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B. Project Description
1 BACKGROUND AND CONTEXT

1.1 Energy as an Input to Sustainable Development

5. In regions where all but the wealthiest lack access to electricity and where the large majority of the population depends on dwindling supplies of traditional fuels for their vital energy needs, the provision of clean energy services will be a key challenge for future development.

6. In Sub-Saharan Africa, only 1 in 10 have access to electricity and an estimated 40% live in areas where extraction of biomass has exceeded the sustainable yield. In most of Asia the statistics are somewhat better, however the surging economic growth in some areas has still left many others behind.

7. Rural women and children are the population groups most affected by “energy poverty”, having to spend more and more time collecting firewood and other forms of biomass and being the part of the population most exposed to indoor pollution when these are burnt for cooking and heating purposes. In rural Sub-Saharan Africa, many women carry 20 kilograms of fuel wood an average of five kilometres every day. Furthermore, the World Health Organization estimates that annually 2.5 million women and young children in developing countries die prematurely from breathing the fumes from indoor biomass combustion
. 

8. Besides its devastating effect on the development prospects of the rural poor, the lack of clean energy services is the cause of a multitude of other environmental problems including deforestation and the emission of greenhouse gases (GHGs). 

9. Today, the contribution of GHG emissions in most developing countries is modest, but would grow significantly if new investments in fossil fuel energy infrastructure proceeded. Because so little energy infrastructure is in place, nations now have an excellent opportunity to supplant conventional fossil fuel energy systems with technologies that are clean, sustainable, and decentralized. These new investments in sustainable energy technologies can couple further economic development to both environmental improvement at the local and regional scale and the global desire to reduce GHG emissions. 

10. In Sub-Saharan Africa the potential also exists to both modernise and scale-up the energy sector through new renewable energy and energy efficiency additions, although in most countries this is not happening. In Cameroon, for instance, despite being one of the sub-region’s most diversified economies
, the energy supply remains very traditional, with wood fuels and charcoal still the main cooking fuels. Electricity production is inadequate because of outdated equipment and is aggravated by poor rainfall. Distribution is also inefficient, with 32% losses. Electricity is mainly hydro-produced but thermal production has recently risen sharply – by 27% in 2002 and 32% in 2003 – in response to demand growth and hydro shortages. 

11. In the Asian region, energy demand is undergoing rapid expansion
 and the current dependency on high priced imported fossil fuels creates an attractive market for sustainable energy investments. The Asia region has abundant renewable energy resources including biomass and wind, and provides a potentially lucrative investment market for renewable and energy efficiency investments.

12. The potential therefore exists in many countries to significantly increase sustainable energy production and use. But to do this will require shifting flows of investment towards these new energy technologies and systems.

1.2 New Opportunities for Sustainable Energy Enterprise 

13. Creating new investments is a difficult financial and political challenge for governments who must often place the needs of concentrated urban populations ahead of citizens in dispersed rural areas. One of the best means to overcome this barrier - and expand the access to sustainable energy services - is to involve new actors in the private sector.

14. It is increasingly acknowledged that in developing countries the centrally planned utility model is limited in its ability to deliver modern energy services that fully meet the needs of un/under-served populations. Although energy sector reform processes have come some way in helping state utilities improve their operations, they are often too supply side oriented and too focused on urban demand
. Liberalisation has in theory opened up new markets to the private sector, but besides privatization of many former state owned utilities, few investments in new capacity have been made. 

15. In particular rural areas have mostly been ignored by private investors and drawn very little or no benefit from the market opening. In these areas the lack of improvement in electricity access has been compounded by a reliance on traditional wood fuels and kerosene for cooking and lighting, with their associated negative economic, health and environmental impacts. Significant development efforts have gone into improving the traditional energy supply system, with much work being focused on improved technologies (e.g., cookstoves) and non-commercial delivery channels (e.g., community based organisations).  However little work to date has focused on the role and potential of the Small and Medium sized Enterprise (SME) to deliver modern sustainable energy products and services (see Figure 1: Energy Services Framework). 

16. Sustainable energy SMEs will never displace the need for centralised utilities that are generally well adapted to supply urban agglomerations and industrial areas, but there are many areas where independent sustainable energy enterprises can better and more efficiently package small scale energy technologies and services for rural and peri-urban populations. Ranging from efficient cook stoves and compact fluorescents, to bioenergy systems, industrial waste-to-energy projects and small-hydro IPPs/mini-grids, local sustainable energy enterprise can provide well adapted solutions that ideally complement the commercial and technological strengths and limitations of large utilities.

1.3 Energy Enterprise Development
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From the commercial perspective, the supply of energy services via renewable energy or efficient energy technologies is often considered “new” and dismissed as  “too small and too risky” by conventional financial institutions. Therefore few private sector clean energy enterprises are financed by traditional banks and investors. The lack of early stage investment, as well as guidance on how to obtain and use what support is available, leads to the ‘capital starvation’ of promising energy start-ups. 

18. If SMEs and local enterprise more generally have a value added role to play in a country’s energy regime, then governments and the development community as a whole must assess whether existing commercial and legislative frameworks are appropriate for sponsoring their growth. If not, then alternative short-term interventions might be needed to help grow the pipeline of local clean energy enterprises to the point that the sector is mature and financially sustainable.

19. One solution is to offer entrepreneurs a combination of business development ‘hand-holding’ and start-up seed financing.  Such an enterprise development model was pioneered by the Rockefeller Foundation in the early 1990s. Spun off in 1994 this “public purpose”  investment company, E+Co
, has made over 110 energy enterprise investments in more than thirty developing countries in Latin America, Africa and Asia. Between January 1998 and May 2004 this experience includes 87 investments across the full range of modern energy technologies. 

20. Most of the energy entrepreneurs need a great deal of assistance to meet the demands and needs of customers; to understand market and marketing; to gather information and prepare feasibility analyses, proposals and business plans; to develop contracts and collection mechanisms; to identify financial and non-financial resources and to negotiate with credit providers and investors.  E+Co’s enterprise development services provide the information, tools, consulting and direct assistance to entrepreneurs so that they can wisely use seed capital to start building a sustainable business enterprise that can supply affordable, reliable and appropriate energy services to customers. It is the close coupling of enterprise development services and seed capital provision that clearly differentiates E+Co’s “energy through enterprise” approach.

