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1. Introduction

1.1 Risk Management Handbook Background

This Risk Management Handbook has been commissioned by the Private Participation in
Urban Services Project (the PURSE Project) as an integral part of its ongoing assistance to
the Government of Indonesia in developing and supporting Public Private Partnerships
(PPP) that impact on the provision of urban infrastructure. This Handbook has been
developed by The Chase Manhattan Bank ("Chase") in consultation with the PURSE
Project team and in accordance with the framework and risk management principles
established in the Report entitled"A Framework for Risk Management and Allocation",
also commissioned by the PURSE Project and prepared by Chase in conjunction with this
Handbook.

The PURSE Project is a USAID funded organization that is working with the Indonesian
Government to provide technical assistance and training focused on the policy, fInancial
and regulatory issues that result from PPP. PURSE has, to date, carried out a number of

, studies examining the policy framework and history of PPP within Indonesia.

1.2 Purpose of the Risk Management Handbook

This Handbook presents a detailed analysis of the risks associated with private sector
participation in pUblic infrastructure and the associated risk mitigation/allocation strategies
available to the public sector. The purpose is to provide suffIcient understanding at the
project level within the pUblic sector regarding the options available to achieve successful
private sector participation. This Handbook is intended to provide guidance to government
offIcials regarding PPP project decisions and negotiations where the private sector
undertakes the development and operation of environmental (or other) infrastructure
projects.

t
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2. Risk Management and Allocation

2.1 What is Risk?

Risk is an analysis of the probability that events do not occur as planned and a measure of
the severity of the consequences of such failure. As such, risk is the potential that the
outcomes of a project do not reflect the expectations held by participants when they agreed
to participate.

The perception of the importance of various risks will vary according to the participant. 1n
particular, the public sector and private sector view as to the significance of risk contrasts
because each sector has different objectives for entering into PPP. The inherent differences
that exist as a result of the social obligations of Government in public infrastructure versus
the commercial agenda of the private sector require sophisticated risk allocation if PPP is
to be successful.

1n the private sector, risk is measured in both relative and absolute terms to determine the
level of investment return required to justify undertaking that risk. Risk is measured in
relative terms because the private sector is global with investment opportunity available
around the world. Indonesia competes in this global market for private sector resources to
achieve the overall economic agenda of the country. 1n assessing the acceptability of any
specific risk allocation, the private sector will always consider the international alternatives
as well as precedents that provide guidance to the proposed allocation of risks. Where a
proposed risk allocation or expected level of risk does not compare with international
standards, the private sector will be reluctant to accept the proposal and will rather seek
alternate investment opportunities in other parts of the world.

Risk measurement is also absolute, because the private sector will compare the absolute
level of risk to the risk tolerance acceptable to shareholders (owners). As a rule the private
sector will not accept a risk where adverse consequences will fundamentally damage or
weaken the organization, but it will focus its resources in those jurisdictions that provide
the greatest rewards within acceptable levels of risk.

2.2 What is Risk Management?
Risk management is the process of systematic identification and quantification of risk,
followed by the implementation of appropriate strategies to eliminate or minimize risks and
where possible, to reduce the consequence of a risk event occurring.

Fundamental to the risk management process is the clear identification ofeach possible
event that could result in a project failing to perform to the level ofinitial expectation.
Once identified, each risk must be quantified mathematically by determining the probability
of occurrence and the level of fmancial consequences in the event that such an event would
occur. Based on this information, it is possible to develop appropriate management and
risk mitigation strategies. It is important to note that the occurrence of a risk event will
have differing consequences on each project participant.

While risk is frequently considered at the macro level, the risk management process
requires that each risk event be broken down to the smallest controllable element or sub
risk which requires the implementation ofan appropriate strategy. For example, it is not

5.
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reasonable to consider completion risk as the failure of the project construction party to .
complete the project. It is necessary to break this risk into a multitude of sub-risks relating
to the cause of the failure. For example, completion failures can result as a consequence of
permit risk resulting from the failure of the project to achieve the correct permits,
environmental risk resulting from the failure of the project to obtain environmental
clearance, and insolvency risk resulting from the financial collapse of the selected
constructor.

Risk management is not risk elimination, and risk mitigation will rarely eliminate the total
consequence of a risk event. Risk will always remain an integral part of the development
process. Risk management seeks to control and minimize risk to a level which is acceptable
to all project panicipants.

2.3 What is Risk Allocation?

Risk allocation is the process of allocating the responsibility of managing a particular risk
or sub-risk to a Particular participant and agreeing on how the consequences of the failure
of the participant to effectively prevent the risk event will be distnOuted. Risk is allocated
through the contractual arrangements entered into by the parties to the project. Private
sector participants will seek compensation for each risk accepted through the required
investment rate of return combined with adjustments to the project financing structure (Le..
increased project equity andlor reduced debt term).

This risk premium and financing structure amendment will result in an increase in the
revenues required from the infrastructure asset (the project) to achieve the required returns
and therefore enable the project to proceed. The consequences perceived from the potential
losses, costs or damages that might result from the occurrence of a risk event will affect
each project participant in a different way. Each participant will be able to influence or
control the probability of a risk event and the magnitude of the consequences to a greater
or lesser extent.

The key objective of risk allocation is to'achieve the most efficient allocation of risk
between parties and thereby achieve the most efficient financial structure providing the
lowest possible cost to the project for risk. To achieve this objective the principle that
should guide risk allocation is:

• ;'. 'f

"Risk should be allocated to the party best able to manage, control
and mitigate the risk."

"Risk should never be allocated to a party unable to bear
the consequence of the risk."

In addition, public sector panicipants must realize that the private sector has absolute
limitations on risk tolerance. That is some risk classes that cannot be accepted under any
reasonable conditions. This leads to a second key principle of risk allocation;... '

..'

u ....
,,' '< ,- .',••

"'n:" ~

:..L i1M "'., . ,,-,

The final risk allocation appropriate for any project will depend on the nature of the asset,
the industry sector and the actual financial structure adopted for PPP. Each industry sector
has unique characteristics.

6.
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The private sector achieves commercial success through economic results that exceed
expectations. To achieve success, private sector firms have developed expertise in risk
management and will seek to enter into projects where their expertise can be applied.
Equally, private sector firms will seek to avoid risks over which no influence can be
exerted.

This is particularly relevant when entering into relationships with Government entities.
Governments must realize that in such situations the private sector is very cautious because
Governments will always retain the sovereign capacity to legislate and regulate. In contrast
to private sector only dealings, the public sector has a unique relationship with those
responsible for contract enforcement and therefore, the private sector must be confident
that impartial enforcement of agreements will occur in the event of dispute.

In the past, uncertainty regarding risk allocation issues and the absolute level of risk
tolerance achievable has impacted adversely on Indonesia's attempts to facilitate the
implementation of certain Public Private Partnerships (particularly in the water sector). To
assist with future PPP development, a basic framework for consistency of risk allocation
has been developed and will be presented within this Handbook.

7.
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3. Framework for Risk Management and Allocation

3.1 Risk Classification

The risk classifications presented in this Risk Handbook are the same as those identified in
the "Framework for Risk Management and Allocation" Report which has been prepared by
Chase in association with the PURSE Project. The four principal risk categories are:

I. Project Performance Risk.

II. Project Credit Risk.

III. Sovereign Risk (Including Legal and Regulatory Risk).

N. Force Majeure Risk.

3.1.1 Project Performance Risk
Project Performance Risk is defined as the potential events that expose Government
agencies and private sector development partners to unexpected problems that will have an
adverse impact on project performance and/or result in additional financial costs. Project
performance risk includes such risk as construction risk. completion risk, operating risk .
and financial risk. (Note: Financial risk in this context refers to the risk thai the fmancia(
performance of the project is not in accordance with budget.)

Project performance risk should predominately rest with the private sector. However for
this to be achieved, it is necessary for the public sector to adopt the role of service
purchaser rather than service provider. This is a significant and fundamental shift in the
role of the public sector. Historically the public sector has defined, engineered and
developed infrastructure programs.

The role of the pUblic sector within the PPP framework is to define, specify and
communicate the product and/or service to be provided by the private sector. Such
definition should be clear, concise and quantifiable. The role of the public sector in PPP is
to deliver the product/service according to this clear, concise and quantifiable specification.
The public sector should avoid the natural tendency to seek to specify the delivery
mechanism for the product/service as this is the responsibility ofthe infrastructure
provider. More significantly, where the public sector seeks to define the delivery
mechanism (Le. the technology, process, input sources etc.). then the pUblic sector will
become responsible in the event that such choices prove inappropriate or sub-optimal.
Such action distons the requirement that the private sector be accountable for performance
and results in increased risk allocation and contracting complexity.

3.1.2 Project Credit Risk

Project Credit Risk has two components. The first is the risk that the project does not
generate sufficient cashflow in a timely manner to meet its fmancial obligations. This
situation may result because the project is not commercially viable as structured or it may
result because a party to the project does not have sufficient creditworthiness (ability to
raise external funds as and when needed) to fulf1ll its agreed 'financial obligations to the
project even though the project itself is performing as expected on a technical level. This

8.
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credit risk relates to the initial and ongoing funding of projects, as lenders will require that
the project be financially viable and will require that contracting parties have the financial
strength to meet their financial obligations. These risks can be considered during the
project development phase and the project operational phase.

Once financial viability has been clearly established, credit risk will generally reside with
the contract counter parties. In the case of PPP, a Government agency will be exposed to
the credit risk of the project (private sector) sponsor group. In other words, a Government
agency will be exposed to the risk that a project fails to proceed because a member of the
project sponsor group cannot meet its financial obligations in a timely manner. This credit
risk is best managed through the selection of experienced creditworthy private sector
participants. In addition, this risk may be diversified by requiring third party support
where an entity such as a bank will provide performance bonds or letters of credit that will
provide funds in the event of failure of the sponsor party to do so. This results in the
Government entity diversifying the credit risk and accepting a credit (financial) exposure to
the issuing banks. It should be noted that the use of such credit enhancement may result in
an expense that the project cannot afford.

The private sector will be exposed to the credit risk of the Government agency. Whereas
the Government can be selective with respect to the private sector counter party, this option
is rarely available to the private sector. In addition, the public agencies that contract for
the provision of PPP are frequently not operated on a solely commercial basis. This lack
of credit selection combined with the credit namre of Government agencies often results in
a requirement for direct Government or alternate support for the financial obligations of the
public sector contracting party.

