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borrowers develop the institutional capacity to
plan, implement, and monitor expenditures or
the investment programme.

DEBT SWAPS

Debt swaps occur when an existing debt stock
or stream of debt service payments is converted
into another obligation or asset type. Usually, a
debt swap involves the voluntary exchange of

a debt instrument by a creditor with its debtor
for cash, another asset, or a new obligation with
different repayment terms.

OPPORTUNITIES

Debt swaps have been used for environmental
funding through debt-for-nature operations.
Such swaps often involve a third party, such as
a non-governmental organisation (NGO), which
buys the debt for payment in local currency.

In exchange, the debtor agrees to fund certain
environmental activities. Another swap modality
may involve the creditor and debtor swapping
bilateral debt. In these cases, the creditor
cancels all or a portion of the debt and the
debtor agrees to use the cancellation amount to
fund environmental activities that are mutually
agreed upon.

PERFORMANCE-BASED PAYMENTS

Performance-based payments refer to a grant or
concessional loan that is disbursed in tranches
against the verified fulfilment of predefined
targets that are sometimes classified against
quantified emission reductions in a proposed
project or programme. Payment depends on
measurable actions being undertaken. This kind
of financing is aimed at rewarding innovation
and successful implementation of a project with
clear climate benefits. In many instances, carbon
credits or units may be seen as a special type of
performance-based payment.
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Performance-based finance can be used to
promote policy reforms, build capacity, and
undertake investment projects.

PUBLIC-PRIVATE PARTNERSHIPS (PPP)

A PPP is a contractual agreement between

a public agency and a private sector entity.
Through this agreement, the skills and assets of
the two sectors are shared to deliver a service
or facility. In addition to sharing resources, each
party shares the potential risks and rewards of
the delivery of the service or facility.

While attempts to mitigate the consequences of
climate change will continue to be carried out by
governments, the scale of the challenge means
that governments cannot act alone as they may
not have the adequate funds, skills, or capacity.
Also, some interventions may require long
periods of implementation if they are delivered
as public-only projects. Since public finance will
be limited, multiple sources of finance, including
private sector finance, can be combined in
different ways to provide sustainable solutions.
Such hybrid financing schemes are also more
appropriate as projects become more complex
and not viable purely on private financing
structures, which make an innovative partnership
between the two sectors desirable.

PPP models could potentially address
challenges in adaptation and mitigation efforts
in sectors such as housing, communication,
infrastructure, health, agriculture, water, and
sanitation.

ADVANCED MARKET COMMITMENTS

An advanced market commitment is a
mechanism that generates incentives for private
sector engagement by ensuring viable market
demand. Thus, an advance market commitment




could be aimed at creating a market for future
technologies relevant to developing countries
that are large and credible enough to stimulate
private investment in research and development
and manufacturing capacity. In the context

of climate change, the end goal would be to
accelerate the availability and introduction of
climate-friendly technologies to developing
countries.

To date, this type of mechanism has been
mostly used in the public health sector to
encourage the research, development, and
production of vaccines against diseases that
affect people in developing countries. The
principles can be applied to other types of
technologies, such as low carbon energy, and
could represent an important tool for funding low
carbon technology development and transfer.

FIRST LOSS RESERVE (FLR)

In addition to subsidising the cost of loans,
guarantees, or equity investments, concessional
resources can also be used as risk buffers

to cover first losses in waterfall payment
mechanisms that assign the payment of
revenues to senior risk tranches held by
development finance institutions and private
investors. Under such a structure, different risk
tranches of capital are created, where the first
loss may be covered by concessional sources
and upper tiers by development finance and
commercial investors.

A FLR repayment mechanism assigns the first
payment of revenues to the senior tranches
and the last to the first-loss tranche. The use
of concessional resources under this structure
allows additional commercial funds to be
leveraged on a large scale for development
purposes. The risk buffers of the higher-risk
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tranches also provide significant comfort to
more risk-adverse investors.

CHALLENGES

To be effective, these instruments require
sponsors with substantial resources, financial
expertise, and a committed green agenda. In
addition, the costs and complexity entailed
should be contained to make the instrument
competitive with investment alternatives

and with the cost of the risks they manage.
Moreover, unless first-loss protection
mechanisms and their underlying objectives
appeal to investors and the banking sector, they
will not create liquidity on the banks’ balance
sheets. Nor will they mobilise resources at scale
for green infrastructure investments.