21. Wherever possible, investments are structured to allow for an eventual exit from the investment based on cash flow. The seed capital is provided generally as debt, structured with reasonable terms and conditions, including the interest rate, currency of repayment, length of loan, grace period and security. The investment objectives are, successively, for the enterprises to perform as planned; to repay their obligations; and to be positioned to grow.  The initial emphasis is on performance not return; return can be realized through later rounds of investing.

22. Since 2000, UNEP has been working to scale up this approach through a Rural
  Energy Enterprise Development (REED) partnership involving E+Co, the United Nations Foundation, the Blue Moon Foundation and a diverse group of local enterprise development partners
.

23. The African programme, AREED (www.areed.org), is the most advanced to date with debt and equity investments in 25 sustainable energy enterprises in the countries of Senegal, Mali, Ghana, Tanzania and Zambia.  These investments, ranging in scale from $8,000 to $175,000, have seeded businesses in the areas of solar crop drying, sawmill waste charcoal production, efficient cook stove manufacture, wind water pumping, solar water heating, LPG distribution and energy efficiency (see Annex H1 for a table of these investments). After four years, the AREED programme is demonstrating that 1) the approach can be applied even in the Least Developed Countries, and 2) that much of the enterprise development work can be carried out by local actors. In AREED the local enterprise development partners
 are today taking the lead in identifying and preparing entrepreneurs for investment.

24. In Brazil, B-REED (www.b-reed.org) has invested in eight enterprises in the Northeast states in the areas of solar water pumping, crop drying, energy crops for co-firing brick manufacture, industrial charcoal production for steel plants, waste to energy co-generation, and solar thermal. 

25. In China, a more recent CREED (www.c-reed.org) programme has been initiated to provide enterprise development services and seed capital to newer, less mature enterprises as well as to more mature enterprises and clean energy projects in West China. Initial seed capital opportunities have been identified in the area of efficient cookstoves, biogas digesters and mini-hydro.
26. The impact of these enterprise development focused activities can increase if they are linked with parallel efforts to help governments improve enabling conditions for sustainable energy enterprises. While in each country there are existing government programmes underway related to or influencing rural energy provision, often sustainable energy technology options and the role of the private sector are under-utilised. The introduction of enterprise development programmes in a country provides an opportunity to help ministries and utilities develop rural energy plans, concession or procurement policies that rely more extensively on commercially structured SME energy service provision. The various UNEP sponsored programmes look to provide decision makers with models of public-private partnership, and when needed can assist them in implementing the applicable approach for their country and can provide early stage capital to help the first innovators deliver these government sanctioned services.

27. The experience of E+Co and UNEP’s REED programmes has shown that several distinct stages of financing are needed for a modern energy enterprise to take a business concept forward to commercial implementation.  

· Seed Capital (of $150,000 or less): for companies or projects that have no significant track record and are therefore perceived by conventional financiers as being prone to excessive risk and transaction cost. Seed Capital is used to prepare a larger implementation project or to prove the concept of an energy services company in a new market. The approach used to date has shown that through a combination of seed capital and support services many otherwise non-viable investments can mature to sound businesses and produce sustained financial and non-financial (energy access, energy savings, environmental improvement, etc) returns. Seed capital has to date been mostly provided by the foundation and donor community. 

· Second Stage Growth Capital in larger amounts (5 to 15 times the seed investment): for the “implementation” stage of investment for enterprises with more experience and more fully developed business strategies in new markets.  Some enterprises can skip this stage  and directly access commercial capital while others still require longer term (“patient”) capital injections and usually continued support services to prepare for growth and prosper. Returns at this second stage of investments can improve to the point where the initial seed investment and the cost of services become profitable.

· Later Stage(s) – Commercial Capital: for proven businesses ready to expand or replicate business strategies and tactics, typically provided by commercial financiers or industry actors.

28. Underlying the “energy through enterprise” and REED approach has been a shift from older grant based technology demonstration programmes to the seed capital investing business. The growing list of practitioners and supporters of this work
 firmly believe that assisting entrepreneurs to take risks, to innovate the way they deliver goods and services, and to experiment and refine their business models, is an effective way to gain public trust and broadly grow new sustainable energy markets.  

29. However, although the above approach is promising, it is unlikely to grow to the necessary scale if linkages between the different stages of investment are not strengthened and commercial investment capital cannot be encouraged to more significantly participate at earlier stages of a sustainable energy enterprise’s development. New approaches are needed that better link the seed capital approach to growth and commercial capital energy investment activity.

2 PROJECT RATIONALE

2.1 Objective and Rationale 

30. The near term objectives of the project are to, first, increase in developing countries the flow of seed capital to sustainable energy enterprises and, second, to convince the energy finance community that early stage seed capital investing is a viable and cost effective strategy for building long term commercial energy investment portfolios.

31. This project proposes the creation of a Seed Capital Access Facility (SCAF) dedicated solely to helping sustainable energy enterprises access enterprise development services and seed capital from conventional energy investors. By sharing transaction costs and buying-up investment returns, the facility can help close the gap between what local sustainable energy entrepreneurs are able to offer in terms of returns on investment, and the requirements of the investment community. By bridging this gap, the facility will help provide local enterprises with the sort of early stage risk capital they need to plan and initiate new sustainable energy projects, products and service offerings.

32. The underlying rationale of the proposed facility is that the seed capital approach offers a market solution for capital formation in the sustainable energy sector because it (1) helps indigenous clean energy entrepreneurs initiate businesses that can achieve viable financial returns; (2) demonstrates to investors and lenders waiting on the sidelines that these businesses are viable investment opportunities; and, (3) convinces these investors that the key is not to wait for others to make seed capital investments and to feed off the trickle of opportunities that result but rather to “seed” their own pipeline of opportunities.

33. Using a facility structure will make for a more effective engagement process with the commercial finance sector, offering clearly defined, timed and contractual operating modalities. This structure responds to some of the challenges identified in the GEF Private Sector Review (2003).

34. It is proposed that the facility operates globally in all GEF eligible countries, in order to minimise the risk of failure in any one country, and to assure the dissemination and replication process. This structure would respond to the global nature of the relatively small energy finance community. 

Relevant GEF Operational Programme
35. The proposed project is consistent with GEF Climate Change Operational Programme OP 6 “Promoting the adoption of renewable energy by removing barriers and reducing implementation costs.” It will also contribute to OP 5 “Removal of barriers to energy conservation and energy efficiency.”

36. The project is consistent with the development objectives of requesting countries to increase investment in the renewable energy sector, and to shift the overall energy mix to more indigenous sources of supply.