The issue of the true creditworthiness of Government agencies becomes even more
complex when considering local or regional Government bodies, as in the case of water
related services. Such entities are frequently severely restricted in their ability to raise
revenue through levy or taxation. In addition, such entities are frequently seen as cash
generators for funding local Government activity further weakening their overall credit
quality.

The second risk category classified under Project Credit Risk is Financial Obligation. This
is the risk that the financial obligation entered into by offtake parties (those that purchase
the service) proves greater than that anticipated. This risk arises through any offtake
obligation contract which permits price or quantity adjusttnents for unforeseen events, or in
the event that demand does not reach expected levels. This risk is generally greatest where
the offtake party specifies the quantity of service to be provided rather than allowing the
provider to determine the most commercial level of service provision.

Contract take orpay obligations, price pass through for currency depreciation or interest
rate adjustments result in financial obligation project credit risk.

3.1.3. Sovereign Risk

Every Sovereign Government retains the right to regulate, legislate and otherwise control
the local economy either directly or through its many departtnents or agencies. Sovereign
risk (which includes legal and regulatory risk) is the risk that the existing Government may
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exercise this right in a manner that is detrimental to the participants or alternately that an
event of political instability may impact negatively on the project.

The private sector accepts sovereign risk as a matter of the normal course of business.
However in participating in PPP, all parties must recognize that the role and power of
Government greatly exceeds that found in nonnal private commercial or business
arrangements. In addition it is not uncommon for differing Government agencies to have
conflicting objectives with respect to a specific project. This combined with the need to
attract foreign investment capital, the frequent large scale nature and strategic importance
of PPP, requires special consideration be given to the management and allocation of
sovereign risk compared with normal commercial transactions.

3.1.4 Force Majeure Risk

Force Majeure Risk is the risk that a fundamental change occurs in the environment in
which a project is operating or being developed. This risk classification incorporates
fundamental changes in the physical environment as well as the financial or commercial
environment that exists. Force Majeure risk is generally not within the control Ofany party
to a project and generally is considered as a force majeure event in which each party bears
risk as it falls.

Development force majeure risk is directly related to development time risk with respect to
the financial and commercial environment. Prior to the fmal commitment of parties to a
PPP project it is possible for such risk to result in project termination. This highlights the
need for project negotiation and implementation to be timely in order to minimize this risk
exposure.

3.2 Risk Allocation Factors

Optimal risk allocation is project specific. There are however a number of project
characteristics that will influence the capacity of the private sector to accept risk and the
mechanism by which risk is best allocated.

3.2.1 Market Structure

The private sector capacity to accept and manage risk is improved where the supplier has
direct access to the market place for the product/service being delivered. This access
enables the private sector to tailor the product to the market, tQ manage the credit quality
of the customer base and to best assess the optimal commercial delivery (both quality and
quantity) of the product/service.

It is often not possible when involved in public infrastructure to achieve direct access to the
customer base. Rather the private sector will supply the service to a public agency such as
PLN or a PDAM which is responsible for the distribution of the service. In such
instances, it is the public agency that seeks to specify the quantity and quality of service to
be provided.

,'U".'.! ,.
, ,

U
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Under this PPP structure, infrastructure risk allocation between the public and private
sector is primarily defined within the principal contract resulting between the public agency
and the project ownership entity. This contract is generally a form of offtake agreement
such as a Power Purchase Agreement (Take or Pay) with the involvement of a public
agency as the sole purchaser. This results in increased Project Credit Risk.

10.
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3.2.2 Tariff Price Sensitivity

Tariff price sensitivity has a significant bearing on the public sector capacity to accept risk.
The ability of the end user to pay tariffs sufficient to repay the project on a commercial
basis, combined with the ability of end users to absorb reasonable price adjustments will
enable Government to minimize financial support.

Basic public infrastrucrure is frequently price sensitive. End users are often unable to
afford prices that provide adequate commercial rerurns to private sponsors and therefore
either require some level of subsidy support and/or are unable to absorb price rises. The
resultant inability of the private sector to utilize market pricing mechanisms to manage risk
results in a reduced risk tolerance.

3.2.3 Social Obligation

Basic public infrastrucrure contains a high level of social obligation. That is people have a
basic right to access to the service irrespective of capacity to pay. Historically such service
has been provided directly by Government agencies and funded through the general
taxation. Private sector involvement in the delivery ofsuch services can allowfor
increased efficiency in the delivery ofservices but remains dependent ofrevenues from
Government.

In assessing social obligation it is necessary to consider the ability of the service provider
to cease service delivery in the event of failure to pay along with the consequences of
potential pOlitical ramifications. Infrastructure services with a high level ofsocial
obligation (such as water and power) will often incorporate user cross subsidies through
price regulation and therefore have increased levels ofsovereign risk.

3.2.4 Government Priority

In determining appropriate risk allocations, project proponents must recognize Government
priorities. The Government of Indonesia does not have sufficient resources to carry out or
support all the possible infrastrucrure developments that could benefit from PPP. If a
proposed PPP is low in priority to the Government, then regardless of the normal risk
allocation procedures that would be adopted, the Government should only accept minimal
risk. If this is insufficient to achieve successful private sector participation and therefore
results in the termination of a project, this should be accepted.

11.
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3.3 Summary of Principal Risk Categories

Table 1 provides a summary of the principal risk categories associated with the provision
of infrastructure:

Table l.
Risk Category Principal Characteristics

1. Project Performance Risk Commercial project risks associated with the
construction and operation of the project.

Characterized by completion and perfonnance.

This risk category includes price and availability
risk.

2. Project Credit Risk Financial Risk associated with the credit worthiness
of the parties to the project and the ability of the
project to meet its financial obligations.

Risk that financial obligations exceed expectations.

3. Sovereign Risk Sovereign risk associated with the long run
economic health of the nation combined with the
ability of Government to alter
regulations/legislation that affect the- project.

This category reflects the fact that Government
frequently operates under a political 'as much as an
economic agenda.

4. Force Majeure Risk The risk that external circumstances beyond the
control of any party may impact on the overall
project.

Force Majeure Risk incorporates the recognized
Acts of God such as earthquake, floods etc.

1n addition, Force Majeure incorporates changes in
the assumed project environment that are beyond
the control of any party to the project. Such events
would include a sudden deterioration in the
financial markets.

The implications of each risk category are different for the private and the public sector
and vary depending on the sector of the economy under consid(:ration.
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4. Risk Allocation Algorithm

The diagram on the following page provides a diagrammatic presentation of the risk
allocation framework detailed in this Handbook. The purpose of this algorithm is to
provide guidance as to the primary risk allocation that should be sought for any given risk
related to PPP. In interpreting this allocation it must be recognized that the resulting
allocation is the primary risk allocation. In almost all instances the overriding requirement
that risk lies with the party most able to control and mitigate will result in reallocation of
risk in defined circumstances. Thus, where the algorithm provides for allocation of risk to
the private sector, then contracts should have a fundamental obligation on the private sector
to deliver the risk exceptions that transfer risk back to the public sector. This contrasts to
the situation where the contract provides for delivery only under specified events which
places greater risk on the public sector.

The risk allocation framework is based on the risk classification and allocation factors
discussed in sections 3.1 and 3.2. To implement the algorithm, it is necessary to define and
understand the risk under consideration and then to define and understand the sub
components of the risk that may require exception. Each risk and subrisk should then be
applied to the algorithm to determine the risk classification, the level of tariff sensitivity and
social obligation, and the party most able to mitigate thereby indicating the parry(ies) with
whom the risk should lie. The precise mechanism for risk allocation will be dependent on
the risk under consideration. The following provides an example of risk allocation using
the algorithm provided.

Example: Consider which party should bear the risk that a water treatment plant is not
available for operation by the contracted date.

Discussion: Plant Availability would be classified as a Project Performance Risk and based
on the algorithm the consequence of failure should have a primary allocation to the private
sector. However, the question is raised as to the ability that the public sector had to
control or influence the event. If, for instance, the lack of availability was due to non
completion which resulted from delayed site access where the project site was Government
owned with access delays due to the failure of the relevant authority to approve sight
access, then in this case, the algorithm would suggest that the risk should be allocated to
the public sector.

Conclusion: Project completion is a Project Performance Risk which should be borne by
the private sector. In the example, site access was within the control of the Government
and therefore this specific risk should be an exception with risk allocated to the
Government. " .:,<:
Note: In developing an appropriate allocation for a project incorporating the use of
Government land, it would be expected that the offtake agreement would provide for
appropriate compensation/tariff adjustment to protect the private sector from the failure of
the Government to provide site access as agreed.

. 13.
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5. Risk Handbook Abstract Format

While The Risk Allocation Algorithm provides a general methodology for allocating PPP
project risks in accordance with the four principal risk categories summarized in Section
3.3., in order to assist the reader in understanding the mitigation and allocation alternatives
and mechanisms for specific risks within the principal risk categories. we have developed
individual Risk Handbook Abstracts for each of these risks.

The format for the Risk Handbook Abstracts is presented below:

iJ
u
[J

[]

-.: ..: ~

f1". :"';;w ~.v"" .,.~ .. -. ,". .

Definition

Types of Risks

Mitigation
Alternatives

Allocation
Alternatives

Allocation
Recommendation

Allocation
Mechanism

Provides a specific definition of the risk under discussion.

Identifies the different sub-risks or types of risks that may fall within the
risk defmed above.

Discusses the various alternatives to mitigate or minimize the risk under
discussion. Risks by their narure cannot be eliminated entirely, but rather are
mitigated or minimized through various means.

Discusses the various altematives (if more than one) for allocation! sharing
of the responsibility for managing the risk among the private and public
sector PPP panicipants.

Provides a recommendation as to whether the risk under discussion should
generally be allocated to the public or private sector panicipants.

Describes the mechanism by which the risk is allocated to the respective
project panicipants. Generally this is done through the Project and Financial
Documents.

