe number of years within which the borrower isto
effect full payment of the loan. It is dependent on the projected cash
flow. Grace period isalowed for the gestation period but not to exceed
two years. Gestation period is the time from started of project up to the
time that the project startsto generate revenues. A shorter grace period is
dlowed in payment of interest portion.
3) Purpose of Loan — Purpose of loan isto partialy finance proposed
project.
4) Interest Rate — Discussed in foregoing section
5) Drawdown— Most terms|oans are released according to stages of
completion of project. Theinitid releaseis usudly made &fter reaching a
certain percentage of project completion using funds from equity
contribution from proponent. Subsequent rel eases are made after the
appraiser has verified that proponent has spent a specified amount for the
project or after reaching a certain stage of completion.



2.6

6) Repayment — Quarterly payment is convenient to both the proponent and
the bank. When cash flows are tight, a maximum of 2 year grace period on
principal and 6 months grace on interest.

7) Collatera/Security — Discussed in foregoing section

8) Insurance— Collateral should be insured with reputable insurance
company.

9) Compensating Business — Banks prefer that proponent maintains deposit
account with them

Banks are particularly concerned about the following:

a. Your Credit Record

b. Financid Aspects— Your Higtorical Financid Performance and Projected
performance

Marketing aspect — How will you market your services/products
Operations and Technica Aspects— How will you operate
Organizationd Aspect

Risk involved in the credit transaction

Pricing

Collateral/Security and Second Way out

Socio-economic consderations

TS@ oo

CREDIT RECORD

2.7

2.8

2.9

If you have requested for DOE assistance, you should be honest enough to
disclose any adverse record about the business, the officers or the stockholders.
Banks are exhaudtive in the conduct of credit investigation and it islikely that
they will find out the adverse finding.

Bank obtains credit record of the proponent/borrower through the process called
credit investigation. The Credit Investigator (Cl) sends queries about the level

of loans, the status and payment record with the other banks in the area and
nearby area aswell aswith its branch offices. The Cl likewise looks into the
records of the court for the existence of court cases against the proponent and of
the principal officers and stockholders, if proponent is a corporation or
cooperative. The Cl, likewise make arandom interview of the neighbors of the
proponent and certain suppliers to assess the character of the proponent.

Adverse findings from the credit investigation may result in the disgpprova of
your loan application of agood project. If you are honest enough to disclose
any unfavorable information, DOE can suggest measures to correct the
weakness before the loan application isfiled with the bank. Note that it isvery
difficult to correct theinitid impresson of the bank once there are adverse

findings

FINANCIAL EVALUATION OF HISTORICAL PERFORMANCE



2.10

211

212

2.13

Evauation of higoricd financid performance is applicable where have an
exiging busness. Your historica performance is assessed separately from the
projected performance of proposed project. The proposed project is evaluated
Separately based on itsincrementa effects, thet is, increases in revenues and
costs become the basis of the evaluation.

Financia Statements consist of three statements, 1) Income Statement, 2)
Baance Sheet and 3) Cash Flow Statement or the Statement of Sources and
Uses of Funds. Income statement shows the results of operations over acertain
gpan of time, usudly one-year. The Baance Sheet shows what the business
entity owns and what it owes as of the date indicated in the statement. The Cash
Flow Statement shows the sources of funds that came into the entity and where
the funds went over a certain time span, usualy one-year.

Financid Statementsto be useful for analyss, should be prepared in accordance
with generdly accepted accounting principles and is the duly certified by a
Certified Public Accountant (CPA). Make sure that the CPA expressed an
Unqudified Opinion on the Statements.

Andyze your financid statements for purposes of getting indication as to how
the banks perceive your financid hedth. Guiddinesin the Andyss of
Financid Statementsis contained in Annex “C”

FINANACIAL EVALUATION OF PROPOSED PROJECT

2.14

2.15

2.16

217

Where you are a recently organized entity with no previous track record of
performance, focus of evaluation is proposed project.

Statements that are subjected to evaluation are the Projected Income Statement,
the Projected Balance Sheet and the Projected Cash Flow.

If proposed project is an expangon of existing business activity, the expanson
project should be analyzed as a project that is separate and distinct from an
exiding project. Thisisto be able to assess the add-on vaue of the new project
to the exigting operation. Only the incrementa revenues and costs will be
considered.

Sunk cogt, or cost of assets that has dready been paid, will not be considered
even if these assets are used in the expansion projects.

Project Cost and Financing

2.18

Since evauation of proposed project pivots on project cod, it isimportant that
thisitem should be given initid atention. Project performance is gauged againgt
the total cost of the project.



2.19

2.20

221

2.22

The components of projects of project costs should be examined to determine

their gppropriateness and sufficiency. Components of project cost are:

a. Cod of Preparing the feagibility study

b. Cost of Land

c. Cod of Land Improvements

d. Cost of Equipment including ingalation and supervison cost

e. Pre-operating expense which include cost of securing business permits,
licenses, cogt in organizing the entity, personnd cost and such other costs
incurred prior to start of commercia operations

f. Allowancefor Contingencies— Thisis aprovison for possible increasesin
cost resulting from the depreciation of the peso and such other unforeseen
events resulting into an escdation in the total cost of the project. Allowance
for Contingenciesis usudly set a 15% of total projected cost.

g. Working Capitd - This represents the minimum level of balance maintained
in the cash vaullt, receivables, inventories in spare parts and prepaid expense
necessary for a continuous and unhampered operation of the entity.

Thetotd project cost, once determined and vaidated, should have a matching
fund sourcing which may be ether loan or equity. Some rules of thumb to
determine the appropriate mix between loan and equity are asfollows:

a. Banksdo not ordinarily finance the cost of acquiring land. Land should be
part of the equity contribution of the proponent

b. Working capitd — There are should be available financing for the initid
working capita requirement of the entity. Some banks alow initid working
capitd requirement to be financed by a medium to long term credit product
while other banks alow only short term loan products of the bank to finance
working capital needs.

c. Except for Working Capitd, dl of componentsa to e initem 2.19 qudify
for long term funding which is elther equity or medium to long term loan. A
medium term loan has atenor of 5 to 7 yearswhile along term loan has a
tenor of 7to 10 years.

d. Inthe presence of collaterd with loan vadue that can fully cover agiven
amount of loan, the bank can provide the proponent aloan equivaent to
75% of tota project cost.

Annex “D” discusses the various loan products of the Bank and their
appropriate uses.

Banks offer various financing options. DBP and L BP are the two banks that
show keen interest in providing loansto NRE projects. Various product options
and other rlevant information are contained in Annex “E’.

If you do not have the necessary resources to cover the portion of project cost
that could not be covered by aloan, you may be need to obtain equity from
various sources. Potentia sources of equity funding are:



a. Equipment Suppliers— Some Equipment Suppliers are willing to infuse as
equity into the project portion of the purchase price of the equipment.
Suppliers, however, are concerned with the full collection of their money
and as such, the projected financia statements must consider soonest
redemption of equity of suppliers as the cash flows may warrant. Further,
uppliers may want assured revenues in which case, a Non-Participating
Preferred Shares may be issued to such suppliers

b. Locd Companies— Big companies with operations near the project Ste may
be willing to infuse equity especidly if the said companies are known
supporters of environment friendly technologies.

c. Investment Companies— Some banks and insurance companies have
subsdiaries that invest in developmenta projects especidly those with good
potential

d. Locd Investors— There may be people in the project locdity who may be
willing to contribute equity into the project. Asin the case of the suppliers,
they may want assured income and a specific schedule for the redemption of
their investment. In such case issuance of preferred shares may be
appropriate.

e. Locd Government Unit (LGU) — The LGU may be the proponent or may be
interested to place equity into a project especidly wherethereisa
tremendous socio-economic benefit from the project.

f. NGO — Some NGOs may have funding for equity invesment. To maintain
the nature of the firm as a private entity, it is suggested that the NGOs
should only take a minority interest in the undertaking or else take Preferred
Non-Participating shares.

2.23 Thetiming of disbursement of cost for project should be in accordance with a
schedule presented in a PERT/CPM or a Gantt Chart. Seeto it that the funds
are made available when needed. If thereisarisk for acost overrun, set up of a
contingency alowance as the occurrence of afund shortfal during the
implementation of the project hurts both of you and the bank in the following
manner:

Banks accrue interest on the loan despite non-completion of the project that
generates cash to service the loan. 'Y our obligations continue to mount even
in the absence of your capability to pay.

The bank cannot collect despite the existence of the claim againgt you. If it
could not collect after a certain period, the bank may be required to provide
alowance for bad debts that may hurt the financid picture of the bank.

Financial Projections

2.24 Financid Projections are the expectations of management about business
performance within a given span of time into the future. The Sarting point is now
and the bridge to the future is the project funded jointly by internaly generated
funds and equity on the one hand and by aloan on the other hand. Understand the



assumptions because these are subject of vaidation during your interview with the
bank. Place your projects and historical performance in a single document so asto
fecilitate the work of the bank.

2.25 The project, may be consdered an expanson portion, should stand-aone project
and can generate the required cash flows to pay off the loan amortization. Cash
generated from exigting capacity should not subsidize the payment of loan
amortization from the loans incurred to finance expanson. Cash from exiging
capacity should only serve as a buffer just in case the expangon project miscarries.
Congder such environmenta issues like pending hills, long term bulk orders, new
contracts; these developments can affect performance. Likewise, identify and
andyze for possibilities of adrop in seling price and other sengitivities.

Proj ected | ncome Statement

2.26 Thefirg statement is the Projected Income Statement which shows in financid
terms how the project is expected to perform. The Income Statement has two
mgor items, 1) Revenue or Income Items and 2) Expense items. The difference
between Revenues and Expensesis the Projected Net Income

Expenses

2.27 Check for supporting schedules and computations for each item of expense.
Absence of schedules often result in delaysin the evauation of your request.