Relevant GEF Strategic Priority

37. Given the local capital market formation focus of the project, it can be classified mainly under strategic priority Increasing access of clean energy projects to local sources of financing (SP2). By helping new clean energy projects overcome the increased risk perceptions, the higher transaction costs and a general lack of awareness amongst investors, the project can bridge the main gaps between what entrepreneurs are able to provide, in terms of risk adjusted returns on investment, and what energy financiers are willing and able to assume in terms of increased engagement in the sector.

2.2 BARRIERS

General Barriers to Investment in the Sustainable Energy Sector

38. Renewable energy and energy efficiency implementation represent a major step-change innovation as compared with existing energy-supply and energy-use options. In terms of scale, capacity, energy resource characteristics, points of sale for output, status of technology, size and number of transactions and a number of other factors, RE and EE technologies are markedly different from conventional energy systems. The differences are not lost on financiers, as financing, for example, a waste-to-energy project is different from financing conventional fossil-fuelled power plants and requires new thinking, new risk-management approaches, and new capital formation strategies. 

39. Since financiers are typically averse to things that are new, the differences between RE/EE and conventional energy systems and the risk perceptions they imply may be the most significant barrier to investment, even for cleaner technologies that are cost-competitive with conventional energy-supply options. Considering investing in the sustainable energy sector for the first time is an investment in itself. To become more effective at placing capital in these markets, financiers must travel up a learning or experience curve. Market failures impede this learning process and create barriers to entry into the sector. 

Specific Barriers to Scaling up the Seed Capital Sub-Sector
40. While there is increasing interest in the early-stage seed capital sub-sector, almost all of the support to date has come from foundations and donors, sources that are able to underwrite the broader developmental objectives – the non-financial returns - of seed capital investing. Although these sources have been critical to the early development of the seed finance model, attracting commercial capital and growth capital to seed stage investing is seen as a crucial step to realize the full potential of this area of investment. 

41. The challenges in the immediate future are to go beyond individual transactions and small portfolios. Significantly expanding the approach will require: 

i. Increasing the experience base with sustainable energy enterprises and the human capacity to provide support services and investment capital to these firms;

ii. Increasing the scale and scope of opportunities available to commercial investors; and

iii. Increasing the volume of more commercially oriented capital available to this sector. 

42. Other initiatives are currently underway, or in development (eg. REEF 2), to address the first challenge above. This project specifically looks to address the second and third challenges. The two largest hurdles to engaging commercial or near commercial investors in seed capital stage investing are the higher transaction and management costs of smaller and less developed transactions and the lower perceived risk-adjusted returns of these investments.  

Seed Capital Barrier 1 – Higher Transaction Costs

43. Mainstream investors expect to pay an annual fee of not more than 2.5% to asset management firms to place and manage capital on their behalf, usually through closed end investment funds.  On a $100,000 seed capital financing of an early stage renewable energy enterprise, a commercial fee of $2,500 annually is substantially below the real cost of sourcing, transacting and providing enterprise development services to the investment.  Looked at as individual investments, the barrier of transaction costs seems insurmountable as it can actually cost between $25,000 and $50,000 to prepare and execute a $100,000 transaction, and even the post-investment enterprise support costs can outweigh a 2.5% asset management fee.

44. There are some cost savings when approached on a portfolio basis.  However linking seed capital investments with follow-on financing is the only realistic way to fully address this barrier in the long term. Linking the two means seeing the seed capital investment process as a deal origination strategy for growth and commercial capital investments. By investing seed capital in a portfolio of small investments, one can create the pipeline for subsequent growth capital or commercial capital investing. The $25,000 to $50,000 seed transaction cost is not that unreasonable if it reduces the costs of sourcing and transacting second stage capital investments (which might be in the $500,000 to $5 million scale).

45. However, until investors can see that such integrated investment strategies will work they will generally sit on the side-lines and wait for the pipeline of early stage enterprises to mature on their own – a slow and inefficient process from the global development perspective.

Seed Capital Barrier 2 – Lower Returns

46. Similarly, if seed capital investments are looked at in isolation, the risk adjusted returns demanded by investors cannot be met by early stage sustainable energy SMEs.  Experience demonstrates that at the transaction level (before losses and costs) dollar denominated returns of 5 to7% are realistic and returns of 10-30% (as demanded by investors) are not achievable.  Again, if the focus is just on the individual seed transaction the return requirement barrier seems insurmountable. However the work to date has shown that seed capital investing can achieve predictable base returns on a portfolio basis and that, when done as part of a multi-stage portfolio strategy, the higher returns might be achievable. A 5% return on a seed portfolio might be acceptable to commercial investors if one in four investments in the seed portfolio later matures into a >15% return on a larger growth capital investment. Adopting such a portfolio strategy can, in fact, achieve the base returns investors desire and lower overall portfolio risk. 

2.3 Baseline Case – Investor Community Waits for Project Pipelines to Develop Without their Intervention

47. Seed finance provides the sort of ‘innovation’
 capital that entrepreneurs need to develop and test new business concepts and services. Experience to date has demonstrated that the combination of enterprise development services and seed capital can be an effective means of helping grow a portfolio of small scale energy enterprises, some of which can mature into larger commercial investments as the more successful seeded entrepreneurs take their businesses to scale. 

48. However to date the energy investor community has not seen seed finance, and enterprise development more broadly, as an area they should be undertaking themselves. They applaud the efforts of E+Co and the REED programmes but, with the exception of some high net worth social investors, generally do so from the side-lines. Their only engagement with the seed finance sub-sector is as follow-on investor in the enterprises that mature into commercial investment opportunities.

49. Many donors and foundations have bought into the seed finance model, seeing it as a more effective model for fostering sustainable energy sector growth than grant based approaches. This additional support has allowed for a limited scale-up of the approach. However remaining dependent on the foundation and donor community has meant that growth has been slow, and the total impact will always remain small when viewed from the broad energy development perspective.

50. The baseline situation is that a limited amount of early stage seed capital is and will continue to be made available in specific regions, financed by foundations and the donor community. However the sub-sector will remain small and under-capitalised, and the large gap to next stage growth capital will continue to hamper enterprise scale-up, with only limited interest from these more commercial investors. Seed capital will remain a niche finance activity and will not become integrated into a larger multi-stage energy investment strategy.