14.
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6. Risk Handbook Abstracts

The Risk Handbook Abstracts identify and defme the primary risks which are associated
with the development of any major infrastructure project. Despite the ability of all panies
of the project to minimize many of these risks through careful feasibility analysis and
prudent decision-making, residual risks are inherent to any project and must be allocated to
that party who is best able to control or manage such risks. These risks are allocated
through the project documents and managed by the lenders through the credit agreement. It
is imponant to recognize from the beginning that one ofthe primary goals ofrisk allocation
is to meet financial market standards offinancability.

The specific circumstances of each project require that risk allocation be flexible and
appropriate to meet the requirements and risk tolerances of each party. While there is no
absolute prescription for risk allocation and risk sharing, the risk allocations described in
the Risk Handbook Abstracts will identify in general terms to which participant certain
classifications of risk should primarily be allocated, pursuant to the primary principle noted
above of allocating each risk to that party best able to manage such risk.

6.1. Project (perfonnance) Risk

For ease of analysis Project (performance) Risk is considered within three broad risk
categories with each analyzed in terms of the many factors that might result in the failure
of a project. The three broad categories are;

1. Development Risk
2. Completion Risk
3. Operating Risk

These broad categories effectively represent the time continuum of a project as it moves
from concept, through construction and into long run operation. The nature and
consequence of risk associated with each phase of the project varies during the project
cycle. In general, risk increases throughout the development and construction period as
capital is expended and then gradually diminishes over the operating life of a project as the
project capital is repaid. This is equally true with respect to public sector risk which has
the greatest level of resource commitment, including political capital and potential
opportunity cost, invested just at the point of project completion.

15.



6.1.1 Development Risk

Development risk is the risk that following a period of analysis, evaluation and potential
negotiation the parties to a project fail to determine mutually acceptable terms and
conditions for the project to proceed and as a consequence the project is abandoned.
During the period of project development each party to the project will expend internal
resources and potentially external resources.

The true costs associated with development risk are however, often the lost opportunity
costs associated with the misallocation of time to unproductive effort. Where the failure of
a project reflects poor management or co-ordination of the public sector with respect to
private sector involvement then the risk of deterring suitable future investors from
investing within Indonesia is substantial.
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Defmition

Types of Risk

Mitigation
Alternatives

Development Risk exists during the period from identification of a potential
project through to consummation of the project, often achieved through the
closing of the arrangement of finance for the project. Development risk is the
risk that following a period of analysis, evaluation and potential negotiation
the panies to a project fail to determine mutually acceptable terms and
conditions for the project to proceed and as a consequence the project is
abandoned.

Project developments are exposed to a number of key types of development
risk. The principal risk types are Competition Risk. Market/Time Risk,
Default Risk, and Project Feasibility Risk.

The principal risk mitigants available to manage development risk lie in the
selection of quality projects combined with qualified project sponsors. In
proposing the development of a project the Public Sector should ensure that
the project is well thought out and defined, consistent with Governmental
objectives and has appropriate qu~ntifiable measures for success.

The development procedures and timetables should be transparent, understood
by all panies and adhered to. The bid determination criteria should be clear,
objective and well understood.

16.
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Allocation
Alternatives

Allocation
Recommendation

Allocation
Mechanism

The costs associated with Development Risk are predominately opportunity
costs and as such will automatically fall with the party whom has lost the
opportunity.

Direct development costs are generally borne by the party expending funds.
It is not uncommon for the public sector to expend considerable resources to
sufficiently analyze and detail an opportunity prior to the involvemem of the
private sector. The recovery of some of these direct costs through the levy of
a development fee is not uncommon.

Where the public sector is requesting that the private sector expend
considerable resources to develop proposals it is not uncommon for an ex
gratia paymem to be made to each participant. Note however that if an
opportunity is well structured and presemed. the prospect of winning the
developmem opportunity should be sufficient to attract quality participants.

Where development risk results from the presentation of an unsolicited
proposal to the public sector then risk should be predominantly allocated to
the private sector sponsor(s).

The pUblic sector should avoid any development risk over and above the
direct costs incurred to promote and support a project.

Prior to entering into a development incorporating private sector participation,
the public sector should enter into Heads of Agreement or a Memorandum of
Understanding (MOU) with the private sector developer detailing the risk
allocation agreed for the project. The heads of agreement should provide for
sufficient exit means should any party not wish to proceed with the project.

17
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6.1.1.1 Competition Risk

Competition Risk is the failure of a project to achieve development due to competition
from alternate projects or methods of meeting the service demand. Competition Risk is
generally regarded as a positive influence within open capital systems as it is normally
expected to produce the optimal overall economic outcome as a whole.
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DefInition Competition Risk is the risk that an alternate development or economic
solution proves to provide a more attractive option to the proposed solution.

Types of Risk Competition Risk may result from an alternate project with sufficient
competitive edge to provide a superior solution. Such an edge may be the
result of superior technology, improved location, more aggressive alternate
sponsor, an alternate product/service delivery method or any other factor that
results in a superior solution.

Mitigation Competition Risk is minimized through a focus on the key competitive factors
Alternatives which will impact on the competitiveness of a solution. The selection of the

most appropriate technology, location, sponsor etc. will minimize the risk that
a competing project will result in the failure of the project.

Allocation The public sector should avoid any development risk and therefore
Recommendation competition risk over and above the direct costs incurred to promote and

support a project.

Allocation Prior to entering into a development incorporating private sector participation,
Mechanism the public sector should enter into Heads of Agreement with the private sector

developer detailing the risk allocation agreed fo~ the project.

18.
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6.1.1.2 Spoo;or Default Risk
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Sponsor Default Risk is the risk that the private sector sponsor(s) default on the Heads of
Agreement or Memorandum of Understanding (MOU) for the project. Such a default
would need to be sufficiently serious that the public sector determined that the sponsor(s)
were no longer able or suitable to complete the project
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Types of Risk

Mitigation
Alternatives

Allocation
Alternatives

Allocation
Recommendation

Allocation
Mechanism

Sponsor default risk is the risk that the private sector sponsor(s) default on
their obligations under the project heads of agreement/memorandum of
understandin£.

Sponsor defaults may range from technical to substantive where the overall
feasibililV or attractiveness of the oroiect is in doubt.

Sponsor default risk can be mitigated through the selection of sponsor groups
with appropriate development skills, financial strength and available resource
to perform in accordance with the project heads of agreement. Prior specific
experience with similar projects and within Indonesia will further mitigate this
risk.

A clear understanding of the sponsor objectives and transaction will assist in
ensuring appropriate sponsor selection.

The use of developer consortia rather than single developers may result in
greater sponsor flexibility to manage potential defaults as well as changes in
individual sponsor objectives.

Where appropriate the public sector can require project sponsors to post
development bonds which would be forfeited in the event of sponsor default.
Such bonds should be sufficient to over the direct costs incurred by public
sector to find alternate sponsors. It must be noted that such bonds are an
added cost which must be recovered from the relevant project, which may be
counter to the public sector tariff obiectives.

Public sector or private sector through the use of development bonds.

The use of development bonds is recommended where the project economics
are sufficiently robust.

A thorough sponsor pre.qualification process should be used to short list only
suitable candidates. Prior to entering into a development the public sector
should enter into Heads of Agreement/MOU with the private sector developer
detailing the responsibilities, project timetable and risk allocation agreed for
the oroiect.
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6.1.1.3 MarketlTime Risk

Market/Time risk exists in any project development as a result of the necessary time
required to achieve the development process. Market/Time risk represents the risk that
during the development period some event will occur which will dislocate a relevant
market and as a consequence a basic assumption underlying a project becomes invalid.

The primary recent example of market/time risk occurred in 1995 with the Mexican Peso
Crisis. This international event dramatically altered the availability and cost of money for
infrastructure projects within Asia. Such sudden movements can result in the abandonment
of previously feasible projects.
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DefInition

Types of Risk

Mitigation
Alternatives

Allocation
Recommendation

Allocation
Mechanism

Market/Time Risk is the risk of a sudden change or dislocation in a market
which impacts on the feasibility of the project under development. The
reference to time risk reflects the fact that the probability of such an
occurrence is directly related to the development timeframe for a specific
project.

Market/Time Risk is reflective of a broad range of external factors that might
influence a project. These include the cost and availability of finance (both
debt and equity), changes in supply/demand balance for a relevant commodity
or changes in international competition for the resources sought by the
project.

MarketlTime Risk factors are almost always outside of the control of any
party to a project. The principal risk mitigant is the timely development of
the project to minimize the probability of any external shock.

The allocation of Market/Time Risk events should be reflective of the Force
Majeure risk allocation as no party is able to .control the risk. In the event
that substantial time delays are the result of the actions of one party then a
transfer of the risk to be allocated to this party is appropriate.

MarketlTime Risk allocation should be specified within the project Heads of
Agreement.
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6.1.1.4 Project Feasibility Risk

Project feasibility risk is the risk that following detailed research and analysis parties to a
project conclude that the project is not fmancially viable. Project Feasibility Risk exists
because decisions to proceed to each further level of commitment are based on critical
project assumptions which require confirmation to proceed. Where such assumptions
prove incorrect the project feasibility will become questionable.
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Dermition

Types of Risk

Mitigation
Alternatives

Allocation
Recommendation

Allocation
Mechanism

Project Feasibility Risk is the risk that, following the expenditure of resource,
a project that was considered feasible proves not to be so and is therefore
abandoned.

The decision to proceed with a project will generally reflect a number of
assumptions which are confirmed and modified as the development process
proceeds. Inaccurate assumptions relating to capital costs, operating costs,
supply/demand, access to inputs etc. may result in the abandonment of a
project.

Project Feasibility is mitigated through the selection of experienced sponsors
who understand the fundamental project requiremeqts and have substantial
actual data [0 base the project assessment on. The level of resource
commitment should be commensurate with the level of confidence held in the
assumption upon which the project is based.

The systematic confirmation of assumptions, focusing in order of priority on
the most significant assumptions, will mitigate the consequences of Feasibility
Risk and minimize the losses associated with project abandonment.

The allocation of Project Feasibility Risk should reflect the parties responsible
for determining the project assumptions.

Project Feasibility Risk allocation should be specified within the project
Heads of Agreement/MOV.
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6.1.2 Completion Risk
I'
I:, _
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Project Completion Risk comes in many forms and is essentially defined as the risk that the
project will no't get completed (as measured by physical completion or project performance
criteria) or that completion will be delayed.