2.28 Examine the accuracy and appropriateness of each expense item. Make sure
supporting schedules and computations are available to enable the bank to
vdidate if a gpecific expenseitem is overstated or understated. A list of mgor of
theitems of cost and the appropriate supporting schedules are presented bel ow:

Cost Item Supporting Schedule

Sdaries and Wages Payroll schedule

Depreciation Expense Depreciation Schedule

Cost of Goods Sold Detailed Cost of Goods Statement

Maintenance Expense Detailed assumptions provided by
equipment supplier

Other Expense Assumptions computed based on
percent or Sales Revenue or Cost of
Goods Sold

Interest Expense Schedule of loan amortization

Revenues

2.29 Thebassfor computing revenues should be indicated in projected statements.
It is helpful to present revenuesin the following manner:
| | Yewrl | VYear2 | Year3& After |




2.30

No. of Householdsin coverage
area

Target no. of households

Consumption per household

Tota Projected Demand

Plant Capacity

% Capacity Utilization

Sdling Price per kilowett

Totd Revenue

The projection on revenue should be related to the marketing strategy which is
discussed in the marketing assessment.

Projected Cash Flow

2.31

2.32

2.33

Projected Cash Flow reflects the sources and uses of cash for the project. For
the first two years of operations, prepare a monthly cash flow projection to
detect months where shortage in cash can possibly occur. In subsequent years,
yearly cash flow projections are sufficient.

It is helpful to see that temporary need for cash are supported by cash generated
from existing operations.

Projected cash flow reflects whether the project isin a position to generate cash
to be able to service a specific loan amortization. With provisonsfor deviation
included, Cash Flow Projection becomes the basis for a decision as to whether
to lengthen or to shorten the grace period for the payment of aloan. Itisaso an
indication of the cgpability of the project to effect payment of dividends.

Pr ojected Balance Sheet

2.34

2.35

Projected Baance Sheet shows the financid position of the project. It shows
the gradud build up of equity position and the decline in the leve of long term
ligbilities.

The Projected Income Statement and Projected Cash Flow are tied to the
Projected Balance Sheet.  For example, the projected level of Account
Recelvableisrelated to Sales and the policy on giving credit. Theleve of
inventoriesis related to the projected level of Cost of Goods Sold and the level
of inventory in which the entity finds it comfortable.



Perfor mance Assessment

2.36 Three scenarios should be presented 1) projections without the project, that is,
expected performance of existing operation 2) Projections on the project, that is,
the expangion project as a stland-aone and 3) combined projections on exiging
and expansion. Such an exercise is necessary to enhance the comfort zone of
the Bank Account Officer in endorsing the proposed |oan for management
approval.

2.37 Itishdpful to place the figures in the projected financid statementsinto a
worksheet. Thiswill dlow for vertical and horizontal comparison of figures
and comparison with projects of smilar nature. If the project is an expangon of
an existing business operation, the spread sheet on the projection can be
compared with the spread sheet on historical operations as basis for determining
consgstency of assumptions.

2.38 Performance measures are Financid Interna Rate of Return (FIRR), Net
Present Vdue (NPV) of projects, Payback Period and Break Even Point (BEP).
Include a computation of these figuresin the documents you submit to the
banks.

2.39 Indoing sengtivity andyses of project, revenues are adjusted downward and
costs adjusted upward to determine the capacity of the project to absorb results
of negative events in the environment.

MARKETING ASSESSMENT

2.40 Marketing assessment describes the target market in terms of capacity to pay for
the service both for the present and foreseegble future. In describing the future
movement of demand, identify the basis why demand is expected to improve at
agiven percentage within the forceable future.

2.41 It should identify the barriers in the marketing of services that include direct and
generic comptition, culture, hesitancy for the use of the product and such other
congrants.

242 To addressthese barriersis a marketing strategy. Strategy covers such areas
like pricing, promotion, packaging and product delivery. Along with this
Srategy is a proposed marketing budget to assure the implementation of the
drategy.

ORGANIZATION AND MANAGEMENT
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2.44

245

People run organizations and it is for this reason that the proponent must posses
the credibility necessary to run the project asabusiness. Credibility means that
the bans have the confidence you can ddiver your payment commitments.

Examine the tasks and sub-tasks in running the project as a business enterprise.
Examine the resume of key officers; thismay reved wesk point.

Scrutinize the fallowing documents:
a. Company Background

1) Brief Higtory of your Company/Business
2) Details on its operations

Include a brief chronologica account of how the business started and how it
grew to what it is now. Detalls on operatiions should cover the scope of
market, whether internationd, loca or covers a certain region; as to what
portion of production output is done in house and what portion by sub-cons;
extent of utilization of production capacity.

Productsy/Service - Include peso amount and the percentage of contribution to
total revenue of the main product/services and secondary product/services

Ownership Structure - Indicate if you are a sole proprietor, partnership or
corporation or cooperative. If corporation, indicate whether it is a domestic
corporation or a fully owned subsidiary of a foreign corporation. If ajoint
venture (JV) company, indicate the parties in the JV as wdl as thar role and
the advantages they can bring into the arrangement.

Equity Paticipation - Indicate the authorized capitdization, the number of
shares and the par vaue per share. Lig in tabular form the names of the
stockholders, their citizenship, the amount subscribed and the amount paid
by each and ther share to total paid up. This section will tell whether
proponent quaifies under the minimum ownership by Flipinos in the
corporation.

Management/Officers
1) Board of Directors
2) Key OfficersPersonnd - The Management Team, usudly

composed or controlled by the controlling stockholder/s, is the prime
mover of the busness organization. Its outlook, plans, attitudes,
beliefs and gyle of handling human, financid and other resources
shape the culture of the organization and it has much to do with the
continued success or the decadence of the organization. Look into
the quality and depth of the management team because this is where
Character of the borrower which is the firg C of Credit will be
judged.
3) Monitor presence of the following in the proponent:



Adequacy of internd control systems

Degree of professondization of managers

Adequecy of their training

Management cdibre, depth and succession plans

Credit record and integrity of principa officers

Management and/or ownership changes and their effect on the

business
Rdated business/interest - Include information on the other businesses and
sources of income of the proponents. These are looked upon as secondary
sources of cash for servicing obligations.
Pant and Fadilities - Include a brief description of the facilities and indicate
if water, power and transport facilitites are available. Indicate the estimated
production capacity and the extent of its utilization. Indicate the number of

employees.

SUCCESS FACTORS

2.46

247

248

2.49

Andyze your strengths and weaknesses in relation to industry conditions,
competition, labor Stuations, government regul ations affecting the business and
politica and economic dimate.

Identify potentia risks that may adversdly affect the project and why you think
you have the cgpability to weether off these risk and remain vigble. Discussthe
factorsthat adversaly affected your businessin the past, how you managed to
survive the adversities and stayed viable. Mention the your strengths like
existence of a captive market, stable raw materid source, investment incentives,
favorable laws, market share dominance, etc. Mention aso other factors which
have pogitive impact on company's operations.

Risks in Busnessinclude the fallowing:

a. Depreciation of the Peso againgt other currencies— If there is peso
depreciation, peso denominated ligbilities may bloat

b. Succession Issues— The project may discontinue if the key proponent dies
or becomes incapacitated

c. Failureto reach target revenues — Proponent may have difficulty of paying
amortization if volume targets are not reached.

Address businessrisks outright by discussing options of the company should the
anticipated risks occurs. For example, on the issue of Peso Depreciation, you
may opt to book peso denominated loans to avoid said risk. On succession
issues, there should be aline up of possible successorsjust in case the key
people in the organization become incapacitated.



COLLATERAL

250 Caoallatera and guarantees serve as "fdl back” if projected earnings and cash flow
fal below expectations. Collaterd is defined as money or property put up by a
proponent/borrower to back up aloan. In case of default, the collateral may be
liquidated to pay off the loan. Term loans should be structured such that cash for
the loan repayment is generated from the business and that it is not depending on
the liquidation of collaterd.

2.51

There are two types of collateral: the primary and the secondary collaterd. A
collaterd is primary if there is a specific st of cash, near cash items and hard
assets identified to cover for whatever exposure that the bank hasin the
proponent/borrower; acollatera is secondary if thereisnone. A primary collatera
can be given a vauation while a secondary collatera cannot be given a vauation.

The common forms of primary collaterd are asfollows:

a

Red Edate Mortgage (REM) - a piece of red edtate property covered by a
Title including existing and proposed improvements thereon is as security for
the payment of a loan. Red edate assets other than the dte of the project
being financed may be used as collatera. Untitled property or pieces of Red
Estate covered by Tax Declaration only are not acceptable ac collaterd. Red
edate asst in the name of a third paty may be acceptable as collatera
provided that the registered owner is the signatory of the REM. Specia Power
of Attorney (SPA) issued by the registered owner dlowing the borrower to
mortgage the red edtate assets in not acceptable because of a high incidence of
fraud in the issuance of the SPA.

Chattel Mortgage (CM) - machinery, equipment and/or personal property are
used as security for aloan.

Hold-out on Depodits - a specific amount of Saving or time deposit is being
held by the back as collaterd under as Deed of Assgnment. Like in the case
of REM, the depostor may not be the same as the proponent/borrower, in
which case the depositor should sign the deed of assignment.

Mortgage Trust Indenture - the bank is given a Cetificate of Participation
indicating issued by a trustee who was gppointed custodian to a property of
enormous vaue. The certificate indicates the extent or percentage of the
property which secure the loan of the bank. This type of collaterd is
encountered where the loan given to a proponent/borrower is syndicated or
where more than one bank have loaned money to the proponent using same
collaterd.

The following are secondary collaterd:

a. Joint and Severa Signatures (JSS) or Suretyship — Under a JSS or Suretyship,

the surety (sSgnatory of the JSS document) binds him/hersdf solidarily with
the principal debtor and there is a JSS in dmogt dl loan contrects. If the
borrower is a corporation, the JSS encumbers the personal assets of the surety



to the liabilities of the corporation. In JSS, the surety is not liable unless and

until the principa proponent/borrower is held ligdble A number on
conventions on JSS are as follows:

- if the proprietor/proponent/borrower is the husband, the wife executes a
JSS & vice-versa A third party other than the spouse may aso execute a
JSS,

- if the proponent/borrower is a corporation, the principal directors and
stockholders execute the JISS

b. Cross Guaranty - a person or corporation guarantees the loan of another who
likewise guarantees the loan of the former.

c. Negative Pledge - an undertaking of the proponent/borrower not to mortgage,
encumber, transfer or dispose of his fixed assets without the consent of the
Bank. This is usudly encountered where the proponent/borrower is prime
and has a good track record

2.52 You cannot borrow to the extent of full market value of assets submitted as
collaterd. The banks use the terminology “Appraised Vaue' and “Loan Vaue.