51. What is needed is to demonstrate to commercial investors that seed capital investing can be a cost effective part of an overall portfolio strategy. If this can be done, then the “lack of commercial investment pipeline” barrier should be solved - investors would see an avenue to develop their own investment pipelines, rather than waiting for others to do it for them. The entire sustainable energy sector would benefit, as would the un/under-served populations awaiting improved access to modern energy services.

2.4 Alternate Case – Investors take over the seed finance business from the donor community

52. It is proposed to create a Seed Capital Access Facility (SCAF) to help bridge the gap between what early stage enterprises can provide, in terms of risk adjusted returns on investment, and what conventional energy investors are willing and able to accept. The SCAF will do this by addressing the two largest hurdles - higher transaction and management costs and lower return expectations - which prevent locally grounded energy enterprises from accessing early stage, seed capital from conventional energy financiers. The SCAF would be structured to deal contractually with national and sub-regional energy investment funds, with seed capital support agreements negotiated with fund investors during a fund’s initial capitalisation phase, and dispersed only once these investment funds are operational, as per agreed terms and conditions.

53. SCAF would mostly focus on initiatives that integrated seed investment windows into larger more commercially oriented clean energy funds. However it would also consider 1) proposals for creating standalone seed fund instruments, if the proponents also have more commercial capital under management and the case could be made that SCAF support would bridge the two into a multi stage investment strategy; and 2) proposals for creating clean energy seed windows within more commercially oriented energy funds
.

54. GEF funds would be used in two ways, as explained briefly below, then in more detail in the Activities Section, in Annex G1: Pro Forma Energy Fund Model and in the accompanying text box examples for a number funds under development.
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The first function of the SCAF would be to cost share with investors on a portfolio basis the higher than “normal” costs to prepare and invest in less mature and smaller scale seed finance investments.  On a pro forma basis, the transaction and subsequent management costs of investing in a portfolio of small investments can be estimated at about three times that of the cost of investing in one larger investment of equivalent financial scale. It is proposed for the SCAF to therefore offer to share all or part of these incremental costs. 

56. The second function of the SCAF would be to help entrepreneurs “buy-up” the returns they offer to growth and commercial capital investors. In effect, to compensate for taking on lower return portfolios, the SCAF would provide a set of time-limited payments intended to equalize the perceived IRR difference. By doing this the SCAF would attract investment capital into the seed finance area, essentially bringing the commercial investment community up the finance continuum to earlier stage investment activity. The actual size of the payments would be negotiated as the funds are being capitalised based on the local context for investing in SMEs, and other factors.

57. In return for these two types of support, growth and commercial capital investors would commit to providing enterprise development support to entrepreneurs, and including a minimum share of smaller, earlier stage seed capital transactions within their more commercial investment funds/portfolios. Over time these investors are expected to increasingly take on this multi-stage investment strategy themselves, without the need for further GEF support. Once this happens, investors will no longer see the ‘lack of commercial investment pipeline’ as a reason for not entering the sustainable energy sector.

2.5 Benefits

58. The combination of enterprise development support services and early stage seed capital has been seen to be effective at stimulating sustainable energy enterprises in many developing countries.  With an experience base in more than 30 countries, it has been shown that enterprise development services plus seed capital can deliver broad-based returns on investment, including direct returns (financial), indirect returns (energy access, job creation, environmental improvement) and induced returns (health benefits, industrial development through replication of successful business models).

Financial Benefits
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E+Co’s experience of investing at the seed capital stage has shown to produce weighted average returns of between 5.1% (equity) and 7.4% (debt) on an internal rate of return basis.  This calculation is based on an analysis and projection of  87 seed capital investments made between January 1998 and May 2004, taking into account the following: (1) average investment of $101,000 for a portfolio of $11.5 million; (2) write-off of almost 12%
  for slightly more than $1 million; (3)  projections do not include the cost of enterprise development support services (i.e., the elevated transaction costs), a large portion of which has been recovered through contract revenues, fees and grants rather than through the investments. This $11.5 million in seed capital investment has resulted in more than $107 million of capital investment by others
. 

60. From the development finance perspective, one important conclusion that can be drawn from this experience has been that even when expenses are taken into account the return on the seed capital stage is seen to be positive, thus effectively setting a financially self supporting stage for later, larger and more profitable investments in a portion of the portfolio thus “seeded”.
  

61. At the seed fund level this proposal expects to spend between $288,000 and $350,000 of GEF funding to liberate $1 million of seed capital
 and $300,000 to $1.1 million of entrepreneur capital. This translates to direct transaction co-finance of between 2.7 and 6.3 times and later portfolio leverage of between 6.4 and 24.5 times (see Best and Worst Cases in Annex G1: Pro Forma Energy Fund Model (continued) and Annex G2: SCAF Leverage Calculations)

62. It is proposed that the Seed Capital Access Facility be funded at the $5 to $6 million level, which in turn would fund the creation of a number (between four and six) of seed capital funds or windows within other funds. If $6 million is put to work by the proposed facility, it would translate to between $17 and $38 million of immediate seed capital transactions, and from $38 million to $147 million of total project investment.

Non-Financial Benefits

63. Aside from generating these tangible financial returns, seed investments can also generate less concrete but significant non-financial impacts. During the PDF-B preparatory phase a study was carried out to establish the nature, magnitude and distribution of such benefits that might be attributed to the successful operation of one or more energy enterprises in a given energy-economy.  The ongoing work utilizes a set of test indicators developed through collaborative research involving REED country partners and researchers from the International Institute of Industrial and Environmental Economics (IIIEE) at Lund University, and the Said Business School at Oxford University. 
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The main non-financial impacts measured in the study included: GHG reduction, avoided deforestation (or reforestation), waste utilisation, avoided environmental impacts of traditional charcoal production, avoided health/environmental impacts of traditional fuel use, job creation, labour/time savings, increased personal/household income, electricity savings, cost savings, fossil fuel substitution, empowerment of women, electricity supply, and health benefits of reliable water supply and infrastructure improvement.  A summary of the conclusions of this study is included in Annex J: Assessing the Benefits of REED/E+Co Investments. Also included in this annex is a typical enterprise study result for BETL, a waste-to-energy company operating in Tanzania.

65. E+Co also monitors the social and environmental impacts of their investment portfolio, some results of which are listed in Text Box 4
.