Failure to complete the project or delays in completion can be caused by a variety of
factors, including cost overruns, default of the prime contractor, default of sub-contractors,
default of government in meeting contracroal obligations, technology failure, environmental
problems, permitting/licensing or regulatory problems, bankruptcy of private developer,
lender payment default, and political and natural force majeure events.

Construction Risk increases as the number of contracting parties increase. To ensure
single point responsibility major construction projects are frequently carried out under
Fixed Price Date Certain Construction Contracts where a single party or consortium takes
responsibility for the delivery of the project.

Completion Risk can be mitigated through the use of tested designs and technology,
employment of experienced and fmancially strong contractors, and incorporation of various
guarantees and sureties provided by the contractors, insurers, or other third panies with
unquestioned ability to perform such obligations.

As shown in the risk allocation algorithm, completion risks are primarily allocated to the
private sector participants. This is achieved through the EPC or Construction Contract
with such risks being shared by private insurers, construction contractors, developers, and
the lenders in some cases. However, the public sector entity should "assume risks with
regard to completion in the event it enters into and defaults on contracroal Obligations
pertaining to the supply of equipment, labor, related infrastrucrore construction or other
services essential to the project's ability to meet its completion criteria. Completion risk
may also fall upon the government if the cause for completion failure is due to change in
regulation, change in law, or other political events discussed under Sovereign Risk and
Political Force Majeure Risk.
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Types of Risk

Mitigation
Alternatives

Project Completion Risk is defined as the risk that the project will not get
completed (as measured by physical completion or project performance
criteria) or that completion will be delayed.

Failure to complete the project or delays in completion can be caused by a
variety of factors, including cost overruns, default of the prime contractor,
default of sub-contractors, default of government in meeting contracmal
obligations, technology failure, environmental problems, permitting/licensing
or regulatory problems, bankruptcy of private developer, lender payment
default, and political and namral force majeure events.

Completion risk is generalIy mitigated through the adoption of a Fixed Price,
Date Certain Turn Key Construction Contract awarded to experienced and
financially sound contractors. This approach allows for a single point of
responsibility for the key risk issues.

The use of package contracts will increase the risk of a failure between
packages. This risk requires careful consideration before accepting this
approach.

Construction contracts should contain appropriate liquidated damages to cover
time delays where such damages compensate for lost net cashfIow during a
delay. In addition, contracts should include buydown provisions which
provide for a payment from the contractor equating to the present value of lost
net revenue to compensate for any performance shortfall suffered by the
plant.

Contract retentions, generally around 5 % of each payment, combined with the
lodging of performance bonds further mitigate contractor performance risk.

To ensure adherence with technical specifications and appropriate
construction practice and consequently mitigate risk the engagement of
independent technical experts is recommended. This will normally be a
requirement of Project lenders.

Completion testing by independent experts should be carried out prior to
releasing the project constructor from any damages obligations. Clear
minimum performance acceptance levels should be established prior to
completion testing.

Sufficient plant and equipment warranties should be incorporated in the
project. Appropriate construction insurances should be in place at all times.
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Allocation
Recommendation

Allocation
Mechanism

Completion risk should be allocated through all of the above simultaneously.
Different risk types will be addressed by the various allocations.

Completion risk is generally allocated through the construction contract and
associated subcontracts.

Risk transfer to the public sector will occur through the principal offtake
agreement which will generally require payments to commence at a point in
time with deferral or payment reductions for specified failures by the project
sponsors.
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6.1.2.1 Cost Overrun Risk

Cost management and risk transfer are primary objectives of the public sector in PPP. As
such the pUblic sector should be very reluctant to accept any risk allocation for cost
overruns unless directly attributable to Governmental action or inaction.

,

Project Cost Overrun Risk is the risk that the construction budget agreed for the project
proves inadequate resulting in cost overruns. Such cost overruns may be the result of
increased costs, insufficient project design, time delays or any other unforeseen event.

Cost overruns may result from inadequate cost estimation resulting in cost
increases, inadequate time budgeting or time delays, third party costs
increases. inade uate desi n or sco e of work.

Project Cost Overrun Risk is the risk that the construction budget agreed for
the ro'ecc roves inade uate. resultin in cost overruns.

Cost overruns are mitigated by carrying out detailed costings and budgeting
prior to commitment to the project. Appropriate cost and time contingencies
should be allowed for as legitimate construction expenses. Fixed price
contracts should be used to commit contractors to the proposed budgets.

Types of Risks

Definition

Mitigation
Alternatives

U
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Experienced head and sub-contractors will ensure greater forecasting
accuracy.

Construction supply and subcontracts should incorporate appropriate price
escalation limitations.

Construction cost overruns resultant from public sector action or inaction
should be mitigated through the early identification and processing of
necessary Governmental approvals etc. In the event that public sector land is
to be used appropriate access rights must be agreed early in the process.

Contractor payment disbursement controls should be instigated with payment
based on achieved milestones (inde endend verified) rather than time based.

IJ Allocation Cost Overrun Risk should be allocated principally to the private sector.
Recommendation

..','"

Allocation
Mechanism

Cost Overrun Risk is allocated through the construction contract and
associated subcontracts from the sponsor perspective.

u

Cost Overrun Risk is allocated from the public to the private sector through
the principal offtake agreement. The pricing of services will reflect the
agreed construction budgets and should restrict price adjustments to those
events which were direct! under the ublic sector control.
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6.1.2.2 Completion Delay Risk

Completion delay risk is the risk that the construction time budget agreed for the project
proves inadequate resulting in completion delays. Completion delays incur both direct and
indirect costs to the Public sector including the opportunity cost associated with the failure
of the project to deliver services when budgeted.
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DefInition

Types of Risk

Mitigation
Alternatives

Allocation
Recommendation

Allocation
Mechanism

Project Completion Delay Risk is the risk that the construction time budget
agreed for the project proves inadequate resulting in delays in the completion.

Completion delays may result from inadequate time budgeting or unforeseen
time delays due to third party delays. inadequate design or scope of work or
uncontrollable events.

Completion delays are mitigated by carrying out detailed time budgeting prior
to commitment to the project. Appropriate time contingencies should be
allowed for as legitimate construction expenses. Date cenain construction
contracts should be used to commit contractors to the proposed delivery
schedules. Time based liquidated damages should be incorporated with the
primary construction contracts. .

Equipment supply and subcontracts should incorporate appropriate delivery
timing with penalty provisions for failure to perform.

Completion delays resultant from Public Sector action or inaction should be
mitigated through the early identification and processing of necessary
Governmental approvals etc. In the event that Public Sector land is to be
used, appropriate access rights must be agreed early in the process.

Completion delay costs should be allocated principally to the private sector.
Risk associated with Government action such as permitting' etc.' should be
separated and allocated to the public sector.

Completion delay risk is allocated through the construction contract and
associated subcontracts from the Sponsor perspective.

Completion delay risk is allocated from the Public to the Private sector
through the principle offtake agreement. The pricing of services and
commencement of payment will reflect the agreed construction budgets. The
commencement of payments under the offtake should begin at the time of
commencement of service delivery with exceptions only in the event of delay
consequential to Governmental action or inaction.
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6.1.2.3 Permitting Risks

Permining Risk is the risk that a project fails to receive in a timely manner the Government
permits. licenses and regulatory approvals necessary for the project to proceed.

The identification and expedition of permits. licenses and regulatory approvals is generally
a key area for Public Sector involvement.

Permitting risk can be defined as the potential inability of the project to obtain
or renew (in a timely manner) appropriate permits and government approvals
with regard to siting, construction, and operation of the project, so as to
compromise the viability of the project.

Definition
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Types of Risk Permits may be delayed, denied, or revoked for a number of reasons,

including engineering or design flaws, negative environmental impacts, local
opposition to the project, or pOliticization of the permitting process.

Mitigation
Alternatives

Many of these risks can be mitigated by the developer's prudent site selection
and design, thorough environmental analysis of the project, preparation of
accurate and complete permit application mat~rials, and pro-active
government and community relations efforts.

u
u

Allocation
Alternatives

Allocation
Recommendation

Permitting issues should be settled through the initial Heads of Agreement or
Memorandum of Understanding between the private sector developer. It is
the government's responsibility to review all permitting requirements and
potential delays or inability of the project to :obtain such permits before it
signs the development agreement with the project developer. Private sponsors
must ensure that they understand these requirements and will be able to meet
safety and environmental standards under existing laws and regulations, but
will not take the risk of any future changes in permitting requirements.

, ' " ,

Permitting risk' is primarily allocated to the public participant, as it has the
best means to control and mitigate such risks.
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6.1.2.4 Technology Risk

28.

Technology Risk may be reflected in reduced plant performance, increased
plant operating costs or reduced plant operating life.

Technology Risk is mitigated through the adoption of well proven
technologies that are supplied and supported .by. reputable firms. An
established track record of service and problem solving should be considered
important in the selection of the technology supplier.

Technology Risk is the risk that the selected technology fails to operate as
expected for the project.

Supplier equity as a minority shareholder or supplier provided subordinated
debt are further possible mitigants which ensure the long term supplier
interest.

Appropriate supplier warranties should be sought to mitigate risk.

The Public Sector should avoid the specifying or selecting the technologies to
be adopted for a project.

Technology risk should be allocated to the private sector.

Technology risk is allocated through the construction contract and associated
subcontracts from the Sponsor perspective.

Technology is allocated from the Public to the Private sector through the
principle offtake agreement. The pricing of services and commencement of
payment will reflect the agreed performance standards. Both commencement
and level of payments under the offtake should reflect the level of technical

I oerformance achieved bv the olant.

The occurrence of technology risk is a key reason as to why the selection and
implementation of technology should be with the private sector to enable the Public Sector
to mitigate this risk.

Technology Risk is the risk that the selected technology fails to operate as expected for the
project. Technology risk often arises due to the desire of Sponsors and Govenunents to
adopt the most current technologies which frequently have less operating history.
Unforeseen problems frequently result when a technology is introduced into a country or
region for the fIrst time due to local issues which have not had to be addressed prior.

Allocation
Recommendation

Defmition

Types of Risks

Allocation
Mechanism

. Mitigation
Alternatives
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6.1.2.5 Design Risk

Design Risk is the risk that the technical design of the plant is flawed and consequently
unable to perform to specification. Design risk will generally result in increased
construction costs to correct the error with associated delays.