2.53 Apprased Vdueisthe vauation given by a bank on specific assats. In the case
of land, vauation given is usudly based on the averages of zond vaue, last
sdestransaction of apiece of land that is near the property and the market value
as quoted by red estate agents. The value may be increased because of the
location or may not be given any vaue at dl because of the absence of aright of
way. If theland isagriculturd, the maximum vaueisthe price given by DAR
for such property. Vauation islikewise given to improvements introduced on
the land.

If the proposed collaterd is equipment, the vaue given is the estimated
replacement cost of the equipment net of depreciation; if the equipment is new, it
is based on the purchase price of the equipment.

254 *“Loan Vaue' isthe amount of loan that that the proponent/borrower can obtain
from the bank which is a percentage of the Appraised Vdue. Loan Vaue schedule

isasfollows:
Collaterd Loan Vaue
Land 60%
Building and Land Improvements 60%
Chattdls 50%
Deposit Hold-Out 100%

255 Coallaterd can be vduadlein term lending, but relying on it asthemain
judtification of support is not theright attitude. Higtorica performance is il the
best gauge in viewing the proponent’ s ability to service future debts. It is essentid
to look into the ability of the proponent/borrower to repay from the earnings
generated in the normal course of the business.

2.56 Unacceptable collatera that include:



a. Collatera previoudy mortgaged to another bank. Second mortgages are not
acceptable

b. Red edate assets without right of way

C. Red edate assets with lis pendense, adverse claim and other limitations
annotated at the back of thetitle

PRICING

2.57

2.58

2.59

2.60

The Costs of borrowing include:

a. Interest on theloan

b. Service Feewhich isafee collected by the bank per transaction. The
amount is supposed to reimburse the bank of its cost in processing the
transaction

c. Handling fee which represents the cost of the bank evauating the loan
transaction. Handling fee is a one-time expense and is usudly 1% of
gpproved |oan amount

d. Commitment Fee— Thisisafeefor theinahility of the proponent/borrower
to draw on the approved loan within the drawdown period as defined under
the loan agreement. By imposing a commitment fee, the bank is recovering
the opportunity cost from dlotting funds to service the loan drawdown.
Commitment Feeisusualy 1% or lower per annum based on the undrawn
baance of the loan.

e. Documentary Stamp Tax (DST) — This paid to the Government. Amount
paid, which isusualy deducted from the proceeds of loan is P0.20 per
P300.00 value indicated in the document. Loan agreements and promissory
notes are subject to DST.

f. Pendty Charge— The amount collected by the bank if borrower cannot
promptly pay |oan amortization schedule.

The Interest rate of aloan depends on anumber of factors. The primary

determinant of interest rate isthe Interest rate on Treasury billg(T-Bill9).

Interest rate on T-Bills becomes the base rate as it is the type of investment that

banks would opt if they decide not to lend their money. As such, quotations on

interest rate are usudly stated in “91-day T-BillsRateplus % spread” at
the time of availment. The interest rate is usudly adjusted or “repriced” every

90 days to take into consideration of the changing cost of money to the banks.

T-Billsrate is published in the newspapers.

The other benchmark used by banksis the “Prime Rate” or the best rate thet it
can giveto its best proponents. Prime Rate is a market established rate and may
be higher or lower than the T-Billsrate. Some banks publish their prime rates

in the newspapers.

The“plus__ % spread” isafactor that takes into consderation the following:

a. BudnessRisk - Thisistherisk thet the loan will not be repaid in full with
interest within the time frame agreed upon.The higher the perceived risk, the
higher isthe spread of the bank.



b. Thelevd of compensating business- If the proponent has other business
dedls with the bank, the Stuation may merit for the scaling down of the
oread. Likewise, presence of substantid amount of deposit will merit a
reduction of the spread of the bank.

c. Potentid changein the cost of fundsin the future. Thisis especidly
important when interest rates are fixed.

d. Fnancd risk - Thisisthe risk that loan funds will be tied up and not be
available as other opportunities present themsaves to the bank (opportunity
l0ss).

e. Demand Deposits - those depodits that each |oan will bring to the bank or
each loan will retain for the bank (free balances after activity charges).

f. Time Depodgits - while these may have some influence, if the bank is paying
amarket rate, then time deposits add little in compensation for afavorable
rate

g. Compstition - those rates that are actudly available from other lenders.

h. Timing of interest payment - whether discounted, paid at maturity, paid
monthly or paid quarterly, etc.

SOCIO-ECONOMIC, ENVIRONMENTAL & OTHER ISSUES

2.61 Presence of socio-economic impact helps judtify a project dthough it could not
serve asaprimary judification. Possble multiplier effect of the project should
be described in quditative terms

2.62 On account of the growing environmental awareness, banks now require that
projects obtain an environmental clearance certificate (ECC) from DENR. If
the ECC is yet to be obtained, the status of getting the ECC should be
mentioned.

2.63 Peace and Order — Where the project is placed in remote areas, satement on the
peace and order problem should be made in the studies such that the bank
account officers and the passive investors would not be guessing of the status.
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Proposed Prioritization Scheme
for Pipeline Projects



PROPOSED GUIDELINES PRIORITIZATION OF
NEW AND RENEWABLE ENERGY PROJECTS
DEPARTMENT OF ENERGY

BACKGROUND

New and Renewable Energy (NRE) projects originate not only from the Department of
Energy but aso from the following:

Private sector that include electric service companies and cooperatives
Locd Government Units

NPC-SPUG

NPC-EDC and

Nationd Electrification Adminigtration

Some private sector NRE projects are forwarded directly to the banks for funding without
passing through the DOE. Information about these projects do not register in the records
of DOE the principle of “Confidentidity of Reationship” between the bank and the
proponent is a congtraint.

Thereisaneed for DOE to conduct an inventory of pipeline NRE projects and for the
inventory of pipeine project updated at least twice ayear. The proposed processis as
follows

1. DOE will get alig of pipdine NRE projects from the banks and with the agencies
identified above. The inventory will condtitute the long list of projects. Thelist
given by the banks may not identify the proponent but should have areference
number to facilitate account identification later on.

2. Fromthelong list of pipeline projects, will come up with ashort list of projects as
defined below.

Theinventory of pipeline projectsto be useful, must be action oriented. The proposed
report contains and defines the following dements

Priority status
Criteriafor classfying a project under such priority status
Expected action of DOE where proponent requests for assstance

Priority status of pipeline projectsis divided into 5 and is presented in the following
schedule. Ranking of pipdine NRE projects serves as guide of what actions to take to
further fast track projects.



Proposed Guidelines — Prioritization of NRE Projects

Page 2

PRIORITIZATION SCHEME

For purposes of prioritization, the following will be the categories:

Priority Category Criteria Possible Scenarios Action of DOE
Category 1 Project proposals with banksthat | The Account Officer of the Bank If requested by the bank, DOE will:
have the following attributes: could not endorse approva of Provide darifications on certain
Proponent passes the risk requested loan because: technical matters
assets acceptance criteria of There are certain technica If requested by the proponent, the
the banks matters that need to be clarified DOE will:
Proponent has substantialy The proponent does not have Assg in looking for potentid
complied with the aufficient collaterd and/or equity investorsto cover for equity
requirements of the bank to merit favorable action of the shortfal and for guaranty facility
The bank as made substantia decision makers to collaerd shortfdl
evauation of the project and The management capability of Assg proponent in strengthening
the proponent proponent is questionable the organizationa and its
The bank is expected to management
come up with adecison
within 3 months
Category 2 Project proposals with banks that The bank account officer may DOE will provide the bank or the
have the following attributes: encounter difficulty in assessng proponent ass stance on technica
Hurdled the risk asset technical feasibility of project mattersif requested. It can, likewise,

acceptance criteria of banks
Proponent has not fully
submitted the documents
required by the bank

Proponent may have difficulty in
complying with the requirements

of the bank like additiond equity,

additiond collaterd, etc.

assigt proponent in complying with
the other requirements of the bank.
If proponent has insufficient
capitaization, DOE can identify
sources of additiond equity
invesment.
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Category 3 Those proponents whose request Proponent may not have been given If requested by the borrower, DOE
for loan are about to be denied appropriate advise prior to will review the project proposa and
because: presentation of request for financing will srengthen the identified wesk
- Proponent could not comply by the bank. points of the project.
with additiona equity or
collatera required by the
bank
The bank account officer
noted certain problemsin
the marketing and financia
aspect of the project
Category 4 Those projects the evauations of It isdesirable that at this stage, the
which have been completed by evauation procedure as contained in
DOE, NPC-SPUG, NEA and proposed guiddinesbe used. This
PNOC-EDC but have not yet will enable the DOE to identify
been forwarded to the banks for weaknesses of the proposal such that
financing. The proponent, which these weaknesses are corrected
has dready been identified, isin before they are presented to the bank
the process of complying with for purposes of obtaining loan
the requirements of the banks. finanang.
Category 5 Bank previoudy denied the Projects previoudy denied may be Through the guiddines, the DOE can
proponent’ s request for aloan feasbleif properly packaged and make a quick assessment of the
appropriate support were given. merits of the project. If the DOE

because of the following reasons.

- Proponent’s equity is not
aufficient to reach the level
required by the banks
Vaue of proposed collatera
isinsufficient
Thereis unfavorable credit
findings about proponent

Assgant finds that the project is
feasible, the DOE Assgtant can
perform amore thorough evauation
of the project.