GHG Reductions
66. Assuming an average installed cost of $1200/kW and GHG reductions of 2,500 tonnes CO2e per MW per year, it can be inferred that the $60 to $155 million of total capacity investment leveraged via SCAF would equate to CO2e offset from projects/enterprises generating between 220 and 570 GWh of renewable energy per year. This would mitigate between 1.25 and 3.25 million tonnes of CO2e over a ten-year period, at a cost to GEF of $2 to $5 per tonne. Annex G1: Pro Forma Energy Fund Model and Annex G2: SCAF Leverage Calculations provides the assumptions and calculations used to arrive at these figures.

67. The new capacity investments are funded by two sources: The first source of funds consists of the 10 to 25 percent of seed investments that successfully graduate to the second (investment) and succeed in leveraging an additional $3.7 and $18.2 for every dollar provided by SCAF. Assuming an average investment size of $1.5 million, a total of $22 to $109 million will be raised for capacity investment during this stage. 

The second source of investment in clean generating capacity will result from: 

a. small-scale projects that do not succeed in raising additional capital, but remain financially sustainable on a small basis without growing any further. 

b. projects that do not graduate to the second investment stage within the SCAF supported Sustainable Energy Fund, however manage to raise second stage capital from other sources. For these projects, a lower overall rate of leverage of 5 to 1 is assumed. 
Both the small scale projects and the projects obtaining capital from alternative sources are assumed to add up to an additional $38 to $45 million, resulting to a grand total capacity investment in between $60 million (worst case) and $155 million (best case). 
The estimates concerning average installed cost, specific GHG reductions, load factors and baselines are all based on E+Co's existing, slightly hydro-dominated project portfolio
.

3 PROJECT ACTIVITIES AND EXPECTED RESULTS  
68. The project activities can be broadly divided into four categories, with each activity composed of specific outputs as described below. Collectively, project activities will aim at facilitating the investment in local sustainable energy enterprises by operating a Seed Capital Access Facility (SCAF), designed to stimulate the creation of specialised funds, targeted to sustainable energy niches where investment capital interest exists. 

3.1 Activity 1: Establish the Facility and Operating Modalities

69. The Facility will be managed by UNEP DTIE, through its Renewable Energy and Finance Unit (see www.uneptie.org/energy/finance). The intent is to incorporate Facility Management and Administration into existing activities and thus reduce the time and cost devoted exclusively to the Facility. Information on the management and governance structure of SCAF is presented in Section 4.

70. The project team will define detailed operating modalities and procedures for the Facility. The procedures will be designed to be coherent, efficient and reliable, providing the project team with the information it needs to take sound management decisions, but in a manner that also doesn’t overburden SCAF client entities.

71. Once operational, the SCAF will operate in two phases during the project period. Initially it will receive requests for support on an on-going basis, entering any promising proposal into the engagement process (see below) at any time. It is expected that this initial engagement phase will last 2 to 3 years, depending on how quickly the available funds are committed to approved seed finance entities. Once all funds are committed the SCAF will shift to the administration and monitoring phase, which is expected to last a further 3 to 4 years, the period of typical SCAF commitments.

72. The operating modalities will include guidelines on seed finance provision and entrepreneur support services that will be required of any fund entity receiving SCAF support. The modalities will also include the contractual procedures used to obligate SCAF funds. Any fund proposing to operate in a country that has not previously received GEF focal point approval will require an endorsement prior to SCAF engagement.

73. The engagement process for a fund to work with SCAF will consist of six steps: 

I) Proposal – the fund representatives (fund management company and/or investors) begin the process by preparing a proposal for SCAF consideration. This proposal will detail the investment fund entity under development, or already in implementation, and the specific plan for creating a seed capital window within it
. Proposal guidelines will be prepared for this process.

II) Letter of Intent – upon positive review of the documentation for a proposed energy fund, SCAF will issue a letter of intent to the fund managers and their sponsors. This letter will detail the intent of SCAF to provide support for a seed finance window in a proposed (or existing) country or region focused energy investment fund, based on a defined set of terms and conditions. This letter will be used by fund proponents to help raise seed capital for the fund, providing assurances to the investors that GEF support will help cover part of the incremental costs and foregone returns of investing in small scale local enterprises.

III) Agreement on terms and conditions – SCAF will operate with defined minimum criteria for the support provided (in terms of co-finance requirements, deal size, technology type, etc) but will maintain some flexibility to tailor a specific support contract to local conditions.

IV) Due Diligence – a detailed review of the fund management entity will be carried out by an external auditor as a condition precedent for SCAF contractual engagement. This procedure will verify that the fund entity has the appropriate capacity, management systems and legal authorities to carry out the proposed investment activity. Although the Letter of Intent can be provided in advance of a fund’s creation, the due diligence process will only be completed once the fund is registered as a legal entity and all fund documentation has been prepared.

V) Approval – once the due diligence process has confirmed a valid seed fund concept and a qualified fund entity, the proposal package will be put forward for approval.

VI) Contracting – the contractual arrangements will define the terms and conditions whereby SCAF support can be used, and will include the reporting, auditing and M&E functions. 

VII) Operating – once a SCAF contract is in place, the fund can begin to carry out seed investment activities. This operating process is described in Activity 3.3. A detailed monitoring plan for the Facility with data set will be developed by a to be hired Monitoring and Evaluation contractor. 

74. Expected Outputs 

· Output 1.1 Governance structures for the management of the Facility and the project in place.

· Output 1.2 Detailed operational parameters of the Facility defined, including the procedures and documentation related to the steps of: Proposal, Letter of Intent, Due Diligence, Approval, Agreement on Terms and Conditions, Contracting and Operating.

3.2 Activity 2: Support for the development of "Seed Capital windows" in new sustainable energy funds (TA)

75. A preliminary component of SCAF will be to support the development of new clean energy funds. Project preparatory work and stakeholder consultations conducted during the PDF-B phase have identified a pipeline of prospective funds where the proposed SCAF could stimulate the creation of specialized seed windows targeted to early stage sustainable energy enterprises. These include funds focused on: a range of renewable energy and agro-industrial waste to energy projects in Southeast Asia, energy efficiency, fuel substitution, hydroelectric and biomass power generation in West and Central Africa, decentralized biomass energy facilities in Brazil, and clean energy infrastructure in Nepal. These funds are presented in Annex E and the three most advanced of these are also presented as concept notes in Annex F and in text boxes 1 to 3.

76. It is expected that a number of these initial fund concepts will fulfill the SCAF criteria and also mobilise the required investment capital to go forward. However, these funds represent only the initial batch of funds to consider. Others will also enter the pipeline once the SCAF becomes operational.