Design Risk is the risk that the technical design of the plant is flawed and
consequently unable to perform to specification.

The occurrence of design risk is a key reason as to why the private sector should seek to
specify performance requirements for infrastructure projects rather than specify delivery
mechanisms. This enables the Public Sector to transfer design risk to the private sector.

DefInition
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Formsrrypes Design Risk may be reflected in delayed plant completion. increased capital
costs, reduced plant performance. increased plant operating costs or reduced
plant operating life.

Mitigation
Alternatives

Design Risk is mitigated through the adoption of well proven plant design
carried out by reputable firms. An established track record of service and
problem solving should be considered impon in the. selection of the design
engineer.

Clear. well defined project performance specifications should be developed by
the Public Sector to ensure that the design engineers fully understand the
requirements of the project.

Clear minimum acceptance .performance levels must be established.
Performance must be objectively measurable.

The Public Sector should avoid specifying or selecting the delivery
mechanism.
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Allocation
Recommendation

Allocation
Mechanism

Design risk should be allocated to the private sector.

Design risk is allocated through the construction contract and associated
subcontracts from the sponsor perspective.

Design risk is allocated from the public to the private sector through the
principal offtake agreement. The pricing of services and commencement of
payment will reflect the agreed performance standards. Both commencement
and level of payments under the offtake should reflect the level of
erformance achieved b the lant.
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6.1.3 Operating Risks

Operating risk parallels many of the risks discussed above under completion risk however
cover the operating rather than construction period of the project.

Operating risk is the risk that the project will not be able to perform
consistently at a level suffIcient to meer its specifIed performance criteria, that
its cost of operation and maintenance will be greater than forecasted, or that
its operation will be interrupted by the acts or omissions of the operator.

Operating risk can generally be subdivided into technology risk, design risk,
management risk.

Operating risk is the risk that the project either can not or is not operated at the expected
performance level over the long or short term. Operating risk is reflected in the reduced
net cashflow generated by the project due to reduced performance levels or increased costs.

DefInition

FormslTypes
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u Mitigation

Alternatives
Operating risk can be mitigated by the selection of a qualifIed operator with
experience operating comparable facilities, the existence of appropriate
performance warranties and guarantees on key equipment (with suitable
durations and conditions of payment), and an operations and maintenance
contract that controls expenses, but at the same time provides suffIcient
maintenance levels, incentives for performance and a review process for
annual budgets by the project company or technical adviser.

D
Allocation
Recommendation

As a project risk classifIcation, operating risk is primarily allocated to the
private sector participants through the Offtake Contract and the Operations
and Maintenance Contract.
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6.1.3.1 Operating Cost Risk

Operating Cost Risk is the risk that the operating budget agreed for the project proves
inadequate resulting in cost overruns. Such cost overruns may be the result of increased

.underlying costs, poor management, project design faults or any other unforeseen events.

Operating costs generally consist of the annual operating budget and the major overhaul
budget to cover the cost of non-annual major maintenance required for the plant. Cost
estimation errors are more likely within the major overhaul budget.
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DefInition

FormslTypes

Midgation
Alternatives

Allocation
Recommendation

Allocation
Mechanism

Operating Cost Risk is the risk that the operating budget agreed for the
project proves inadequate resulting in cost overruns.

Cost overruns may result from inadequate cost estimation resulting in cost
increases. third party costs increases, inadequate design or defInition of scope
of work.

Operating Cost Risk is mitigated by carrying out detailed costings and
budgeting prior to commitment to the project. Operating budgets should be
reasonable permitting appropriate maintenance and. overhaul. Operating
budget indexation and redetermination should be strucrored to reflect non
controllable cost increases.

Quality plant design and construction will mitigate potential operating cost
increases however careful consideration should be given to the balance
between capital cost and life cycle operating cost to optimize the overall
fInancial strength of the project.

The establishment of long term maintenance agreements with primary
equipment suppliers is a further risk mitigant.

Operating Cost Risk should be', allocated principally to the project operator.
: I

[i,i" Ii
Operating Cost Risk is"allocated through the construction and operating &
maintenance contractS': and Iassociated subcontracts from the Sponsor

. 'I;!perspective. 'i,~ i :
',.,
Ii,;

Operating Cost Risk is allocated from the public to the private sector through
the principal offtake agreenient. The pricing of services will reflect the
agreed construction budgets and should restrict price adjustments to those
events which were directly under the public sector contro!.

II:::

'I
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Operator Default Risk is the risk that the project operator fails to operate the project in
accordance with expectations and specification. Frequently project operators are related to
larger international project operating groups whose experience is mstrumental in achieving
the operator role. The Public Sector should make sure that these local operations have the
ability to require experienced offshore personnel be made available when necessary.

tl
LJ

Defmition Operator default risk is the risk that project operator fails to operate the
project in accordance with expectations and specification.

Types of Risk Operator defaults may range from technical/service delivery through to
financial defaults,

Mitigation
Alternatives

Operator default risk can be mitigated through the selection of experienced
operating groups with appropriate development skills, financial strength and
available resource to perform in accordance with expectations. Prior specific
experience with similar projects and within Indonesia will further mitigate this
risk.

It should be a requirement that the larger international operators provide
adequate parent suppon to carry out the task. In addition the ultimate ability
to revoke the operating contract and install an alternate operator should be
remined.

Operating contracts must contain appropriate financial operator incentives and
penalties to ensure that the operator's long term objective is consistent with
those of the project sponsors and the public sector. In addition it is frequently
beneficial for the operator to retain a minority equity investment in the project
to ensure a long term asset focus.

The Public sector
required to ensure

Operator risk should be allocated to the Private Sector.
should retain responsibility ifor ongoing licenses etc.
ongoing operations. :

I

1

A thorough operator pre-qualification process should be used to shon list only
suitable candidates. i

1

Operator Default Risk is allocated through the principal offtake agreements
and the O&M contracts.

Allocation
Recommendation

Allocation
Mechanism
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6.1.3.3 Feedstock Supply Risk,
i

Feedstock Supply Risk is the risk that a necessary project feedstock is not available, does
not meet specification, or suffers unexpected cost rises which impact on the fundamental
project economics. The economics of infrastructure projects such as power generation
projects are generally determined by a narrow margin between sales tariffs and feedstock
(fuel) costs. The management of feedstock supply risk and the corresponding price
matching of feedstock supply costs is fundamental to achieving financabiliry of a project.

Defmition

Types of Risk

Mitigation
Alternatives

Feedstock supply risk is defined as the risk of a shortfall in the supply of
feedstock (often fuel) or the receipt of off specification feedstock, both of
which would have an impact on the developer's ability to attain maximum
efficiency, revenue and service objectives.

Feedstock supply risk may result from inadequate feedstock reserves (e.g.
fuel, coal) or unexpected changes in the quality of feedstock supplied.

Feedstock shortfalls may be the result of inadequate transportation/delivery
provisions.

The primary mitigation for feedstock supply risk is achieved through the
completion of an adequate resource evaluation prior to the decision to award a
supply contract to the relevant supplier. Resource dedication of feedstock
reserves to ensure future availability is frequently sought.

The ability to multi-source feedstock is a key risk mitigant. The ability to
import commodity type feedstocks when necessary with appropriate
Governmental support (in advance) is a further important mitigant.

Appropriate feedstock transportation/delivery and stockpile provisions should
be made to ensure project operations are not impacted by minor feedstock
delivery diffiCUlties.

, '

Price matching provisions combined with the incorporation of contractual
provisions dealing with feedstock problems within the project offtake
agreements are a furthe~ important risk mitigant.

Where the offtake party'is involved in the fuel supply selection or delivery it
may be possible to incorporate deemed dispatch provisions within the offtake
agreemem which transfer feedstock risk to the offtake party.
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Allocation Feedstock Supply Risk should be allocated to the feedstock supplier.
Recommendation

Where the government has control over the source of the feedstock. the risk
will generally be allocated 10 the pUblic sector, requiring guarantees from the
government and potential penalties for economic losses by the project due to
inadequate feedstock supplies. In projects where the feedstock resource is
controlled by the a private sector participant, feedstock supply risk will
generally rest with that private sector entity. In both cases, such risks will be
allocated through the feedstock supply agreements. Risk transfer through the
key offtake agreements will be reflected in the pricing provisions which will
clearly define which feedstock supply cost risks are transferred to the public
sector.
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Raw water supply within water treatment projects is a special class of feedstock supply.
Water treatment projects are responsible for the improvement in water quality from the raw
catchment to potable water. The quality of catchment is critical in achieving this aim and
the costs associated. Water catchment is almost always managed by the public sector,
which has the capability to initiate and enforce water management policies.
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Dermition

FonnslTypes

Mitigation
Alternatives

Allocation
Recommendation

Feedstock (Raw Water) supply risk is defined as the risk of a shortfall in the
supply of Raw Water or a deterioration in the quality of Raw Water, both of
which would have an impact on the developer's ability to attain maximum
efficiency, revenue and service objectives.

Feedstock (Raw Water) supply risk may result in poor quality catchment
resulting in increased treatment costs or inability to achieve treatment
specification or insufficient water availability.

The primary mitigation for Raw Water supply risk is achieved through the
completion of an adequate hydrogeologic evaluation prior to the decision to
award a permit for use of the quamity of raw water required for the project.

Adequate water availability should be ensured through the prevention of
excessive offtake licensing within the relevant catchment.

Plant deemed dispatch provisions within the offtake agreement are a
mechanism for water quality/availability mitigation.

Methods to mitigate the risk of a deterioration in the quality of Raw Water
vary depending upon cause of such deterioration. Deterioration in the quality
of raw water can result from wastewater discharges, one-time events such as
chemical spills, and steady decline in water quality due to increasing
development and amounts of chemical and wastewater discharges. The major
action to comrol these risks is adequate monitoring and enforcement of legal
comrols by the governmem agencies responsible for water resources. For
one-time spills. an evaluation of the potemial for spills should be conducted,
most likely as part of an evaluation of industries within the watershed.