DEPARTMENT OF ENERGY
PRIORITY LIST OF PROJECTS

Project
Proponent Project Site Project Description Cost Loan Project Status Possible Action of DOE
CATEGORY 1
Provincial LGU & [Palawan 400 stand-alone Solar 10.70]|Loan approved but delayed in |DOE to provide assistance if
Paleco home system implementation because of requested by the Prov. Gov't
change in Administration of Palawan.
DBP sent termination letter
Edward Marcs Inventory Financing 50.00|Approved Dec. 2000 and being
implemented
PLDT Murcia, Bacolod PV for Relay Station 9.60[Awaiting PLDT Management
approval
Municipal LGU Loreto, Surigao 500 kW mini-hydro 48.00(For DBP Management
del Norte Approval
ROMELCO Sibuyan, Romblon [Detailed FS for a 900 1.00|Approved and documented but
kW Mini-hydro implementation is delayed
because of difficulty in getting
NEA endorsement
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DEPARTMENT OF ENERGY
PRIORITY LIST OF PROJECTS

Project
Proponent Project Site Project Description Cost Loan Project Status Possible Action of DOE
CATEGORY 2
Provincial LGU & |Dapitan, 11.8 MW Mini-hydro To be Final details still being
Smith Bell Resco | Zamboanga Del determing discussed
Norte
Agusan Power Agusan del Sur $35.00|Final Details still being

Tawi-Tawi LGU

Panglima Sugala &
Bongao,
Tawi-Tawi

45.00

discussed

Final Details still being
discussed
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DEPARTMENT OF ENERGY
PRIORITY LIST OF PROJECTS

Project
Proponent Project Site Project Description Cost Loan Project Status Possible Action of DOE
CATEGORY 4
Catanduanes LGU |Virac, 2.5 MW Mini-Hydro Feasibility Study level
& Spie-Trans Catanduanes
Loreto LGU Loreto, Dinagat Is. |.55 MW Mini-hydro 48.50 Proponent applying for hydro
Surigao del Norte operating contract
Catanduanes LGU |Virac, 6.9 MW Mini-hydro Feasibility Study level
& Spie-Trans Catanduanes
Palawan LGU Narra, Palawan 7.0 MW Mini-Hydro Feasibility Study level
ANECO & Butuan City, 7.0 MW Mini-Hydro 231.61 Feasibility Completed. On
Cumming C. Ltd Agusan del Norte hold because of excess
power capacity
Gingoog Power & [Gingoog City, 10 MW Mini-Hydro 690.77 FS Completed. Developer yet
Gingoog LGU Misamis Oriental to submit requirements for
a contract
Eastern Samar Lawa-an, Eastern (4.0 MW Mini-Hydro 191.43 Desk Study Level
LGU Samar
lloilo Electric Coop |Igbaras, lloilo 3.6 MW Mini-Hydro 57.35 Pre-FS Completed. For
complete FS
Zamboanga del La Libertad, 3.75 MW Mini-Hydro 202.00 Pre-FS Level
Norte LGU Zamboanga D N
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DEPARTMENT OF ENERGY
PRIORITY LIST OF PROJECTS

Project
Proponent Project Site Project Description Cost Loan Project Status Possible Action of DOE
NAPOCOR Kicharo, Agusan 6.8 MW Mini-Hydro $13.46 FS Completed. No interested
del Norte Developer
SORECO | Sorsogon, 2.5 MW Mini-Hydro 66.08 FS Level
Sorsogon
Samar LGU Calbayog, Western {1.05 MW Mini-Hydro 48.75 FS Completed. No interested
Samar Developer
NAPOCOR Puerto Princesa 6.8 MW Mini-Hydro $15.60 FS Completed. No interested
Palawan Developer
Phil-Can Power & [Culaman, Bukidnon |10 MW Mini-Hydro 603.20 FS Completed. CEPALCO
CCL did not pursue project
NAPOCOR Siaton, Negros 5.4 MW Mini-Hydro $16.67 FS Completed. No interested
Oriental Developer
ROMELCO San Fernando, .9 MW Mini-Hydro 62.71 Pre-FS Level
Sibuyan Island,
Romblon
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NOTESTO PIPELINE
NEW AND RENEWABLE ENERGY PROJECTS
IN THE PRIORITY LIST

Process In Coming Up With The Priority Long List

1.

Gathered from the DOE-Hydro Divison alig of pipdine projects and feasibility

studies prepared for the pipeine projects. A review of the feasbility studiesreveded

the following:

a. Mog of the studies need updating. Technical and economic data contained in the
feasbility studies need to be revdidated as these are more than two (2) yearsold

b. The project proposals were not appropriately packaged. It was noted that there
were no financid information about the proponent. Likewise, authority to borrow
on the part of the proponent were not included in the studies

c. Issueslike equity of the proponent, the portion to be funded by the banks and
security of the loans to be obtained were not discussed in the studies. The
proponent should be able to address issues before presenting a proposal to the
bank.

Because of the shortcomings mentioned above, projects with DOE-Hydro Divison

cannot be included in the priority ligt, that is, projects that can be provided with

ass sance in getting financing from the banks.

On March 12, 2001, | cdled on VP Mendoza of DBP to obtain background
information on pipdine NRE projects of DBP. | wasinformed that information about
the project and the borrower are confidentia in nature and cannot be revealed unless
thereisaforma request.

| dso met FVP Selespara of LBP on March 28, 2001. Heinformed me that the
Provincia Government of Tawi-Tawi has arequest for aloan to finance NRE project.
He indructed his people to obtain information of pipeline projects filed with the
branches. | was asked to go back to his office after aweek.

| prepared arequest to DBP and LBP through DOE for a profile of pipeine projects
(copy of requests attached). Also requested NPC-SPUG, PNOC-EDC and NEA by
telephone for a profile of projects.

DBP provided a schedule of pipeline projects (copy of the schedule attached). The
information contained in the schedule are the only information that the DBP can

reved without violating the rule on confidentidity. Asarule, banks are not supposed
to reved or share to any party information to about the proponent or the project
without the written approva of the proponent. This principle was reiterated during
the meseting at PA Consulting on April 5, 2001.

| gathered that LBP is dill in the process of packaging the NRE projects of the
Province of Tawi-Tawi. The LGU has dready submitted the gppropriate financia
gatements and LGU resolutions. The LGU, however, has yet to submit the feasibility
sudies.

NPC-SPUG, PNOC-EDC and NEA have pipeline projects and this was confirmed
likewise during the meeting on April 5, 2001.



On TheLong List Of Projects

1. Thelonglig of projects was therefore based from the inventory list provided by the
DBP and LBP and from an examination of the feagibility studies on file with the
DOE-Hydro Divison.

2. Although projects dready filed with the bank are included in Category 1, no one
among the projects can be provided with the assstance defined under the TOR
because of the limitations from “confidentidity principle€’ mentioned above.



Appendix F
Training Kit



TRAINING FOR DOE ASSISTANTS
EVALUATION OF NEW AND RENEWABLE ENERGY PROJECTS

Objectives

Thistraining manud is designed for the use of DOE gaff who will be assigned to
provide assistance to proponents of New and Renewable Energy (NRE) projects. The
materiasincluded herein are extensive and are meant to become reference materid of
the DOE gaff for possible scenarios to be encountered in the performance of their
work.

The training will take 5 days and on the 6 day, there will be a lecture to be attended by
DOE people about project eva uation.

Lesson Plans for the 5-day period and the 6" day are presented below.

Day 1

Objectives:.

1. Provide trainees with an overview of the tasks to be accomplished as catalyst of NRE

2. Distuss detals of the guiddines on Project Evduation and Proposed Guiddines for
Proponents of NRE

3. Discuss mechanicsin the evauation of projects

Methodology: Lecture

Outline of Discussons

The specific tasks of DOE as Catadyst of NRE Project
Theimportance of the Guiddines for both DOE and Proponent
The form to be accomplished — Annex A

The Framework of Evauation — Annex B

Detalls of the Evauation Process

aghrowbdpE

Day 2

Objectives.
1. Teachtraineesinjudging agood project proposa from onethat is not
2. Teach traineesin dedling with proponents

Methodology: Lecture and discussion of a sample proposa
Outline of Discussions.

1. Discussion of asample proposal and identifying its attributes
2. Discussion of the attributes of a good proposal



Day 3
Objectives.

1. Exposetraineesto apossble stuation in project evaluation
2. Teach trainees how to analyze and synthesize

Methodology: Case Method

Outline of Discussons,
1. Presentation of the facts of the case
2. Definition of what is expected at the end of the case

Day 4

Trainees will be given the whole day to prepare what is expected from them

Day 5

Objectives:
1. Teach trainees the correct approach in actud projects
2. Teach trainees on proper presentation of projects

Methodology: Case method

Detaled Ouitline of Discussons
1. Traineesto be asked to present their output
2. Discussion of their output and pointers to further strengthen the output

Day 6

Objective: Provide background on project evauation
Methodology: Lecture

Outline of Discussons

1. Thetasksrdativeto the role of DOE as catalyst
2. Theframework of project proposa

3. Attributes of agood project proposal

4. Closng
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Introduction to
Project Appraisal

How you as DOE officer
help proponents in
presenting their projects
to bankers and
investors

Introduction

Within the next 2 hours, we will
discuss how banks evaluate
project.

Think like a banker or an investor

A presentation of project can mean
success or failure
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Financing Components
Loan

Equity

Due Diligence Process

Not all technically feasible projects
are commercially viable

Viability should be analyzed from
the point of view of the funders
Think like a banker or investor

Examine studies so proponents
can present an adequate report
and in acceptable format
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FINANCING FRAMEWORK

l— Financing Source—J

Equity from
other Loans

Proponent’
s Equity

investors

I—Equity Source—r

hnical

Quality of Tec
Feasibility

Ma:jket and Socio-
I 1 E i
Management ncustry

ccccccccccccc

Conditions Consideration

rackrecor
Bankability of Proponem—[ |—Viability of Ptoject4]

-QUALITIES OF THE PROJECT:

Viability of a Project

Cost of Project
Existence of a market
Technically feasible
Socio-Economic Impact
Financially Viable
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Bankability of Proponent

No adverse credit finding
Adequate capital
Can manage project profitable

Financial Statements

Basics of Financial Statements
Historical

Projected

Analysis of Financial Statements
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Integration

Project
Financing




TEXT OF LECTURE

Side 1 - Introduction

Director Benito, Mr. Quejas, Mr. Arrila, distinguished officers and staff of the
Department of Energy, Good Morning.