First-loss reserve protection mechanisms can
create a moral hazard by attracting developers
and banks with very risky projects and may
conflict with other direct risk mitigation
instruments, such as traditional forms of
insurance.

Proponents of this instrument should also be
wary of timing. First loss protection mechanisms
need to be established while there is urgent
need and high demand. Moreover, unless
specific strategies are adopted to direct the

use of proceeds, there is a risk that banks may
reallocate capital to a wide range of investment
outcomes. Some could lead to funding GHG
emitting projects, while others may be unrelated,
such as sponsoring hospital construction.

OPPORTUNITIES

First-loss protection mechanisms encourage
capital release, in which capital previously
committed to commercial or regulatory reasons
becomes available for new uses. According to
CPI, they can be applied through two different
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mechanisms: project finance solutions can

be used as an alternative to bank loans (such
as project bonds) or as dedicated investment
vehicles such as collateralised debt obligations
(CLOs).

First loss protection mechanisms, as described
above, are a means of dealing with barriers
associated with low credit worthiness. As Wilkins
puts it, a scholar that focuses on infrastructure

in developing markets, “they can overcome

the absence of liquid, investment grade asset-
backed securities and a small secondary
market”.
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REGIONAL EXAMPLES OF CREDIT
ENHANCEMENT MECHANISMS

Traditionally, the types of institutions that
would sponsor FLR-type instruments includes
development banks and institutions whose
agenda includes capital release into financial
systems (for example, the IMF, ECB, and the
US Federal Reserve). The case below highlights
involvement from the Asian Development Bank
in India.
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Green bonds are an evolving solution which

will continue to underpin institutional investor
willingness to commit to climate-related
investments. By definition, these are bonds that
are ring-fenced to fund eligible climate change
mitigation projects with a focus on renewables,
energy efficiency, and transport. It is a growing
investment opportunity and funding tool for
sustainable infrastructure in OECD and non-
OECD countries.

As of July 2016, the market had some USD 130
bn of debt. This is just 0.15% of the total global
fixed income market. However, the market is
growing fast, with an expected $150 bn extra
issuances since 2016.

Several green bond indexes exist today. S&P
and Moody’s have developed green bond
ratings methodologies and public bodies are
seeking ways to encourage the development of
the market.

Moreover, asset managers, including Blackrock,
have developed a set of green bond principles
that include specifics for the use of proceeds,
project evaluation, and impact reporting.
Harmonisation and increased standards will

be required to make this work. Asset owners,
investors, issuers and rating agencies have
adopted the principles, as have public entities
like the People’s Bank of China.

According to Blackrock, asset owners appear to
have an appetite for green bonds, especially for
issuers who provide thorough impact reporting
and have the environmental benefits of their
projects rated by outside sources. However, the
market cannot yet accommodate large-scale

portfolio allocations. Cheaper and wider-spread
green bond funding is needed to drive more
investment. Governments will have a role to play
to facilitate climate finance.

CHALLENGES

Green bonds will play a significant role in
financing the estimated $90 tn of global
infrastructure needed by 2030 to limit climate
change. However, there has been little action
from investors despite commitments to dive into
this market. According to the OECD, pension
fund allocations were stuck around 3.5% of
assets in 2011-2015.

As a relatively new instrument in the market, the
following challenges have been flagged:

e Regulatory uncertainties and political and
currency risks in emerging markets may limit
the future of green bonds.

e Keeping integrity in the absence of
international regulations.

e Additionality is a big credibility test for the
market. The purpose of the green bond
market is to mobilise capital to address
climate change. There is a gap between the
providers of capital and the issuers who take
the money but are just refinancing existing
projects or doing projects that would have
happened anyway.

¢ Underlying assets being financed through
green bonds are mostly renewable energy or
energy efficiency projects. There is a need to
broaden the range of corporates coming to
the market and to open the focus beyond just
climate change.
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OPPORTUNITIES

In light of some of these challenges, tax
incentives and public guarantees could help
entice private capital. Examples include

using development banks and export credit
guarantees to lower financing costs and reduce
risk. Creative finance to boost pools of capital is
another option.