77. To this end, the SCAF will provide support and technical assistance to specialist fund management companies and other local entities to scope out, develop and capitalise new sustainable energy funds with a seed finance component. 

78. This support could come in variety of forms including:

· feasibility studies

· preparation and issuance of fund solicitation documentation

· ‘walking around’ monies for fund capitalisation

· set-up of financial planning/ -analysis procedures

· set-up of financial control and risk management procedures

· training of fund/sub fund managers

· assistance with the development of investment pipelines 

79. Support will generally be provided as a sharing of the incrementally higher costs associated with clean energy fund development, with the fund proponents expected to cover the majority of the overall cost. Funds will not be available to cover fixed or payroll costs of the fund manager or proponents.

80. During project preparations a set of SCAF qualification criteria will be developed that defines:

· The types of businesses that the SCAF supported seed financing could be provided to (i.e., which RE and EE technologies);

· The phase of sector development during which SCAF supported seed financing could be provided (i.e., support will only be eligible for sectors that are still in early stages of development in a country. Business-as-usual investments will not qualify);

· The number of SCAF supported transactions that a fund manager could carry out in a specific technology area (i.e., the first investments are seen as learning transactions, that can only be repeated a limited number of times with SCAF support before they should be ready to be financed without SCAF support); and

· Whether a SCAF supported fund could operate in a country if other GEF supported activities are already taking place that offer similar enterprise development support or financing.

81. Besides the qualification criteria, a process for coordinating SCAF supported activities with the other GEF implementing agencies will also be established to ensure a smooth coordination of activities and to prevent projects ‘double-dipping’ from multiple GEF sources. Due to the potential for overlap/double-dipping, it is possible that some energy funds will only qualify for the SCAF return enhancement support, and not the transaction costs sharing.

82. Expected Outputs 

· Output 2 New sustainable energy funds and seed finance windows created and through them enterprise development support and seed capital provided to sustainable energy SMEs;  Capital mobilized from new investors.

3.3 Activity 3: SCAF Facility Operations 

3.3.1 SCAF Supported Seed Capital Investment Activity

Transaction Costs Sharing
83. The first support line will be for sharing incremental transaction costs.  In the pro forma case (see Annex G), a $20 million growth or commercial capital fund would be asked to set aside 5% to 10% of total capital for earlier stage, seed investing in return for which the SCAF would double or triple the commercial fund management fee to cover the increased cost of sourcing and transacting the seed scale investments. In the pro forma case, a portfolio of ten $150,000 seed investments cost $447,000 to prepare (in present value) whereas one transaction of $1.5 million only costs $144,000 to prepare.  

84. It is proposed for the SCAF to therefore offer a cost sharing formula to growth and commercial capital investors for them to include a minimum percent of smaller, earlier stage seed capital transactions within their portfolio. As part of this arrangement the fund manager would commit to identifying and developing a pipeline of early stage clean energy projects, and providing enterprise development services to qualified local entrepreneurs. Each fund manager would offer a different set of services, based on the local context, however the common elements of these services would involve:

· identification and training of new ‘pre-commercial’ clean energy entrepreneurs;

· provision of enterprise support services including tools and assistance for concept development, fact-finding and business planning
;

· assistance with feasibility analysis and financial models; and 

· support with project implementation, product/service development, company scale-up.
85. The Transaction Cost Sharing support would come in the form of annual fees based initially on the amount of seed capital under management, and subsequently on the value of the seed capital portfolio. The transaction cost sharing would be time limited to between three and five years, the period during which a seed capital investor provides the most enterprise support to the portfolio and the time it takes to graduate seeded enterprises to growth capital investments, if/when this occurs. The seed fund manager will be obliged to meet an investment schedule failing which the annual transaction cost sharing fees would decrease. This is to prevent the moral hazard of funds being allocating to seed capital windows, but not being drawn down. 

86. Transaction costs are typically charged to the borrower either up-front or when a loan is approved, therefore the benefits actually go to the local entrepreneur, in two ways. First the GEF support will share some of the costs that the entrepreneur normally has to bear when raising financing and, second, the support will provide the entrepreneur access to a new form of capital. Offering this incentive is not an innovation per se but a calculated cost sharing arrangement, a form of public/private partnership.

Returns Enhancement

87. Besides sharing some of the transaction costs of preparing early stage energy investments, the SCAF would also provide a form of credit enhancement
 to buy-up the investment returns offered by these early stage seed financed enterprises. Credit enhancements are today proving effective at shifting established cash-based renewable energy markets to credit based delivery models
, however they have not to date been applied to the earlier stage seed capital SME sub-sector.

88. The return enhancement support would be designed to offset the hurdle of higher perceived risks and lower expected returns when dealing with early stage sustainable energy enterprises.  This involves the reality that seed capital investments take a period of two to four years to mature into growth capital opportunities, if and when this occurs
. The mechanism proposed is to offer time limited support to cover the incremental returns hurdle, the gap between what a portfolio of early stage enterprises are able to provide in terms of risk adjusted returns on investment, and what growth capital investors are able to finance. 

89. It is expected that three to four yearly payments will be negotiated. Thus, if a growth capital oriented fund manager needed to achieve a 12% return on a portfolio basis
 (after losses) and the seed capital window was only expected to provide a 7% return, the SCAF windowcould bridge a significant part of the gap over a three to four year period through both transaction cost sharing and return enhancements.  

90. Even if only a small portion of the investments seeded by a fund mature into truly successful growth or commercial investments, the incremental return from these follow-on investments usually more than compensates for the seed capital stage risk absorbed.  For example, if only two of ten seeded investments mature such that $3 million can then be placed at 17%, then the combined return of the seed investments and the later stage investments can easily match the above benchmark, or even outperform it if more than 2 investments mature.  Since a follow-on investment would be less risky than either the seed investment or a first investment in a growth or commercial capital transaction (because of familiarity), it is believed that such positive experience will change the portfolio habits of growth- and commercial investors.

91. Output 3  Sustainable energy SMEs entrepreneurs trained and commercially viable SMEs created to provide cleaner energy and energy services; Seed capital investments made in such enterprises; and Services and products offered by SMEs with direct (cleaner energy supplied) and indirect economic, environmental and social benefits

3.4 Activity 4 : Management Review and Dissemination of Lessons Learned   

92. In order to ensure effective management of the SCAF Facility, periodic management reviews will be conducted, focusing on the following two activities. 
93. The first is to review SCAF facility operations, the respective seed capital windows supported, and the performance of the companies they’ve financed. This review will, amongst other things, analyse the level and performance of enterprise development services carried out by the respective fund managers. In addition to the indicators identified in the logframe, a set of financial and operational performance indicators of the SCAF Facility will be developed by a contractor in consultation with the SCAF management team.