During one of my mestings with Director Benito two months ago about NRE projects, he
mentioned about transfer of technology on the evaluation of projectsto the DOE. Inmy
subsequent discussions with Reuben Queas relative to atask that | was engaged to
accompligh, it became gpparent that there is a need to familiarize the officers and s&ff of
DOE who ded on projects. Thistransfer of technology is compelling because the DOE is
promoting New and Renewable Energy which is an emerging enterprise. Asyou may
have read in management books, an emerging indudtry practically confronts al the
problems you can think of as a business enterprise.

There are S0 many approaches in handling the problems of NRE ranging from strategic to
operating, top-down approach to bottom-up approach. These are the approaches that you
as energy professionas can handle expertly.

What | believe is missng, therefore, is the capability to present what you know to another
st of experts, the bankers and the investors. As the saying goes, HE WHO HAS THE
MONEY MAKES THE RULES.

Our task in today’ s lecture, therefore, is to transfer to you the technology of presenting a
proposal for a project to bankers and prospective investors.




Side 2

Role of DOE — Assgt the proponents by guiding them of the proper way of preparing
their proposas. Think like an investor or a banker with the following specific objectives.
To improve the gpprova rating of loan applications of NRE projects
To enhance acceptability of projectsto prospective investors and

The above can be accomplished if the proponent can be guided to present hisher
proposal properly. A proposal is proper if it addresses dl the concerns of the bank and it
is presented in a proper format.




Side3

Our ultimate objective is to help the proponent obtain aloan from the bank and to solicit
equity contributions from other entities.

At this point, the following should be made clear
1. The proponent which isthe private sector is primarily responsible for the project.
Y ou are there to guide and assist but do not assume respongbility
2. Hewho has the money makestherules. Theinvestor and the banks are the principa
players
3. Ascadyg, itishepful that you understand the language of the banks so you can
discuss with the client more intelligently. 'Y ou should expect the proponents to ask
for your assstance in dedling with the banks.
4. Proponent should solicit your serves, otherwise the banks will ignore you. Banks
observe “confidentidity principle’.
5. The nature of assstance expected from you by the banks are
a.  Market identification and vaidation of market assumptions. Isthere amarket and
what areits characterigtics? Are there data available about the market?
b. Technica vdidation and verification of the viability of the technology.
c. Inditutiond evauation including assessment of the readiness of the community
and the livelihood component.
d. Veificaion of “cogt of service ddivery” cdculaion/pricing or tariff formula




Side4

In order that guidance and assistance can be given, the proponent must be willing to
undergo a slf examination.

In making a sdf-examination, congder al the dements of the business enterprise. In
other words, we perform a due diligence process. Due diligence process means
undertaking the necessary measures to seeto it that the investment decision or the credit
decison will not result into losses.

There are certain pointers to be remembered and these are:

Not dl technicaly feasible projects are commercidly vigble

Viahility should be analyzed from the point of view of the funders

Think like a banker or investor

Examine studies so proponents can present an adequate report and in acceptable
format



Side5

What are the areas that need to examined? It is broken down into two categories. the
viability of the project and the bankability of the proponent.

The evaduation shdl highlight on the concerns of the banks particularly the following:
a. Credit Record of proponent

b. Fnancid Aspects— Higtoricd Financid Performance of proponent and Projected
performance

Marketing aspect

Operations and Technica Aspects

Organizationa Aspect

Risk involved in the credit transaction

Pricing

Collatera/Security and Second Way out

Socio-economic consderations

—T@ o ap

CREDIT RECORD OF THE PROPONENT

3.1 Proponents may be hesitant to discuss credit record especialy where thereis
adverse record on the proponent. The DOE Assistant, however, hasto extract
from the proponent the nature of adverse findings, if any, such that remedia
measures can be effected before the application isfiled with the bank. Bank
uses exhaudtive procedures in the conduct of credit investigation and it is likely
thet it will find out the adverse finding.

3.2 Bank obtains credit record of the proponent/borrower through the process called
credit investigation. The Credit Investigator (Cl) sends queries about the level
of loans, the status and payment record with the other banksin the area and
nearby areaaswell aswith its branch offices. The Cl likewise looks into the
records of the court for the existence of court cases against the proponent and of
the principal officers and stockholders, if proponent is a corporation or
cooperative. The Cl, likewise make arandom interview of the neighbors of the
proponent and certain suppliers to assess the character of the proponent.

3.3 Adversefindings from the credit investigation may result in the disgpprova of
loan application of agood project. If the proponent is honest enough to disclose
any unfavorable findings, if any, the DOE Assgant can suggest measures to
correct the weakness before the loan gpplication is filed with the bank. 1t should
be noted that it is very difficult to correct theinitid impresson of the account
officer of abank once there are adverse findings.



FINANCIAL EVALUATION OF HISTORICAL PERFORMANCE

3.4 Evduaion of higtoricd financid performance is gpplicable where the proponent
isan exiging entity. Historical performance is assessed separately from the
projected performance of proposed project. The proposed project is evauated
separately based on itsincrementa effects, that is, increases in revenues and
costs become the basis of the evauation.

3.5 Fnancid Statements consst of three statements, 1) Income Statement, 2)
Baance Sheet and 3) Cash Flow Statement or the Statement of Sources and
Uses of Funds. Income statement shows the results of operations over acertain
gpan of time, usudly one-year. The Baance Sheet shows what the business
entity owns and what it owes as of the date indicated in the statement. The Cash
Flow Statement shows the sources of funds that came into the entity and where
the funds went over a certain time span, usualy one-year.

3.6 Financid Statementsto be useful for analysis, should be prepared in accordance
with generaly accepted accounting principles and isthe duly certified by a
Certified Public Accountant (CPA). The DOE Assstant should read the audit
report and that the CPA expressed an Unqualified Opinion of the Auditor on the
Statements.

3.7 Tool for financid evauationisa*“Financid Spread Sheet” which placesina
sngle document the items in the financia statement that needs to be andyzed.
Financid SpreadSheet isincluded as Annex “D”. Electronic copy isincluded in
this proposed manud.

3.8 Theevduation of the financia statements using the soreadsheet gives an
indication of the financid hedth of the proponent. Guiddinesin the Andyss
of Financid Statementsis contained in Annex “E”



FINANACIAL EVALUATION OF PROPOSED PROJECT

3.9  Where the proponent is a recently organized entity with no previous track
record of performance, focus of evaluation is proposed project.

3.10 Statementsthat are subjected to evauation are the Projected Income Statement,
the Projected Balance Sheet and the Projected Cash Flow. Sample format is
marked as Annex “F’ which is an dectronic worksheet. The eectronic
worksheset is part of this manud.

3.11 If proposed project is an expansion of existing business activity, the expansion
project should be analyzed as a project that is separate and digtinct from an
existing project. Thisisto be able to assess the add-on vaue of the new project
to the exigting operation. Only the incrementa revenues and costs will be
considered.

3.12 Sunk cog, or cost of assets that has aready been paid, will not be considered
even if these assets are used in the expansion projects.

Project Cost and Financing

3.13 Sinceevauation of proposed project pivots on project cogt, it isimportant that
thisitem should be given initid attention. Project performance is gauged against
the total cost of the project.

3.14 The components of projects of project costs should be examined to determine

their appropriateness and sufficiency. Components of project cost are:

a. Cod of Preparing the feagibility study

b. Cost of Land

c. Cogt of Land Improvements

d. Cog of Equipment including ingtalation and supervison cost

e. Pre-operating expense which include cost of securing business permits,
licenses, cost in organizing the entity, personnel cost and such other costs
incurred prior to start of commercia operations

f. Allowancefor Contingencies— Thisis aprovison for possible increasesin
cost resulting from the depreciation of the peso and such other unforeseen
events resulting into an escaation in the total cost of the project. Allowance
for Contingenciesisusualy set at 15% of total projected cost.

g. Working Capitd - This represents the minimum leve of baance maintained
in the cash vault, recelvables, and inventories in spare parts and prepaid
expense necessary for a continuous and unhampered operation of the entity.

3.15 Thetota project cost, once determined and vaidated, should have a matching
fund sourcing which may be ether loan or equity. Some rules of thumb to
determine the gppropriate mix between loan and equity are asfollows:.



3.16

a. Banksdo not ordinarily finance the cost of acquiring land. Land should be
part of the equity contribution of the proponent

b. Working capitd — There are should be available financing for the initid
working capital requirement of the entity. Some banks dlow initid working
capitd requirement to be financed by a medium to long term credit product
while other banks alow only short term loan products of the bank to finance
working capital needs.

c. Except for Working Capitd, dl of componentsa to e initem 3.15 qudify
for long term funding which is either equity or medium to long term loan. A
medium term loan has atenor of 5 to 7 years while along-term loan has a
tenor of 7to 10 years.

d. Inthe presence of collaterd with loan vaue that can fully cover agiven
amount of loan, the bank can provide the proponent aloan equivaent to
75% of tota project cog, that isitemsato f of item 3.15. Part of the 75% is
the Working Capita loan discussed in item 3.16.a

Thetiming of disbursement of cost for project should be in accordance with a
schedule presented in a PERT/CPM or a Gantt Chart. The DOE Assistant
should seeto it that the funds are made available when needed. If thereisarisk
for acost overrun, the DOE Assigtant should recommend for the setting up of a
contingency alowance as the occurrence of afund shortfal during the
implementation of the project hurts both the bank and the proponent in the
fallowing manner:

Banks accrue interest on the loan despite non-completion of the project that
generates cash to service theloan. The obligations of the borrower continue
to mount even in the absence of the capability to pay.

The bank cannot collect despite the existence of the claim againgt the
borrower. If it could not collect after a certain period, the bank may be
required to provide alowance for bad debts, which may hurt the financid
picture of the bank.

Financial Projections
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3.18

Financid Projections are the expectations of management about business
performance within a given span of timeinto the future. The starting point is now
and the bridge to the future is the project, which is being funded jointly by
internally generated funds and equity on the one hand and by aloan on the other
hand. The underlying assumptions must be understood because it tells much about
the feasibility of an expanson project. Projections, if placed sde by sdewith
higtoricd performance and, if connected with management analysis would indicate
whether the decision to pursue agiven project isasound financia judgment.