One suggestion by Blackrock is that a
supranational organisation could pool EM bank
loans to multiple renewable projects across
different countries. This would mitigate project-
and country-specific risks, which are major
concerns for many investors. A second step
would be to create different credit tranches. The
supranational organisation would own a junior
tranche that would absorb potential first losses —
effectively a first-loss cushion for private holders
of senior tranches.

GREEN BONDS IN NEPAL?

DOMESTIC MARKET

In Nepal, only two types of bonds are available
— corporate debentures issued by commercial
banks and government bonds (for example,

the Development Bond, National Savings Bond
and Citizens Savings Bond). IFC and ADB have
planned to issue a local currency bond, but that
has not yet happened.

The stock market and bond market is not

very liquid, and there are limited fixed income
securities, as described above. The depth of
instruments available in the stock market is low.
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An investor can only go long on stocks. There
is no short selling, and nor is there a market for
options.

The last year has seen fixed deposit rates in
Nepal hit highs of ~11-13%. This is in stark
contrast to the low interest rate environment a
few years ago. The interest rate for borrowing
is based on a bank’s cost of funds, and with
fluctuations in fixed and saving deposit rates,
a borrower’s cost of borrowing becomes
volatile. With no option of fixed interest rate for
the tenure of their projects, renewable energy
developers face a lot of uncertainty. Hence, a
green bond market dedicated to renewables
would make sense in Nepal’s context.

INTERNATIONAL MARKET

One hurdle preventing Nepal from benefitting
from the international bond market is that the
country does not yet hold a sovereign rating,
and therefore cannot credibly issue a sovereign
bond. However, even if it could, interviews

the Dolma team held over the last year with
institutional investors reveal that they are
mandated to only consider BBB-, or investment
grade, investments.

Though untested, there is potential for Nepal to
benefit from the issuance of international bonds
linked to a YieldCo domiciled abroad but with
the capital being raised for projects in Nepal.

If the project was insured by the World Bank’s
AAA credit rating through a MIGA product,
purchased at the fund or company level,
corporate entities in Nepal could benefit.
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1.7 BLENDED FINANCE

Blended finance instruments play a crucial role
in realising projects in emerging and frontier
markets by offering investors products that
address the otherwise unavoidable risks inherent
in untested markets. This section will draw on
findings from the Consultation Paper of the
Blended Finance Taskforce to paint a picture of
the blended finance market today.

According to the Blended Finance Taskforce,
blended finance is best described as:

“The strategic use of public or philanthropic
development capital for the mobilisation of
additional external private commercial finance
for SDG-related investments”.

Developments in this space are of crucial
importance in the context of Nepal’s renewable
energy sector, and, indeed, in attracting equity
capital to the country. Over the last year, Dolma
has reviewed a number of instruments that can
be used to mitigate so-called perceived risks.

INVESTOR PERCEIVED RISKS

The perceived risks investors see in investing

in Nepal is well documented in previous reports
in this series. Here, we intend to simply review
these to set the tone for a discussion on the
products available in the next section, how
they can or have been catalysed, and the
structures used. According to the Blended
Finance Taskforce, “The use of blended finance
vehicles and instruments like guarantees,
technical assistance grants, currency hedging
and risk insurance are gaining traction with
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private investors”. And developers can use

a small amount of development capital to
mitigate against a range of risks, as seen in
Table 9. This could be enough to tip the scales,
enabling investment in new asset classes

like infrastructure debt or equity in emerging
markets.

GLOBAL PERSPECTIVE

Climatescope, a country-by-country assessment
(funded by DFID and Bloomberg New Energy
Finance) evaluates the landscape of climate-
related investments worldwide on an annual
basis. Figure 3 puts frontier and emerging
markets in geographical perspective, in this
particular case highlighting off-taker risk.
Generally, countries facing higher risks are

more likely to see blended finance instruments
applied.

The majority of blended finance will be needed
to make economic infrastructure sustainable,
land use more sustainable, and social
infrastructure in developing countries more
investable. The UN estimates that at least USD
90-100 tn is needed to achieve the SDGs, the
largest share in the so-called Global South. By
de-risking these investments, blended finance
would allow the private sector to participate,
capturing over US$ 1 tn in additional annual
investment potential.11
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TABLE 9: BLENDED FINANCE INSTRUMENTS 11

Instrument

Description

Risks mitigated

Example provider

Guarantee

A form of credit enhancement. Provides
protection to one party if the other party
fails to perform. Guarantees are provided
by a third party that steps into the shoes
of the defaulting party so that the innocent
party does not suffer a loss. Guarantees
are one of the most catalytic forms of
blending. Forms of guarantees include first
loss, partial risk, or credit guarantees and
trade finance guarantees.