Feedstock (Raw Water) Supply Risk related to projects where the government
has comrol over the source of the feedstock will generally be allocated to the
public sector, requiring guaramees from the government and potential
penalties for economic losses by the project due to inadequate feedstock
supplies. In projects where the feedstock resource is comrolled by the a
private sector participant, feedstock supply risk will generally rest with that
private sector entity.
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6.1.3.4 Permitting Risks

Pennitting Risk during the operational phase is the risk that a project fails to renew on a
timely manner the Government pennits, licenses and regulatory approvals necessary for the
project to continue to operate. Frequently pennits, licenses and regulatory approvals
necessary are granted on an annual renewable basis exposing a project to the risk of non
renewal. The risk associated with the introduction of new requirements is covered under
Change in LawlRegulation Risk.
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Defmition Permitting risk can be defined as the potential inability of the project to obtain
or renew (in a timely manner) appropriate permits and government approvals
with regard to the ongoing operation of the project, so as to compromise the
viability of the project.

Formsrrypes Permits may be delayed, denied, or revoked for a number of reasons,
including engineering or design flaws, negative environmental impacts, 10cal
opposition to the project, or politicization of the permitting process.

Mitigation Permitting risk during operation is best mitigated by the clear operation of the
Alternatives plant within the permits etc. granted.

Project operators and sponsors should maintain quality working relations with
the public sector to ensure that the permitting procedures are well understood
and adhered to.

Allocation It is the Government's responsibility to review all permitting requirements
Alternatives and potential delays or inability of the project to obtain or renew permits.

Private sponsors must ensure that they understand these requirements and are
able to meet safety and environmental standards under existing laws and
regulations. It is noted however that the private sector will not take the risk
of any furore ch,mges in permitting requirements.

Allocation Provided the private sector adheres to permit conditions, Permitting Risk is
Recommendation primarily allocated to the public participant, as it has the best means to

control and mitigate such risks .

Risk associated with the failure to adhere to agreed permit conditions shouId
be allocated to the private sector.
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6.1.3.5 Technology Risk

Technology risk for the Operating Phase parallels Completion Technology Risk and is the
risk that the selected technology fails to operate as expected for the project. Technology
risk often arises due to the desire of Sponsors and Governments to adopt the most current
technologies which frequently have less operating history. Unforeseen problems frequently
result when a technology is introduced into a country or region for the first time due to
local issues which have not had to be addressed prior.

The occurrence of technology risk is a key reason as to why the selection and
implementation of technology should be with the private sector to enable the Public Sector
to mitigate this risk.
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Defmition Technology Risk is the risk that the selected technology fails to operate as
expected for the project.

FonnslTypes Technology Risk may be reflected in reduced plant performance, increased
plant operating CoslS or reduced plant operating life.

Mitigation Technology Risk is mitigated through the adoption of well proven
Alternatives technologies that are supplied and supported by reputable firms. An

established track record of service and problem solving should be considered
import in the selection of the technology supplier. Project operators should
have experience with the selected technologies.

Appropriate supplier warranties should be sought to mitigate risk.

The public sector should avoid the specifying or selecting the technologies to
be adopted for a project.

Allocation Technology risk should be ~llocated to the private sector.
Recommendation I

!
-i ' f,

Allocation Technology risk is allocated through the construction contract and associated
Mechanism subcontracts from the Sponsor perspective.

'-- ' :iIi ' ,
Technology is allocated from the public to the rivate sector through the
principal offtake agreement: The pricing of services and commencement of
payment will reflect the agreed performance standards. Both commencement
and level of payments 'under the offtake should reflect the level of technical
performance achieved by the plant.

\ ,,- :'" f
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6.1.3.6 Design Risk

Design Risk is the risk that the technical design of the plant is flawed and consequently
unable to perfonn to specification. Design risk will generally result in increased
construction costs to correct the error with associated delays.

The occurrence of design risk is a key reason as to why the private sector should seek to
specify perfonnance requirements for infrastructure projects rather than specify delivery
mechanisms. This enables the Public Sector to transfer design risk to the private~sector.
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u

Defmition

FormslTypes

Mitigation
Alternatives

Design Risk is the risk that the technical design of the plant is flawed and
consequently unable to perform to specification.

Design Risk may be reflected in delayed plant completion, increased capital
costs, reduced plant performance, increased plant operating costs or reduced
plant operating life.

Design Risk is mitigated through the adoption of well proven plant design
carried out by reputable firms. An established track record of service and
problem solving should be- considered import in the selection of the design
engineer.

Clear well defined project performance specifications should be developed by
the public sector to ensure that the design engineers fully understand the.
requirements of the project.

u
[J

Clear minimum acceprance performance levels must be established.
Performance must be objectively measurable.

The public sector should avoid specifying or selecting the delivery
mechanism.

Allocation Design risk should be allocated to the private sector.
Recommendation
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Allocation
Mechanism

Design risk is allocated . through the construction contract and associated
subcontracts from the sponsor perspective.

Design risk is allocated from the public to the private sector through the
principal offtake agreement. The pricing of services and commencement of
payment will reflect the agreed performance standards. Both commencement
and level of payments under the offtake should reflect the level of
erformance achieved b the lant.
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6.1.3.7 EnviroMt~ntal Risk,

Environmental Risk is the risk associated with both long and shor! term environmental
damage as a result of development of the project. Environmental risk is a critical concern
of lenders as it frequently extends beyond the project at hand incorporating any previous
environmental issues that are associated with the selected project site.

The selection of the most environmentally suited site incorporating the most
current technologies is a strong risk mitigant. Plant is generally designed to
significantly exceed current environmental standards and any foreseen future
changes to standards.

Full environmental impact studies should be carried out prior to
commencement of the project.

Environmental risk relating to pre-existing conditions generally requires the
current project sponsors to be indemnified against ..ny future environmental
losses.

Compliance risks relate to the ability of the project to operate as designed,
within the legal and regulatory limits established under environmental laws
and ermits.

Essentially, project developers and lenders face two types of environmental
risks. The first is the risk of liability for cleaning up waste disposal or site
contaminations. The second type of risk pertains to the environmental
compliance aspects of facility construction and operation.

Environtnental Risk is the risk associated with both long and short term
environtnental damage as a result of development of the project.

The risk of future tightened envirorunental reqqirements is generally mitigated
through the ability to recover direct capital expenses or achieve appropriate
tariff adjustments if additional capital or operating costs are incurred to meet
such standards.

Both environtnental liability and compliance risks will be allocated to the
private sector participants, unless there are unforeseen changes in such
liability and compliance requirements after the developers have reached
agreement with the government on the terms of the requirements, in which
case the governtnent may have to pay the developers of the project for
additional capital' expenditures required to meet the new regulations. See
Permitting Risk (6.1.2.3), Change in Regulation Risk (6.3.2.2) and Change in
Law Risk (6.3,2.1) for further clarification of Environmental Risk allocation.

Formsrrypes

Mitigation
Alternatives

Definition

Allocation
Recommendation
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Projects that operate within a competitive environment, that is alternate suppliers exist such
as alternate power stations, will (if operating within an open market) be required to reduce
prices to meet competition. In practice those suppliers with a high production cost will
stop producing when the price becomes uneconomic. Projects that are monopoly suppliers
are better placed to retain prices, however, demand may become depressed if the pricing is
too high.

1) Off-Take Risk.
2) Price Risk.

Market Risk, often referred to as Revenue Risk is the risk that the project, while
technically able to produce the required outputs, cannot raise the level of revenues expected
for the project. This may come about as a result of lower demand for the output or
alternately reduced prices for the output. Hence Market Risk is considered in terms of;

6.2 Project Credit (Financial) Risk

6.2.1 Market (Revenue) Risk

Project credit risk is represented by those risks that will impact on the economic viability
of a project even under circumstances where the technical plant operation equals or exceeds
expectations.

The risk allocation that results from the two contract types is somewhat different. Under
Take or Pay contracts the offtaker, usually the public sector, agrees a unit price for the
commOdity or service and agrees to pay·for a minimum delivery level whether or not it is
delivered. What is significant is that the seller in such a contract will normally make some
profit on each unit of output sold. Thus during periods of high usage, well above the
minimum Pay obligation, the seller will make substantial incremental profits while being
protected from losses by the minimum pay provisions. Take or Pay contracts frequently
have pre-payment provisions under which payments for service not delivered is considered
a pre-payment which permits the off-taker to receive delivery of the service in subsequent '
period at no or a reduced cost. This helps prevent windfall profits due to erratic offtake
requirements.

Market Risk within infrastructure is managed in a number of ways Mpending on the nature
of the infrastructure, I.e. water, power, roads etc. In general lenders to projects require
market risk to be managed through contracts that will produce a minimum revenue level
regardless of asset use. Such contracts are referred to as "Take or Pay" or
"CapacitylThroughput" contracts. Under such contracts the offtake party agrees to either
pay for a minimum level of offtake regardless of use, or pays standing capacity charges for
unused capacity.

Under CapacitylThroughput contracts the contract payment structure will incorporate a cost
component which provides for the standing costs of the plant. These costs will generally
include the financing costs and at least a significant proportion of the project profit. These
charges are independent of the level of output of the project. The throughput or unit
charge generally is reflective of the actual cost of operating the project with perhaps a
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minor profit component to compensate for higher operating requirements as throughput
increases. Under a capacitylThroughput contract the incremental revenue from additional
sales closely matches costs and there is no windfall profit made during high usage periods.
Projects that adopt capacity based contracts frequently incorporate explicit bonus payment
clauses to provide operating efficiency incentives at high operating levels.

Take or Pay, or Capacity based contracts will achieve the same Objective, however,
frequently Take or Pay contracts are regarded with a negative connotation due to the
implication that the public sector may pay for something that is not delivered. Capacity
base contracts are frequently more acceptable as the price structure recognizes the implicit
value of having capacity available for use. This is especially true in the electricity sector
where spinning reserve (unused capacity) is essential to the integrity of the total electricity
system.

An alternate mechanism to mitigate Off-take Risk, is the adoption of shadow tolls. Shadow
tolls are a system whereby users of the service are not charged directly but rather payment
is made from the Public Sector, out of general revenues, based on the level of usage
achieved. The Government then uses the taxation system to recover the charges from the
general user base.

Shadow toll systems are frequently used in the toll road sector where it is argued that all
road users benefit from the existence of a toll road. The advantage is that traffic diversion
risk is mitigated however a key disadvantage results from the lack of direct user
incentive/disincentive which exists where direct tolls apply. The true economic value of a
project to end users may be difficult to determine, reSUlting in suboptimal planning, under
the shadow toll system.