94. The second activity will be to share lessons learned from the review and the SCAF more generally to the energy finance community via workshops and other outreach channels. This should help facilitate the replication of seed capital investing by more mainstream investors. Part of the contracted agreement between SCAF and the participating funds will be a requirement for fund managers to provide information on each investment transaction supported. This information will be used to build a database of seed finance case studies for  public dissemination and use.

95. The lessons to be learned from the project, including the investment case studies but also the broader experiences on seed finance approaches, will be disseminated through a wide range of media and workshops to a number of targets to ensure that maximum benefit can be gained from the project. The progress and results of these activities will be regularly available through hard copy and a project website, etc. A publication addressing the best practices and lessons learned will also be produced, ensuring that valuable experience gained can be applied across the sector.

96.  Carbon mitigation accounting will also form an important element of the fund M&E process. Direct investment as well as early indicators of indirect influence will be monitored.

97. Expected Outputs

· Output 4 Performance of the Facility and individual seed capital investment projects are monitored and evaluated; other impacts and benefits of the project monitored and evaluated; and best practices and lessons learned disseminated among key stakeholders.
4 PROJECT MANAGEMENT AND COORDINATION

98. The Seed Capital Access Facility will be managed by UNEP DTIE, through its Energy Branch / Renewable Energy and Finance Unit
. The intent is to incorporate Facility Management and Administration into existing activities and thus reduce the time and cost devoted exclusively to the Facility. 

99. The SCAF operating structure will include:

· SCAF Project Team - to ensure the successful and credible operation of the Facility, a core team of energy experts and fund management professionals will be established;

· SCAF Advisory Board – a small board of advisors will be established to advise on concept development, operations and improvements. The board will be composed of individuals from the target regions and stakeholder groups (i.e., govt., local investors, utilities, NGOs);

· Regular written reporting against individual work plans and schedules;

· Formal documentation and review of seed capital access transactions also following the model of the REED investment committee approach (consisting of Semi-annual summary reporting of activities and results);

· Web-based information and communications;

· Formal monitoring and evaluation procedures at the transaction, fund and facility level; and 

· Periodic internal evaluations as a part of management review (Activity 4).

100.  The role of E+Co will be two-fold. UNEP is developing the facility in concert with E+Co, since they have been the lead innovator in the energy seed finance sub-sector, and therefore are well positioned to help structure a workable facility. Their non-profit ‘public purpose investment company’ status
 means that UNEP can work with them as a supporting agency. Once the facility is up and running then E+Co will principally act as a user of the facility, through it’s ‘funds and affiliates’ growth model through which it plans to set up a number of affiliated regional investment entities, some of which are included in the initial SCAF pipeline. However the SCAF will not be dedicated to E+Co initiated funds, but rather will be open to any fund entity that meets the operating criteria. Of the three most advanced funds in the SCAF pipeline, only one involves E+Co.

5 RISKS AND SUSTAINABILITY





101. SUSTAINABLITY AND REPLICABILITY. Compared to the total seed/growth capital to be made available by the investors, the SCAF contribution will actually be quite small, less than 2% of the total outlay
, and it is clear that the investors themselves will pay much of the incrementally higher costs of the seed investing
. The investors therefore are getting involved not because of the availability of ‘easy GEF money’ but rather because they are truly interested in the seed finance approach as a means of making their total investment portfolio succeed. In the Pro Forma case (Annex G1, first worksheet) the box at the bottom of the page demonstrates how graduating only 2 seed investments to growth capital more than makes up for the true incremental costs and return losses of the entire seed portfolio. If the funds supported by SCAF prove that this graduation ‘rate’ can consistently be achieved, then it shouldn’t be that unreasonable that these investors, and others, are willing in future to cover the entire incremental cost of the seed finance approach
. The prospect of improved ‘deal-flow’ will be the main incentive that keeps the fund managers engaged in using this approach over time, even after the GEF project finishes.

102. The very nature of this proposal is to change the investment approach of investors and fund management entities: to prove the case for seed capital investing as a preferred alternative investing strategy for the modern energy sector.  Success will be self-defining and self-replicating.  If the one-time cost sharing and incentives improve the return on the fund or the efficiency of the fund management entity, this portfolio philosophy will be adopted as a preferred alternative or as a component of the investor’s strategy
.  If the incentives only produce a cash flow improvement or neutral result, then the likelihood of self-replication declines. Since the project builds on successful foundation-backed seed finance activities and, based on this experience, is expected to be attractive to the commercial finance sector, the project is designed to mainstream the concept in the investment community.  The public supporters including GEF and cofinanciers will engage the commercial finance sector through those market leaders willing to take up the challenge through the proposal process. These fund managers are expected to sustain the activity thereafter and others should adopt the approach having been exposed through the project’s information dissemination activities and public reporting.

103. It is probably unrealistic to expect that an $8.7 million project can, in itself, truly transform the energy finance business. However, if it supports the creation of seed windows within a number of high profile clean energy funds then it will help to bring a lot of visibility to this new portfolio investment strategy. If the individual funds are successful and are seen to ‘graduate’ a good number of their seeded enterprises into mature commercial investments then this visibility should translate into enhanced replication
. 

104. RISK ANALYSIS. The underlying assumptions are that in spite of the high costs and risks associated with small-scale renewable energy projects, investment capital interest exists in the renewable energy markets in targeted regions and that SMEs and independent power producers are well positioned to develop viable enterprises and projects in these markets. The risks associated with the SCAF operation will be (1) inability of fund managers/proponents to capitalize funds with a seed capital component; (2) inability of SCAF team to negotiate and document a timely incentive arrangement with these funds; (3) insufficient transactions under consideration; (4) fund managers attempting to “game” the system by seeking incentives for transactions that would be considered without incentives. 