Access to capital; credit/
counterparty risk; off-take risk;
construction/ completion/techni-
cal risk; demand risk

(==}
i ==
::a."{"@

SAID

FROM THE AMERICAN PEOPLE

GuarantCo

Guarantees For Development

Insurance

Provides protection by promising to com-
pensate for a specified loss or damage in
return for payment of a specified premium.
One of the most common types of insur-
ance is political risk insurance. Insurance
provides a more stable environment for
investments in developing countries. Along
with guarantees, they are one of the most
catalytic forms of blending.

Political risk; construction risk;
operation and output risks;
upstream resource related risks;
access to capital

OPIC

Multilateral Investment
Guarantee Agency
WORLD BANK GROUP

@MlGA

Hedging

Reduces the risk of adverse current price
movements in an asset and its associated
earnings stream. Currency hedging reduc-
es or eliminates exposure to the movement
of foreign currencies, addressing one of the
key risks of investing in emerging markets.

Currency/ Commodity risk

TCX

Subordinated/
Junior Debt

Subordinated or junior debt protects
senior investors by taking first losses on
the value of the security, i.e. if something
goes wrong, the most junior/subordinated
tranche will be paid out last.

First loss capital takes a position that will
stunt the first economic loss if the assets
below it lose value or are foreclosed on

Multiple risks including off-take,
construction, and reputational
risks; access to capital

FMO

Entrepreneuria
Development
Bank

KFW oec

Securitisation

The process of transforming a pool of
illiquid assets into tradable financial
instruments.

Liquidity/ time horizon; scale;
counterparty/off-take and credit
risk

European
Investment
Bank

Results based

Instruments that provide incentives and

Operation and output risks

incentives disincentives to achieve desired outcomes Im

or results, including social impact bonds

and performance-based contracts. This SUPPORTING

type of financing is aimed at rewarding GAVI

innovation and successful implementation

of a project with clear climate benefits. B. |LL e M ELINDA

GATES foundation

Contractual Various contractual and project finance ar- | Demand risk; financing risk

mechanisms

rangements to support the development of
bankable infrastructure projects including
public and private off-take agreements,
subsidies such as feed-in-tariffs, and tax
credits. These mechanisms involve an
agreement between producers and buyers
of a resource to purchase or sell portions
of future production. These agreements are
to secure financing for a production facility
or buy the equipment needed to extract a
resource.

(demonstrate bank revenue
stream)

ofgem
Google
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Grants Capital paid without any expected repay-
ment or compensation over a fixed period
of time. This could involve money for TA
or project preparation to make a project
bankable. Grants can be important for
pipeline development, especially in less
mature sectors and riskier geographies,
allowing significant crowding in of private
capital.

Access to capital; high trans-
action costs; operational risks;
lack of bankable pipeline; lack
of local intermediaries; lack of
capacity

RECKEFELLER
FOUNDATION

% Sida

BLENDED FINANCE INSTRUMENTS

A number of blended finance tools are available
today, including guarantees, insurance, currency
hedging, grants, and subordinate/first loss debt
and equity. According to the Blended Finance
Taskforce, each instrument mobilises a different
amount of private capital relative to the public

or philanthropic funds used to provide the
instrument, which means some instruments are
more catalytic.

BLENDED STRUCTURES

Although the concept of blended finance

may remain a new concept for investors and

its application may be questioned, Figure 4
shows how blended finance typically works
using common investment structures. In these
structures, institutions most commonly invest or
participate in equity, loans, or bonds.

Transactions incorporating blended finance into
their structures are aligned to alternative asset

classes such as infrastructure, private equity,
and illiquid credit that are familiar to institutional
investors. To date, the asset classes relevant

to blended finance are estimated to make up
around USD 6 tn of alternative investment
portfolios around the world.

Blending can also occur at different levels —
directly into a project, as part of a specific fund,
or as part of a facility. It can also take place at
the market level. The concept of blending has
been around for longer than the term itself —

for instance, PPPs may be seen as a form of
blending.