41

•



6.2.1.1 orf-take Risk

Offtake risk is the risk that insufficient demand is available, at the price required, to
achieve the budgeted project economics.
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Definition

FormslTypes

Mitigation
Alternatives

Off-take risk is defined as the risk that there will not be sufficient demand for
off-take (treated water, power etc.) over the life-cycle of the project to meet
minimum revenue requirements for an economically viable project.

Off-take risk is heightened in markets and industries where competition can
have a negative impact on off-take demand or if there are no opportunities for
third-party sales (as in the case of water). Off-take risk is often associated
with capacity risk, I.e. the risk that the size of the facility is inappropriate for
the off-take demand.

The capacity element of off-take risk is best mitigated by completion of a
thorough feasibility study, with detailed analysis of potential competing
projects and projections of off-take demand requirements.

Once the appropriate capacity or size of the project has been detennined based
on the feasibility study, it is necessary to insure that the project contracts
ensure a reliable and predictable revenue stream for the project to provide
developers and lenders with a reasonable level of comfon with regard to
revenue risk.

The revenue component of off-take risk is mitigated by the tenns of the
Offtake Sales Agreement (Water Conversion Agreement, or, in the case of
power, the Power Purchase Agreement). The use of Take or Pay contract,
capacity based contract or the implementation of shadow toll systems are
generally used to achieve off-take mitigation.

This type of tariff structure serves to mitigate the developers' and lenders'
risk of insufficient tariff revenues to cover fixed costs and debt repayment.
Long-tenn off-take contracts will need to extend to tenns beyond the tenn of
debt provided by lenders.
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Allocation
Alternatives

Allocation
Recommendation

In competitive matkets off-take risk should be allocated to the Private Sector
which would then make the investment decision on the basis of the relative
competitive advantage of the project. (Consider the development of a mining
project representative of the Private Sector accepting off-take risk.)

In non competitive, highly regulated or monopoly markets it is necessary for
the Public Sector to assume off-take risk.

Off-take risk will generally be shared between the public and private sector.
Risks will be allocated through the Offtake Sales Agreement. The degree of
demand risk taken by each parry depends upon the tariff structure
(composition of availability vs. usage payments.) The extent to which the
public sector can insist that the private sector accept off-take risk will reflect
the relative competitive openness of the market sector.
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6.2.1.2 Price Risk
i

Price risk contains a time dimension. The prices received by a project must adjust over
time to enable the recovery of cost changes. As such price indexation risk must be
mitigated in parallel with price risk.

Price Risk is defined as the risk that users of the service are unwilling or
unable to pay the price required over the life-cycle of the project to meet
minimum revenue requirements for an economically viable project.

Price Risk incorporales indexation risk which requires the reasonable
matching of price increases to cost increases.

Price Risk is heightened in markets and industries where competition can have
a negative impact on off-take demand or if there ~re no opportunities for
third-party sales (as in the case of water). Price risk is often associated with
capacity risk, I.e. the risk that the size of the facility is inappropriate for the
off-take demand.

Price Risk will occur where costs associated with key inputs are not reflected
within the agreed pricing structure providing acceptable price indexation.

Price Risk is the risk that the users of the service are unwilling or unable to pay the price
required by the project to be viable. With the exception of essential services, the level of
demand for goods and services is inversely related to the price charged. Le. the greater the
price, the lower the demand. Thus Price Risk and Off-take Risk are highly interrelated.

Deflllition

Types of Risks
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Mitigation
Alternatives

Allocation
Alternatives

Allocation
Recommendation

Price Risk is best mitigated by the completion of thorough market feasibility
srudies, with detailed analysis of potential competing projects and, projections
of off-take demand requirements and price relationships.

With respect to essential services the clear identification of the capacity of the
user base to pay and the appropriate social cost acceptable should enable a
clear quantification of the level of Government subsidy, or alternately user
cross subsidy, required to achieve project feasibility. Such subsidies can then
be asked relative to the competing interests of the Government to assess
whether or not a project should proceed.

Once the appropriate capacity or size of the project has been determined based
on the feasibility srudy, it is necessary to insure that the project contracts
ensure a reliable and predictable revenue stream for the project to provide
developers and lenders with a reasonable level of comfon with regard to
revenue risk.

Price Risk, as with Off-take Risk, is mitigated by the terms of the Offtake
Sales Agreement (Water Conversion Agreement or in the case of power, the
Power Purchase Agreement). The use of Take or Pay contract, capacity
based contract or the implementation of shadow toll systems are generally
used to achieve off-take mitigation. These contracts should be fully priced
with appropriate cost indexation over the contract life..

This type of tariff strucrure serves [0 mitigate the developers' and lenders'
risk of insufficient tariff revenues to cover fixed costs and debt repayment.
Long-term off-take contracts will need to extend to terms beyond the term of
debt provided by lenders.

In competitive markets, price risk should be allocated to the private sector
which would then make the investment decision on the basis of the relative
competitive advantage of the project. (Consider the development of a mining
project representative of the Private Sector accepdng off4 take risk.) Note that
under this circumstance price risk is'directly shared with end users who will
suffer or gain from the market dynamic as the case may be.

In non-competitive, highly regulated or monopoly markets it is necessary for
the public sector to assume price risk, inclUding indexation or cost matching
risk. i,

Price Ris~ i ~ilI generally be shared between the public and private sector.
Risks will be allocated through the Offtake Sales Agreement. The degree of
demand risk taken by each pany depends upon the tariff strucrure
(composition of availability vs. usage payments.) The extent to which the
public sector can insist that the private sector accepts price risk will reflect the
relative comoetitive openness of the market sector.
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6.2.2 Counterpart Default Risk

Counterpart Default Risk is the risk that any other party to the project will default on their
obligations with respect to the project. While frequently appropriate perfonnance penalties
or financial damages are imposed on defaulting parties each party retains their respective
share of the residual default risk which results where the defaulting party cannot honor the
penalties imposed. Counterpart bankruptcy would be an example of such a risk.

Counterpart Default Risk also extends to the future form of any counterpart. This may
reflect the transfer of ownership of a project, a change in operator or alternately a
fundamental change in the public sector entity such as a privatization. To protect against
such long term counterpart risk it is common to impose on each entity restrictions on their
ability to sell, such as minimum shareholdings or a requirement that any new counterpart
have an equal credit rating, or alternately agreement that performance guarantees will
remain in place.
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DefInition

Types of Risk

Mitigation
Alternatives

Counterpart Default Risk is the risk that any party (the developer, the lender,
or the Off-take purchaser etc.) defaults on its obligations under the project
contracts. In order to mitigate such risks, thorough analyses of each of the
respective contract parties needs to be undertaken in order to determine the
financial capability of each party to honor its obligations.

Counterpart Default Risk may result in either performance default due to the
failure to deliver the contracted outputs, or alternately financial default.

If, as a result of such credit analysis, any party is uncomfortable with the
credit risk of its contractual counterparts, such party will insist upon credit
enhancement in the form of performance guarantees or other forms of support
from more creditworthy entities. The Off-taker (usually the public sector
entity) generally is ~ble to mitigate counterpart default risk by selecting its
preferred counterparts through the project bidding process.

Where projects are involving' the local subsidiary or affiliate of major firms
performance default mitigation can be achieved through the introduction of
technical support agreements with the parent entity which requires the parent
to intercede and rectify any performance shortfalls.

Performance guarantees from Central Government are frequently required in
recognition of the non independent nature of Government ministries or
agencies acting as offtake parties. Such support should recognize future
changes in the structure of Government.
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Allocation
Alternatives

Allocation
Recommendation

If the developer ·has no alternative off-taker, it can only mitigate off-take
counterpart default risk through some form of credit enhancement of the off
taker's obligations by the Government or by third parties such as local
financial institutions or various bi-lateral export credit agencies and multi
lateral agencies (IFC, World Bank, ADB etc.).

Where counterparts are jUdged to be an acceptable credit or performance risk
then Counterpart Risk is borne by all parties to the transaction.

Counterpart Risk should primarily be allocated to the most acceptable group
entity which is of acceptable creditworthiness. With respect to the private
sector this may require performance (technical/financial) from a group
holding company or some entity more senior within the group.

With respect to the public sector, Counterpart Default Risk will frequently
require the Central Government to guarantee the performance obligations of
the relevant private sector entity.

,.

47.



6.2.3 Foreign Exchange Rate Risk

Mismatches between the currency of revenues and that of debt obligations often result from
disparities in the depth and cost of funds between foreign and local markets. Funding in a
foreign currency is often a more attractive or even economically necessary alternative for
projects being developed in countries where local currency debt options are more expensive
or in cases where there is not enough depth in the local markets to accommodate both the
magnirude of the funds required or the length of marurities required to ensure that the
project is economically viable. Infrastructure projects frequently need to seek funding
from international markets to achieve access to sufficient finance. Such funding is
frequently in US dollars when the underlying project has a Indonesian Rupiah revenue
stream.
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DefInition

Types of Risk

Mitigation
Alternatives

Allocation
Altematives

Allocation
Recommendation

Foreign Exchange Rate Risk exists when revenues, expenses, capital
expenditures, and debt are in more than one currency, and therefore, subject
the project to potential losses from currency fluctuations.

In the event that revenues are denominated in local currency, while debt
obligations are in a foreign currency, the project is SUbject to devaluation risk.
On the other hand, if the local currency appreciates in value against the
foreign currency, the project will benefit from the exc!)ange rate fluctuation.

Developers and lenders will usually not take exchange rate flucruation risk,
such risk generally being mitigated by exchange rate hedging or by the off
take purchaser agreeing to pay in the relevant foreign currency or adjust
availability payments to reflect changes in exchange rates.

In cenain countries and under cenain historical patterns of exchange rate
stability, this risk may be shared by the developers and lenders. Even in such
cases, however, while the government may be. relieved of some of the risks,
the developers will choose to incur the expense of entering into a hedging
program to mitigate their share of the risk as much as possible.

The private sector will, generally speaking. require exchange rate risk to be
allocated to the public sector entity. Developers and lenders have little
control over exchange rate fluctuation. whereas the government has
significant control through the use of the tools of macroeconomic policy.