In evauating projections, seeto it that expansion portion is a sand-alone project
and can generate the required cash flows to pay off the loan as scheduled. Cash
generated from exigting capacity should not subsidize the payment of loan



amortization from the loans incurred to finance expansion. In worse scenario, it
should only serve as a buffer just in case the expansion project miscarries. Andyze
assumptions of the proponent as basis for preparing the projections, aswell asthe
environmental issues like pending hills, long term bulk orders, new contracts,

these developments can affect company performance. Likewise, identify and
andyze for posshilities of adrop in seling price and other sengtivities.

Projected | ncome Statement

3.19

Thefirg gatement is the Projected Income Statement, which showsin financiad
terms how the project is expected to perform. The Income Statement has two
magor items, 1) Revenue or Income ltems and 2) Expenseitems. The difference
between Revenues and Expensesis the Projected Net Income

Expenses

3.20

321

Expense items should be examined fird. It isin this areawhere delays occur in
the evauation of the project by the bank because the supporting schedules are
not avalable in the documents submitted.

Items of Expenses should be examined to determine accuracy and
appropriateness of figures. Supporting schedule will enable the bank to validate
if agpecific expenseitem is overstated or understated. Each item of cost should
be supported by schedule.

Revenues

3.22

3.23

3.24

The basis for computing revenues should be indicated in projected statements.

The projection on revenue should be reated to the marketing strategy, which is
discussed in the marketing assessment.

Suggested Format of projected financial statement aswell as supporting
schedules are included in Annex “F’ which is an €ectronic workshest.

Projected Cash Flow

3.25

3.26

Projected Cash Flow reflects the sources and uses of cash for the project. For
the first two years of operations, Projected Cash Flow is usudly prepared on a
monthly basis to detect months where shortage in cash can possibly occur. In
subsequent years, yearly cash flow projections are sufficient.

It is hepful to see that temporary need for cash are supported by cash generated
from exigting operations.



3.27

Projected cash flow reflects whether the project isin a position to generate cash
to be able to service a specific loan amortization. With provisonsfor deviation
induded, Cash Flow Projection becomes the basis for a decision as to whether
to lengthen or to shorten the grace period for the payment of aloan. Itisaso an
indication of the capability of the project to effect payment of dividends.

Pr oj ected Balance Sheet

3.28

Projected Balance Sheet shows the financid position of the project. It shows
the gradua build up of equity postion and the decline in the level of long term
lighilities

Perfor mance Assessment

3.29

3.30

Three Stuations should be presented 1) projections without the project, thet is,
expected performance of existing operation 2) Projections on the project, that is,
the expangion project as a stand-adone and 3) combined projections on existing
and expansion. Such an exercise is necessary to enhance the comfort zone of
the Bank Account Officer in endorsing the proposed |oan for management
approval.

In doing sengtivity anayses of project, revenues are adjusted downward and
costs adjusted upward to determine the capacity of the project to absorb results
of negative events in the environment.

MARKETING ASSESSMENT

331

3.32

3.33

Marketing assessment describes the target market in terms of capacity to pay for
the service both for the present and foreseeable future. 1n describing the future
movement of demand, it should identify the basis why demand is expected to
improve & a given percentage within the foreseesble future,

It should identify the barriers in the marketing of services that include direct and
generic competition, culture, and hesitancy for the use of the product and such
other congraints.

To address these barriersis a marketing strategy. Strategy covers such areas
like pricing, promotion, packaging and product ddivery. Along with this
Strategy is a proposed marketing budget to assure the implementation of the
drategy.

ORGANIZATION AND MANAGEMENT

3.34 People run organizations and it is for this reason that the proponent must posses

the credibility necessary to run the project asabusiness. Credibility means that
the proponents, the lenders and prospective investors have the confidence that
proponent can deliver hisher end in the commitments.



3.35

3.36

In examining the organization structure of the proponent, the DOE Assstant
should examine the tasks and sub-tasksin running the project as a business
enterprise. Examination of the resume of key officers submitted, may reved
weak point that require gppropriate recommendations

In the assessment of the organization, the following should be looked into:
a. Company Background
1) Brief Higtory of the Company
2) Pertinent Details on its operations
3) Other information on the company's operations (i.e. market, product
lines, etc.)

b. Ownership Structure - Indicate if proponent is a sole proprietor, partnership
or corporation or cooperatve. If corporation, indicate whether it is a
domestic corporation or a fully owned subsdiary of a foreign corporation. If
the proponent is a joint venture (JV) company, indicate the parties in the V
aswell astheir role and the advantages they can bring into the arrangement.

c. Equity Paticipation - Indicate the authorized capitdization, the number of
shares and the par value per share.

d. Management/Officers
1) Board of Directors
2) Key Officers/Personnd - The Management Team, usudly
composed or controlled by the controlling stockholder/s, is the prime
mover of the busness organization. Its outlook, plans, attitudes,
beliefs and gyle of handling human, financid and other resources
shape the culture of the organization and it has much to do with the
continued success or the decadence of the organization. Look into
the quality and depth of the management team because this is where
Character of the borrower, which is the firsd C of Credit, will be
judged.
3) Monitor presence of the following in the proponent:
- Adeguacy of interna control systems
Degree of professondization of managers
Adequacy of their training
Management cdiber, depth and succession plans
Credit record and integrity of principa officers
Management and/or ownership changes and their effect on the
business
e. Rdated busnessiinterest - Include information on the other businesses and
sources of income of the proponents. These are looked upon as secondary
sources of cash for servicing obligations.
f. Pant and Facilities - Include a brief description of the facilities and indicate
if water, power and transport facilities are avalable. Indicate the estimated



production capacity and the extent of its utilization. Indicate the number of
employees.

RISKSKEY SUCCESSFACTORS

3.37

3.38

3.39

3.40

The strengths and weaknesses of a proponent should be andyzed in reation to
industry conditions, competition, labor Stuations, government regulations
affecting the business and palitical and economic climate.

There are dwaysrisks involved in pursuing the expansion project and these should
be identified. 1dentify potentid risks that may adversdy affect the project and why
you think the proponent has the capability to weether off these risk and remain
viable. Discuss the factors that adversdly affected the proponent in the past, how it
managed to survive the adversities and stayed viable. Mention the strengths of the
proponent like existence of a captive market, stable raw materia source,
investment incentives, favorable laws, market share dominance, etc. Mention also
other factors, which have postive impact on company's operations.

Risksin Busness indude the following:

a. Depreciation of the Peso againgt other currencies— If there is peso
depreciation, peso denominated ligbilities may bloat

b. Succession Issues— The project may discontinue if the key proponent dies
or becomes incapacitated

c. Falureto reach target revenues — Proponent may have difficulty of paying
amortization if volume targets are not reached.

Business risks are often raised in the discussons among lending authorities. As
such, it is necessary to address these business risks outright by discussing
options of the company should the anticipated risks occurs. For example, on the
issue of Peso Depreciation, the proponent may opt to book peso denominated
loansto avoid said risk. With respect to succession issues, there should be a
line up of possible successors just in case the key proponent dies.

COLLATERALS

341

342

Collaterds and guarantees serve as "fall back” if projected earnings and cash flow
fal below expectations to support repayment commitments of the proponent. A
collateral is defined as money or property put up by a proponent/borrower to back
up aloan. In case of default, the collateral may be liquidated to pay off the loan.
Term loans should be structured such that cash for the loan repayment is generated
from the business and that it is not depending on the liquidation of collaterd.

There are two types of collateral: the primary and the secondary collaterd. A
collaterd isprimary if there is a specific set of cash, near cash items and hard
assets identified to cover for whatever exposure that the bank hasin the



proponent/borrower; acollatera is secondary if thereisnone. A primary collatera
can be given avauation while a secondary collaterd cannot be given a vauation.

The common forms of primary collaterd are asfollows:

a. Red Egate Mortgage (REM) - a piece of read estate property covered by a
Title including exigting and proposed improvements thereon is as security for
the payment of a loan. Red edate assets other than the site of the project
being financed may be used as collaterd. Untitled property or pieces of Red
Edtate covered by Tax Declaration only are not acceptable ac collateral. Redl
edae asset in the name of a third paty may be acceptable as collaterd
provided that the registered owner is the signatory of the REM. Specia Power
of Attorney (SPA) issued by the registered owner dlowing the borrower to
mortgage the red estate assets in not acceptable because of a high incidence of
fraud in the issuance of the SPA.

b. Chattd Mortgage (CM) - machinery, equipment and/or persond property are
used as security for aloan.

c. Hold-out on Deposts - a specific anount of Saving or time deposit is being
held by the back as collaterdl under as Deed of Assgnment. Like in the case
of REM, the depostor may not be the same as the proponent/borrower, in
which case the depositor should sign the deed of assignment.

d. Mortgage Trust Indenture - the bank is given a Cetificate of Participation
indicating issued by a trustee who was appointed custodian to a property of
enormous vaue. The cetificate indicates the extent or percentage of the
property, which secure the loan of the bank. This type of collaterd is
encountered where the loan given to a proponent/borrower is syndicated or
where more than one bank have loaned money to the proponent using same
collaterd.

The following are secondary collaterd:

a. Joint and Several Signatures (JSS) or Suretyship — Under a JSS or Suretyship,
the surety (sgnatory of the JSS document) binds him/hersdf solidarily with
the principa debtor and there is a JSS in dmogt dl loan contracts.  If the
borrower is a corporation, the JSS encumbers the persona assets of the surety
to the liabilities of the corporation. In JSS, the surety is not liable unless and
until the principa proponent/borrower is held lidble A number on
conventions on JSS are as follows:

- if the proprietor/proponent/borrower is the husband, the wife executes a
JSS & vice-versa. A third party other than the spouse may also execute a
JSS;

- if the proponent/borrower is a corporation, the principal directors and
stockholders execute the JISS

b. Cross Guaranty - a person or corporation guarantees the loan of another that
likewise guarantees the loan of the former.

c. Negative Pledge - an undertaking of the proponent/borrower not to mortgage,
encumber, transfer or dispose of his fixed assets without the consent of the



Bank. This is usudly encountered where the proponent/borrower is prime
and has agood track record

3.43 A proponent cannot borrow to the extent of full market value of assets submitted
as collaterd. The banks use the terminology “ Appraised Vaue’ and “Loan Vaue.