According to the Blended Finance Taskforce,
“The clean energy finance space also has good
examples, with carbon credits, feed-in-tariffs
and other renewable energy subsidies providing
a decade of learning in programmatic blending
at the market level.”
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TABLE 10: BLENDING FINANCE AT DIFFERENT LEVELS

Project level Public and private capital blended Example: Elazig Turkey, Lake Turkana Wind Project, &
within a single project or company’s Green, SPCG
financial structure

Fund level Public and private investors pool Example: Climate Investor One (CIO), Danish Climate
resources to be invested in multiple Investment Fund (KIF), &Green
projects for companies

Fund-of-funds Funds that in turn invest in other funds | Example: GEEREF | & Il, Sarona

Facility (institutional level) A long-term or permanent institution Example: IFC Managed Co-Lending Portfolio Programme

is set up or modified to blend finance, (MCPP), GuarantCo
thereby mainstreaming the use of
blended finance

Market level Market mechanisms which blend Example: UK and German FiT schemes, Fannie Mae/
public subsidies to encourage private Freddie Mac
investment

Project prep support Public support for project preparation Example: ACEF, Aligned Intermediary, CPI’s the Lab

and intermediaries has also been used
to mobilise private investment by
addressing specific barriers, especially
information gaps

FIGURE 4 BLENDED FINANCE STRUCTURES
BLENDED FINANCE EXAMPLE STRUCTURES

Private equity or debt funds with concessional STRUCTURE

public/philanthropic funding attracting
institutional investment

Private
Commercial
Finance
Equity or debt structures with public/ STRUCTURE
philanthropic funders providing a preferred Preferred | Capped
return to institutional investors s ey

Bond or note issuances, often for infra. projects, STRUCTURE
with guarantees or insurance from public/
philanthropic funders

Development

Capital Grant funding for capacity building from publuc/ S
. W it
philantrhopic funders for projects to attract

Development finance vs. Commercial finance = Mobilisation

institutional investment m—b
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CONCLUDING REMARKS

The positive momentum building around the
blended finance market allows countries like
Nepal to reap the benefits in the coming years.
However, significant reform is required in the
domestic institutional environment to attract
investors. While interest for international
products is growing from the supply side
(investor), the demand side (host governments)
will become increasingly competitive for capital.

Dolma’s research finds that countries successful
in tapping this market were willing to make

bold moves within their own domestic political
economies. One example is Colombia’s
Infrastructure Bank (FDN), which catalysed the
domestic infrastructure market after selling
equity stakes to IFC and the Development

Bank of Latin America. Another example is
India, which enforced positive institutional and
policy settings, and Mexico, which has seen a
dramatic scaling up of its wind industry after the
government passed a law that required 35% of
the country’s energy to come from renewables
by 2040.11

Nepal could follow this path by creating its own
government-backed instruments and enacting
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regulatory reform. Dolma finds that at least two
blended finance instruments are required today
for institutional investors to begin considering
Nepal as an investment option: political risk
insurance and a currency hedge. Should the
government issue a sovereign bond, thereby
generating a sovereign rating from international
rating agencies, developers crowding in
international investment would have one fewer
cost to fret over. The same applies should
Nepal Rastra Bank create a Nepalese rupee
hedging fund backed by its foreign reserves and
potentially donors to ease investor concerns
over the future of the pegged currency.

As blended finance models begin to scale
alongside other mechanisms, such as green
bonds and One Belt One Road (OBOR)
initiatives, capital may not be the constraining
factor. Countries which have put the right
institutions and vehicles in place have been
successful in attracting financing because they
have the right enabling environment to support
the development of a pipeline of investible
projects. Large capital flows will systematically
go towards those developing countries
generating high quality assets, but institutional
policy settings need to be welcoming.
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1.8 APPENDICES

APPENDIX A

FIGURE 5: CLIMATE FINANCE LANDSCAPE 20172
SOURCES AND INTERMEDIARIES INSTRUMENTS RECIPIENTS USES
Which fype of erganinations ane sources or What mix of fimancial Dows climate firance go through What fypes of
intenmedianes of capitol for clmate fance? ingtruménts are uséd? public & privale channek? Setivilies are franced?
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