. ,.,D, ~.: ..~ .. :. Allocation
Mechanism

Allocation is often effected through tariff adjustments in the offtake agreement
between the private and public sector panicipants.
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6.2.4 Interest Rate Risk

Allocation Interest Rate Risk is generally allocated to the private sector entities.
Recommendation

The project economic feasibility will be based on an tinderlying assumption regarding the
cost of equity and debt to the project. The debt cost is represented by the interest rates
used. Interest rates however are volatile and may change unexpectedly throughout the life
of a project.

Interest Rate Risk is the risk that the cost of debt will increase relative to the
budgeted cost.

Interest Rate Risk may be the result of a general increase in international
borrowing costs, an increase in country risk premium or an increase in the
project risk premium. Interest rates are represented by the yield curve which
relates borrowing cost with the timeframe of the borrowing. Steepening or
flattening of the yield curve will impact on interest rat. risk.

Interest Rate Risk is often mitigated by the project company entering into
interest rate swaps to fIx the level of interest paid over the life of the project.

Tariff adjusttnents to reflect interest rate movements can be used to provide
the off-take party with interest rate exposure. This exposure can be managed
directly by the offtake party through the fInancial markets.

Project financing will provide options on debt financing that will permit project costs to be
financed with bank loans using adjustable or "floating" interest rates which move up or
down according to changing market conditions. Short term adjustable interest rates usually
carry a lower interest rate than longer term debt instruments. Interest rate risk exists when
foreign and domestic interest rates increase during the life of the loan.

Definition

Types

Mitigation
Alternatives
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6.2.5 Refinancing Risk

Refinancing risk is the risk that access to funds will be denied when needed for
refinancing. That is when existing loans are due for repayment no replacement funds are
available.

Infrastructure projects will almost always seek to receive debt commitments that are self
amonizing from the cashflows of the project at conunencement of the project. Refinancing
under these circumstances is optional and is to provide improved economics where interest
margins drop to reflect 'the reduced risk of a successful mature project.
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DefInition Refinancing Risk is the risk that the project will not be able to get long term

debt funding for the life of the project to replace short-term funding
arrangements for which repayment is unable to be funded from project cash
flows.

Types of Risk Refinancing Risk may arise due to project specific factors, country or regional
factors or due to a general international shortage of capital at the time
refmancing is sought.

Mitigation The primary risk mitigation is to establish a long term funding structure
Alternatives which is self amortizing at the project outset.

Allocation Refmancing Risk is primarily allocated to the private sector entities.
Recommendation

50.



u
[]

D
~

:'D"':.':
..~-<,.~,.~." > ~•••

",,' ..~~. , i.; . :; '- :".~

·Ff.•·• ;~>;~;;
_,W..-,,!,

, . ,',

, '··'t ~.

Ll

u
u
u

6.3 Sovereign Risks
,

Every Sovereign Government retains the right to regulate, legislate and otherwise control
the local economy either directly or through its many departments or agencies. Sovereign
risk (which includes legal and regulatory risk) is the risk that the existing Government may
exercise this right in a manner that is detrimental to the participants or alternately that an
event of political instability may impact negatively on the project.

The private sector accepts sovereign risk as a matter of the normal course of business.
However in participating in PPP (BOOIBOT), all parties must recognize that the role and
power of Government greatly exceeds that found in normal private commercial or business
arrangements. In addition it is not uncommon for differing Government agencies to have
conflicting objectives with respect to a specific project. This combined with the need to
attract foreign investment capital, the frequent large scale nature and strategic importance
of PPP (BOO/BOT), requires special consideration be given to the management and
allocation of sovereign risk compared with normal commercial transactions.
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6.3.1 Political Risk
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DefInition Every Sovereign Government retains the right to regulate, legislate and
otherwise control the local economy either directly or through its many
departments or agencies. Political risk can be defined as the risk that the
existing Government may exercise this right in a manner that is detrimental to
project parties or alternately that an event of political instability may have a
negative impact on the project. '

Types or Risks In addition to the Change of Law, Change of Regulation, Inconvertibility and
Repatriation risks discussed in 6.3.2 and 6.3.3 below, Sovereign Risks also
include War, Insurrection, Revolution, Terrorism, General .Strike,
ConfIscation, Appropriation or Requisition of Assets.

Mitigation These risks can be mitigated by purchasing political risk insurance from
Alternatives Export Credit Agencies, Multilateral Agencies, or Private Insurers.

Allocation Private sector participants will generally not assume political risks. While the
Alternatives developer may bear the direct costs of purchasing political risk insurance, such

increases in financing costs will generally get passed through to the public
sector participant in the form of higher tariff rates. Public sector participants
may be required to support any uncovered political risks through direct
guarantees or obligations to private sector participants.

Allocation Political risks are generally allocated to the public sector participant, the pany
Recommendation who is in the best position to control and manage such risks.

Allocation Political risks are allocated through the projeci agreements and the financing
Mechanism agreements. ,
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6.3.2 Legal and Regulatory Risks

Commercial Certainty

The most imponant legal issue to consider is whether or not there is a well-developed body
of commercial law to resolve disputes and/or assure enforcement of security interests.
Consistent interpretation and implementation of laws and regulations by govenunent
agencies and regulatory bodies enables developers to identify any risks or problems that
might arise from govenunent orders or regulations.

Enforcement Mechanisms

The legal framework of any country that seeks private participation in infrastructure
services on a project finance basis will need to allow for foreclosure by the lenders
following a default and the ability of the lenders to sell the project in order to recover loan
disbursements: Proper enforcement mechanisms need to be in place to ensure reliability of
the legal system for dispute resolutions.

Arbitration Mechanisms

Govenunents can provide further assurances to potential developers and lenders by
allowing arbitration or mediation in a neutral forum, thus eliminating the risk that such
arbitration procedures may be biased in favor of one party to the dispute.

Jurisdiction

There is a possibility that disputes cannot be resolved because the legal jurisdiction of the
project is uncenain, and civil actions cannot be brought before a court. The project's
agreements should be governed by the law of a jurisdiction with well-developed
commercial precedents.
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6.3.2.1 Change in Law Risk
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Definition Change in Law Risk can be defined as the risk that an unforeseen change in
law may occur which will have a negative impact on project operations.

Types of Risk Change in Law Risk would include any change in laws or regulations which
has an impact on any of the parties involved in the project. such that the
viability or profitability of the project is affected. Legal risks may include
change in taxation law.

Mitigation Project participants must develop, in consultation with local legal counsel, a
Alternatives clear understanding of the current legal framework under which the project is

operating and must analyze the acceptability of enforcement mechanisms and
arbitration mechanisms.

Allocation Change in Law Risk would primarily be allocated to the public sector
Recommendation participant.

Allocation The public sector participant may be required to reimburse the private sector
Mechanism participant for any increased costs incurred by the private sector entity as a

result of changes in laws. This is often accomplished through an adjustment in
the tariff mechanism in the offtake.
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6.3.2.2 Change in Regulation Risk
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Definition

Types of Risk

Mitigation
Alternatives

Allocation
Recommendation

Allocation
Mechanism

Change in Regulation Risk can be defined as the risk that an unforeseen
change in regulatory framework may occur which will have a negative impact
on project operations.

Change in Regulation Risk would include any change in regulations which has
an impact on any of the panies involved in the project, such that the viability
or profitability of the project is affected. Regulatory Risks may include
revocation of licenses, authorizations, or permits.

Project panicipants must develop, in consultation with local legal counsel, a
clear understanding of the current regulatory framework under which the
project is operating and must analyze the acceptability of enforcement
mechanisms and arbitration mechanisms.

Change in Regulation Risk would primarily be allocated to the pUblic sector
panicipant.

The pUblic sector panicipant may be required to reimburse the private sector
panicipant for any increased costs incurred by the private sector entity as a
result of changes in regulations. This is often accomplished through an
adjustment in the tariff mechanism.
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6.3.3 Foreign Exchange Convertibility and Repatriation Risk
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Developers and lenders will not take any Convertibility or Repatriation risk,
although they may have to pay the cost of insurance against such events. This
risk must be taken by the public sector.

Developers and lenders will need to be assured that direct expenses, project
company profits and debt service repayments can be converted into the
appropriate foreign currency. These risks can be mitigated by purchasing
inconvertibility insurance from multilateral agencies and private insurers or
through appropriate convertibility guarantees from the Goverrunent of
Indonesia. Convertibility and Repatriation risks are essentially Sovereign
Risks.

Foreign Exchange Convertibility risk is defined as the risk that local currency
revenues will not be able to be converted into foreign currency for repayment
of debt or repatriation of profits to foreign developers. This creates a risk of
default of foreign currency repayments.

Repayment of debt and operating expenses must be made at the time due to
prevent the project from defaUlting. As such currency conversion must be
available at the time required. Periods of non convertibility or restrictions on
the quanrum of conversion may result in such payment defaults.

56.

The involvement of MUlti-lateral or Import Export agencies can assist..

Types of Risk

Defmition

Mitigation
Alternatives

Allocation
Recommendation
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6.4 Force Majeure Risks

Force Majeure risks are defined as those risks which result from certain events beyond the
control of the project participants, where each party generally bears risk as it falls.
Temporary force majeure events, which only cause minimal delays, can often be resolved
by spreading risks and costs among all parties. More serious force majeure events may
result in the inability of the project to continue business operations, bankruptcy or similar
events.

6.4.1 Natural Force Majeure Risk
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Definition

Types of Risks

Mitigation
Alternatives

Allocation
Alternatives

Allocation
Recommendation

Allocation
Mechanism

This is the risk that natural disasters would have an adverse impact on
project operations and financial viability.

Natural force majeure risks would include earthquake, typhoon,
flood, tidal wave, volcanic eruption, lightning, tornado, fire and other
natural disasters.

Mitigation of natural force majeure risks by the project parties may
be achieved through the purchase of insurance by private and public
insurers.

all project participants will generally share natural force majeure
risks. Private sector participants will try to seek the broadest
deftnition of force majeure in order to protect against mandatory
termination of contracts or payment of delay or performance damages.
Public sector participants will seek narrower deftnitions of force
majeure events.

To the extent such risks are not insured against, risks should be
allocated equitably among project participants.

The project documents (Offtake, Construction, and O&M
Agreements) will incorporate force majeure provisions which will
define force majeure events, distinguish between temporary and
permanent force majeure events and specify obligations of all project
participants following a force ·majeure event.