3.44 Appraised Vdueisthe vauation given by abank on specific assets. In the case
of land, vauation given is usudly based on the averages of zond vaue, last
salestransaction of apiece of land that is near the property and the market value
as quoted by red edtate agents. The value may be increased because of the
location or may not be given any vaue at dl because of the absence of aright of
way. If theland isagriculturd, the maximum vaue is the price given by DAR
for such property. Vauation islikewise given to improvements introduced on
the land.

If the proposed collaterd is equipment, the value given is the estimated
replacement cost of the equipment net of depreciation; if the equipment is new, it
is based on the purchase price of the equipment.

345 *“LoanVdug' isthe amount of loan that that the proponent/borrower can obtain
from the bank which is a percentage of the Appraised Vadue. Loan Vaue schedule

isasfollows
Collaterd Loan Vdue
Land 60%
Building and Land Improvements 60%
Chattels 50%
Deposit Hold-Out 100%

3.46 Coallaterd can be vduable in term lending, but relying on it as the main
judtification of support isnot the right attitude. Higtorica performance is ill the
best gauge in viewing the proponent’ s ability to service future debts. 1t is essentia
to look into the ability of the proponent/borrower to repay from the earnings
generated in the norma course of the business.

3.47 Where the proponent is a start up, there is no business history to indicate what
their future earnings power will be. Projections may be a good indicator but
should be substantiated by evauation of market, management, technica matters,
etc. Collatera becomesimportant consderation.

348 Incaseof guaranteg, it is good psychologica help but does not automatically
ensure that the guarantor will immediately repay a debt or thet the lender will have
access to the assets of the guarantor without strong lega action.

349 The DOE Assigtant should be able to advise proponent of unacceptable collatera
thet indlude:



Collaterd previoudy mortgaged to another bank. Second mortgages are not
acceptable

Red edtate assats without right of way

Red estate assats with lis pendense, adverse claim and other limitations
annotated at the back of thetitle

SECOND WAY OUT

3.50 Risk of lower than expected leve of performance is dways present and it would
enhance the comfort zone of the bank if the other sources of payment short of
disposing assets can be identified.

3.51 The presence of collateral mitigates the risk and increases the comfort zone of a
bank with respect to collecting its exposure into the proponent/borrower

PRICING

3.52 The Cogtsthat should be considered by the Proponent/borrower consists of the
fallowing:

3.53

a

b.

f.

Interest on the loan

Service Fee which is afee collected by the bank per transaction. The
amount is supposed to reimburse the bank of its cost in processing the
transaction

Handling fee, which represents the cost of the bank evauating the loan
transaction. Handling fee is a one-time expense and is usudly 1% of
approved loan amount

Commitment Fee — Thisisafeefor the inability of the proponent/borrower
to draw on the approved loan within the drawdown period as defined under
the loan agreement. By imposing a commitment fee, the bank is recovering
the opportunity cogt from dlotting funds to service the loan drawdown.
Commitment Feeisusudly 1% or lower per annum based on the undrawn
baance of theloan.

Documentary Stamp Tax (DST) — This paid to the Government. Amount
paid, which isusualy deducted from the proceeds of |oan is P0.20 per
P300.00 value indicated in the document. Loan agreements and promissory
notes are subject to DST.

Pendty Charge — The amount collected by the bank if borrower cannot
promptly pay |oan amortization schedule.

The Interest rate of aloan depends on a number of factors. The primary
determinant of interest rate is the Interest rate on Treasury billg(T-Bills).

Interest rate on T-Bills becomes the base rate as it is the type of investment that
banks would opt if they decide not to lend their money. As such, quotations on
interest rate are usudly stated in “91-day T-BillsRateplus_ % spread” at
thetime of avallment. The interest rate isusualy adjusted or “repriced” every
90 days to take into consideration of the changing cost of money to the banks.
T-Billsrateis published in the newspapers.



3.54

3.55

The other benchmark used by banksisthe“Prime Rate’ or the best rate that it
can giveto its best proponents. Prime Rate is a market established rate and may
be higher or lower than the T-Billsrate. Some banks publish their prime rates

in the newspapers.

The“plus__ % soread” isafactor tha takesinto consderation the following:

a BusnessRisk - Thisistherisk that the loan will not be repaid in full with
interest within the time frame agreed upon. The higher the perceived risk,
the higher is the spread of the bank.

b. Thelevd of compensating busness- If the proponent has other business
dedls with the bank, the Stuation may merit for the scaling down of the
gpread. Likewise, presence of substantia amount of depost will merit a
reduction of the spread of the bank.

c. Potentid changein the cost of fundsin the future. Thisis especidly
important when interest rates are fixed.

d. Fnancd risk - Thisisthe risk that loan funds will be tied up and not be
available as other opportunities present themselves to the bank (opportunity
loss).

e. Demand Deposits - those depodits that each |oan will bring to the bank or
each loan will retain for the bank (free balances after activity charges).

f. Time Depodgits - while these may have some influence, if the bank is paying
amarket rate, then time deposits add little in compensation for afavorable
rate

g. Compstition - those rates that are actudly available from other lenders.

h. Timing of interest payment - whether discounted, paid a maturity, paid
monthly or paid quarterly, etc.

SOCIO-ECONOMIC, ENVIRONMENTAL & OTHER ISSUES

3.56

3.57

3.58

Presence of socio-economic impact helpsjudtify a project dthough it could not
serve asaprimary judification. Possible multiplier effect of the project should
be described in quditative terms

On account of the growing environmenta awareness, banks now require that
projects obtain an environmenta clearance certificate (ECC) from DENR. If
the ECC is yet to be obtained, the status of getting the ECC should be
mentioned in the study.

Peace and Order — Where the project is placed in remote areas, statement on the
peace and order problem should be made in the studies such that the bank
account officers and the passive investors would not be guessing of the status.




Side 6
To recap, the viability of the project is dependent on the following:

Cost of Project
Existence of amarket
Technicdly feesble
Socio- Economic Impact
Financidly Vidble

Side 7

The bankability of the proponent is dependent on the following:
No adverse credit finding
Adequate capita
Can manage project profitable

Side 8

Financid Statements are best windows in looking at the current and projected picture of
the business enterprise.

Bascs of Financid Statements
Historica

Projected

Andyssof Financid Statements

Side 9

Asrecap, aproject will not be pursued if the people that should be providing the support
are not there. The proponent should be provided assstance but caution should be taken.

CLOSING
| would like to inform the DOE at this point that | would be willing to provide assstance

even dfter the expiration of my TOR. | will be discussing details with Ruben regarding
thematter.
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Consultation Medting on
PROPOSED GUIDELINES ON PROJECT EVALUATION FOR
NEW AND RENEWABLE ENERGY PROJECTS
2:00 p.m. on April 5, 2001
Venue PA Conaulting Conference Room

Present:
Arlene Pamintuan - PA Conaulting
Boy Dulce - USAID
Junn Domingo - Land Bank of the Philippines
Offie Mendoza - Devdopment Bank of the Philippines
Jet Sdvdierra - Deveopment Bank of the Philippines
Vvd Infante - Naiond Eedrification Administration
Fely Arreola - Depatment of Energy
Ruben Qugas - Depatment of Energy
Grace Yeneza - Preferred Energy Inc.

SUMMARY OF DISCUSSIONS

1

3.

DBP s concern is the organizationd readiness of DOE to handle the tasks as defined
under the guiddines. DOE does not have the capabiility to handle such tasks as
evauation of collaterd, conduct of aCl and andydsof Finandd Statements. It
became gpparent in subsequent discussions that there are parts of the whole tasks that
can be appropriately performed by the banks. As a catdys, however, DOE should be
aware what the banks are doing such thet it can effectively provide assstance to
proponent. DOE gaff need to understand the language of the banks such thet they

can discuss intdligently with the loan officers of the banks.

DBP suggested for the creation of an Inter- Agency Committee Smilar to thet of
DOST. ThelAC, to be composad by representatives of agencies that can contribute
inputs to the project, will have the effect of increasing the comfort zone of the banks
on project requiring loan.

The process flow being proposed with IAC in the picture is asfollows

a.  Upon receipt of application, DBP will conduct Cl and gppraise proposed
collatera meantime that proponent isin the process of preparing documents
required by the bank

b. The DOE will multaneoudy validate the assumptions pertaining to the
technology and the market.

c. The proponent will then, theresfter present the project proposd to the IAC for
deliberation

USAID wanted for adearer definition of DOE's Role in the entire process. DOE
pointed out that itsroleis purely that of a catayst and would provide assstance



conggent to thisrole. The proponent remains primarily responsible for the project
proposa while the bank is primary respongible for the decison to grant a loan to the
proponent.

. In the subseguent discussons, amore pecific definition of DOE srole as catdys in

Off-Grid RE Basad Electrification Projects was agreed upon and they are asfdlows

a. Market identification and vaidation of market assumptions. DOE will meke an
assessment of the existence of the market and will present to the banks a
document stating the exigtence of amarket, the characteridic of the market and
other basic market data. It should aso 1) prove the assumption on the populaion
and its growth, 2) provide estimates on tariff rates and 3) provideesimateson
cog of ddivery of dectricity.

b. Technicd vdidation and verification o the vidhility of the technology. Assome
banks do not have the capability to evaduate technical agpects of NRE projects,
DOE will pre-screen the technology. 1t will indicatein areport thet would
indude information 1) if the technology has been pilot tested and the results of the
pilot test, 2) if there exiding projectsin the Philippines using the technology and
the performance of the project and 3) if there are of Smilar projectsin other
countries and their performance. The technology hasbearing project cost and
operdting cogs. Thetwo cogswill, in turn, affect thefinendd viahility of the
project.

c. Inditutiond evduaion incuding assessment of the readiness of the community
and the liveihood component.

d. Vaeification of “cogt of sarvice ddivery” cdculaion/pricing or tariff formula

. DOE should likewiseidentify the areas where NRE are gppropriate as well asthe
aopropriate matching technology. DOE mentioned thet it has an exising NRE
resource map that can be made available to the banks and to proponents.

. LBPand USAID inquired asto who will be the user of the proposed guiddines. It
was pointed out thet the guiddines were prepared for the use of DOE. The guiddines
will befor the use of the Assstance Desk. When requested by the proponent, it will
determine completeness of documents and if sudiesfit the requirement of the Banks.
DOE performs the tasks of a Catalyst but the Proponent remains primarily responsible

to the proposd.

. It gppeared in subsequent discussions of the absence of a guiddine for proponents.
The guiddinesfor use of proponents should serve as a guide of the different
documents that must be submitted as well as various financid packages and the
advantages of each. Each proponent hasits own preference of banks and the
proponents should be aware of the various financid packages offered by the banks.

. Per DBP experience mini-hydro projects must comply with 50% equity requirement
to beviable. The equity requirement for mini-hydro should be higher.



10. In the définition of the role of DOE, there should be no duplication of work. DOE
ghdl not perform the tasks of the banks, neither will it take on therole of the

proponent.

11. LBP acknowledged the absence of staff thet have technicad competence to evauate
NRE project and may have torely on DOE on métters pertaining to the evalugtion of
the technica aspects of projects. LBP would like to develop the competence asiit
recognizes that energy is a necessary component in the development of liveihood
projectsin a countryside environment.

12. The banks wants to be advised on such matterslike probability thet areas intended to
be served by NRE project will be connected to the grid. NRE project will not prosper
in an areathat will be eventudly be connected to the grid. NEA can providethe
information requested by the banks.

13. The banks suggested that there should be a consolidation of information on all
initiativeson NRE. Theissue was raised because of acasein Pdawan. DBP had to
stop implementation of a previoudy gpproved project because another entity
established a competing project that was funded by a grant. DOE is aware of the NRE
intiatives in Pdawan  DOE, however, does not have jurisdiction on the NRE
projects because these are funded by the private funds and because DOE has no fund
exposure in the projects.

14. While DOE is promoating the use of NRE, NEA is mandated to dectrify the rurd
aress regardless of the type of technology. Seemingly, thereisa conflict of roles of
the two agencies. DOE, however, inits desire of to fast track the attainment of 100%
dectrification, took an innovative gpproach without necessarily encroaching into
NEA’s mandate. DOE’ sinitiatives intend to complement NEA' s effort and the
seemingly conflict of rolesis actudly complementation of efforts.

15. In the past, NEA depended on congressiond dlotment for its projects. Sugtainahility
of projectsis an issue because of the difficulty of getting replenishment.

16. For aproject to be sustainable should have livelihood component which in turn affect
the household' s capacity to pay. Households should be the reference point and
dectrification should result into additiona income for them. Discussonson
livelihood component will be induded in the guiddines.

17. Rurd dectrification is gppropriate for the LGUs and the Electric Coops. If Electric
COOpS cannot pursue projects, the private sector are invited to participate by way of a
joint venture together with the LGU.

18. Thereisaneed to come up with amodd per technology to serve as guide for the
banks. Likewise, thereisaneed to categorize the market into different ssgments to

dlow for possble scenario andyss.



19. The credit decisonisthe cdl of the banks, after dl, it istheir money that isbeing
employed into the project. Whét the banks warnt is an information thet will enhance

their confidence level on both the borrower and the project. Banks practice balance
sheet financing. Project financing is not donelocaly.

20. NEA’s concern is the cost that would be spent by a proponent in doing a feesibility
study without any assurance that the proposal will be approved. Pre-feasihility udy
was uggested as dternative. The suggestion, however, would only increase the cost
asthereismore or lessastandard set of requirements by the banks.

21. DBP and LBP gtated that they could not provide two projects that can be asssted by
DOE for purposes of getting gpprova under this project.

Prepared by:

ROSVID SUNICO



Mesting with DOE on Amendmentsto the
Proposad Guiddines On Project Evaduation For

New And Renewable Energy Projects
10:00 am. on April 10, 2001

Venue DOE-NCED Conference Room

Present:

Ruben Qugas
Fely Arreola

SUMMARY OF DISCUSSIONS

1. DBP sconcern on organizationd readiness of DOE — The DOE gppreciaesthe
concern and istaking actions to be able to perform the role of acatdyst. The setting
up of the guiddine and the training of the DOE gt&ff on the use of the guiddinesisan
initid step towardsthis effort.

2. Proposed Inter- Agency Committes(IAC) — DOE recognizes the merits of having an
interagency committee. To avoid cregting ancther committee, DOE will examineif
the exigting Project Preparatory Team (PPT) can perform the task of the IAC. The
DOE thinks that the PPT is appropriate for the purpose as DBP, LBP, NEA, PNOC-
EDC, DOE, NEDA and DOF are represented. The proposed guiddines will be
amended to take into condderation the existence of the PPT in the project evauation
process.

3. Rodleaof DOE — The specific definition of therole of DOE as agreed during the
meeting on April 5, 2001 shdl be incorporated in the guiddines.

4. On maters of “verification of cost of ddivery”, however, DOE can determine the
upper limits of the figure and not the exact figures.

5. Areaswhere NRE are appropriate — DOE has an existing NRE resource map which is
regularly updated. The bankswill be provided with these maps.

6. Interaction with Proponents — USAID, NEA and LBP raised the issue on the absence
of aguiddine that will be digtributed to the proponents such that they can properly
present NRE projects. DOE recognizes the need to provide proponent with
guiddines on project proposasto guide them of the sepsto undertake and the things
to look into when preparing a project proposal. Guidelines for proponents, however,
is not among the sub-tasks of Task 4. Since the subtask “On a best effort basis,
assistance to at least two (2) project proponents (1 LGU and 1 private sector) from
the priority list in item (d) in obtaining a financing agreement with either the DBP and
LBP, on a best effort basis” could not bedelivered, the guiddinesfor proponents may




beddiveredin lieu of thesubtask mentioned. The matter will be discussed with PA
Conaulting.

7. 50% Equity Requirement for Mini-hydro — DOE congders criticd the information

from DBP on the 50% equiity requirement for hydro projects asit hasimpact on
future mini-hydro projects. DOE will meke a subsequent verification on the matter.

8. Livdihood Component — The guiddines will indude a provison on the livelihood
component of NRE projects.

9. Hnandd Modd per NRE technology — One of the intentions of DOE isto set up
finendd modds per type of NRE technology. The presence of amodd will gregtly
help DOE initsrole ascatdys. The process, however, will taketime asthereisa
need to build a data base to support such moddls. NRE is Site specific and there
would be many variations to be consdered.

10. One- Stop Shop — The Market Support Center (M SC), one of the recommendations
under the GEF project, may perform the role of a one sop shop. The MSC will sarve
on an advisory cagpacity and will not perform tasks for the proponent like obtaining
permits and regigtrations.

11. Other Matters,

Trander of Technology — Mr. Quejas designated two of his saff to have extensve
training on project eva uation using the proposed guiddines. Case method shall

be used for thetraning. Schedule which will take two weeks, will gart on April
19.

Inthefirst week of May, there will be ahdf day discusson with DOE gaff about
project evauation and assessment.

Adjusments on the contract will be discussed with PA Consulting DBP and LBP
disclosad during the meeting on April 5 that both banks cannot provide two
projects that can be provided with assstance under the TA.

Prepared by:

ROSVID SUNICO



MEMORANDUM:

FOR

FROM

. The Secretary, Department of Finance

. The Secretary, Department of Energy

SUBXECT . Request for indusion of NRE among qudlified projects to be financed

by the MDF Faxility

1.0 The Request

We wish to request the Department of Finance to make representations with the
World Bank for the incluson of New and Renewable Energy Projects among the

qudified projects to be financed.

2.0 Background Information

21

2.2

2.3

24

One of the thrust of the Department of Energy (DOE) is poverty aleviation and
rura development to provide greater opportunities and benefits to
underprivileged Flipinosin remote and rurd arees. Towards this end, the DOE
amsto bring dectricity to 8,000 barangaysin _ municipdities. All of the
municipalities bdlong to 6™ dlass category and arein no means quaified for
financing from the regular financing windows of GH's and commercid banks.
____of the undectrified barangay mentioned can be reached by the grid within
the next 2 years. The remaning, however, can be dectrified usng generators
that consumefossil-based fud or usng New and Renewable Energy (NRE)
sources like generator powered by solar energy, wind energy and hydro power.
The DOE opts for NRE sources because they are environment-friendly in thet
thereisno CO2 emisson. Further, NRE isleast cogt dternative in the long run
because they are powered by resources that are free and are replenished by
nature. (A briefer on NRE is atached as Annex “A”)

In its attempt to bring eectricity to the countryside, the DOE intends to make
electrification a community based project. Studies show that project where the
active particpation of the community issought are more likely to be

sudainable. Congdering thet the target market is margindized group, the
enterprise of bringing dectricity shal focus on full cost recovery plus profit.
Theleved of expected profit, however, is not expected to reach alevd that is
atractive to the private investor. As such, the municipa LGU isthe gppropriate
proponent for such project asit would be in pursuance of LGU’ s mandate of
spurring development.  Such projects are viable because there is a market which
are the resdents of unenergized barangays and the technology has been proven.
Funding, however, becomes a problem because the banks and GFls shun away
from 6" class LGUs. It isfor this reason that the DOE looks a the MDF asthe
possible source of funding for LGU dectrification projects. Thereisaneed,
however, for DOF to make representations with World Bank for the indusion of
NRE among the projects that qudify for MDF financing. If the municipal



LGUs were to pursue NRE projects, it would nat only fulfill their soad
meandate but would aso improve the sandards of living of the less privileged
sectors of society. Likewisg, it isin consonance with the palicy of the State of
locd autonomy that will endble the LGUsto atain their fullest development as
sf-rdiant communities and make them more effective partnersin the
atanment of netiond gods.

2.5 The esimated average cost of NRE project per municipa LGU is P10 Million.
If dlthe_ municipd LGU wereto pursue NRE projects, the totd project cost
would be Million.

2.6 Condgdering that NRE projects are environment friendly and that proponents are
among the least privileged munidpd LGUs the DOE will work with NEDA for
the possible 70% subsidy portion for such projects.

3.0 Judification: The DOE is endorang favorably the proposed inclusion because of the
falowing:
a. Theproject would benefit the least privileged sectors of society
b. It will sour economic development in the countryside

For condderation

VICENTE PEREZ
Secretary, Department of Energy