105. RISK MANAGEMENT STRATEGY. The most important risk management strategy is the alignment of the interests of participants. A strong promotional effort and coordination with such initiatives as REEF 2, EFFI Clean Energy Fund and the Environmental Opportunities Fund will also assure a sufficient pipeline of fund activities.  The key risk management techniques are: the hands-on involvement and enterprise knowledge of the Facility team in implementation; disbursing part of the SCAF support only at the time of seed fund transactions
; the partial nature of the incentives (risk sharing by fund managers); and, the greater and shared objective of improving fund performance and finding a successful investment strategy (the payoff on success makes the cash flow benefit of incentives pale by comparison). The key risk management techniques to manage the need for flexibility, timeliness and to prevent “gaming” are: the hands-on involvement and enterprise knowledge of the Facility team in implementation; the partial nature of the incentives (risk sharing by fund managers); and, the greater and shared objective of improving fund performance and finding a successful investment strategy (the payoff on success makes the cash flow benefit of incentives pale by comparison).

6 INSTITUTIONAL ARRANGEMENTS 

106. The United Nations Environment Programme (UNEP) will be the Implementing agency (IA) with responsibility for project management, monitoring, and liaison with, and reporting to, GEF.
107. The Energy Branch / Renewable Energy and Finance Unit (REFU), Division of Technology, Industry and Economics (DTIE) will host the SCAF project team which will serve as the Project Management Unit. The SCAF project team, made up of contracted staff members and overseen by the head of REFU, will co-ordinate overall project activities including the management of the SCAF Facility, provision of technical assistance, management review of the facility and dissemination of the lessons learned.  

108. Wherever necessary, energy and finance experts will be engaged to provide technical support to the SCAF Project Team to ensure the successful and credible operation of the Facility. 

109. In addition, a small board of advisors – the SCAF Advisory Board - will be established to advise on concept development, operations and improvements. The board will be composed of individuals from the target regions and stakeholder groups (i.e., govt., local investors, utilities, NGOs, International Executing Agency). The SCAF Advisory Board will advise on the terms of the reference of Executing Agencies and modalities of the Facility. 

110. Any beneficiaries of the SCAF Facility will not be directly involved in the SCAF management team or Advisory Board. Care will be taken to ensure that fund engagement decisions properly reflect the goals of the SCAF and the environment/clean energy mandates of the GEF and UNEP.

111. Executing Agencies will provide technical assistance and financing of seed capital investment. Local stakeholders including government agencies and the private sector will be consulted and made aware of the Facility and its achievements. 

112. UNEP’s Division of Technology Industry and Economics (DTIE) promotes environmentally sound management and builds corresponding capacities in governments and industry. UNEP’s Energy Work Programme  has a core objective to bring together financiers, engage them to do jointly what they may have been reluctant to do individually, and coax them into public-private alliances in the sustainable energy finance area. 

113. UNEP operates two initiatives specifically focused on finance sector engagement in the environment and clean energy. The UNEP Finance Initiative (UNEP FI - www.unepfi.org) is a global partnership between UNEP and more than 200 financial institutions to develop and promote the links between the environment and financial performance. The UNEP FI partnership includes commercial banks, investment banks, insurance and reinsurance companies, fund managers, multilateral development banks, and venture capital funds. In 2003, the UNEP Renewable Energy and Finance Unit, part of the DTIE/Energy Branch, UNEP FI and BASE launched a Sustainable Energy Finance Initiative (SEFI - www.sefi.unep.org), a platform providing financiers with the tools, support, and global network needed to conceive and manage investments in the changing marketplace for clean energy technologies. UNEP FI and SEFI provide the channels through which the SCAF team can engage finance industry participation in this GEF project, and disseminate lessons learned. 

114. UNEP’s Renewable Energy and Finance Unit also implements a number of energy finance projects in various developing country regions, mostly focused on helping financiers become more proactive in the sustainable energy sector (www.uneptie.org/energy/finance). These include credit enhancement programmes, the REED seed capital funds and a number of related support activities.

7 OTHER GEF PROJECTS TO BUILD ON

115. The Proposed project could prove complementary to a number of other GEF projects currently in implementation or in various stages of preparation. 

116. In Central America UNDP has two GEF projects in development that SCAF could possibly link with very. The “Accelerating Renewable Energy Investments through CABEI” project is an innovative approach to engaging a major lender in renewable energy project financing in the region. The UNDP project will help CABEI provide senior debt, typically the largest share of financing, to renewable energy projects. For project sponsors to access this financing, they will need to provide some of their own capital, as well as possibly some mezzanine finance
 that is subordinated to the senior debt. The SCAF could tentatively support the creation of a seed finance window in   an equity or mezzanine finance facility. This seed finance window, the larger fund to which is it associated, and CABEI’s senior debt would then provide the multiple stages of financial support needed to help renewable energy projects move from early conception stage, through project development and implementation. However, care must be taken in Central America to ensure that there is no negative overlap between different GEF supported initiatives. For this reason it has been decide to not propose the CAREC fund as eligible for SCAF support. 

117. The UNDP/GEF “Regional Program on Electrical Energy Efficiency in Industrial and Commercial Service Sectors in 7 Countries in Central America” is looking to facilitate the implementation of energy efficiency projects in Central America financed through innovative mechanisms. Once again, a fund that used a SCAF supported seed window would both build off of the work to be undertaken by this UNDP project, and would help it achieve it’s broader goals of scaling up energy efficiency investment in the region.

118. The UNDP/GEF “First Regional Micro/Mini-Hydropower Capacity Development Project and Investment in Rural Electricity” also has similar complementarities with SCAF. It’s overall goal is to “remove the barriers impeding the development of micro-hydro technologies in much of Sub-Saharan Africa” by undertaking various activities that assess where and how potential hydro projects could be developed. This work will create awareness and in so doing will provide a pipeline of prospective entrepreneurs seeking investment, initially at the early stages (e.g., through SCAF supported seed finance windows), and eventually through more commercial channels (e.g., the Cameroon Renewable Energy Fund). SCAF supported work will then help the UNDP/GEF project achieve its goal to  “elicit the interest of economic actors and local banking institutions for the financing of micro-hydro power projects”.

119. The IFC has been preparing to revise the existing GEF “Renewable Energy and Energy Efficiency Fund” project, to give it a more targeted focus on seed capital investing through E+Co. This ‘REEF 2’ fund will provide the resources needed to increase the experience base with sustainable energy enterprises and the human capacity needed to provide support services and investment capital to these firms. Having access to this core investment capital will help E+Co to refine the seed capital model. However it will not on its own help to close the gap between seed capital providers and the more mainstream financiers, and therefore will not increase the volume of more commercially oriented capital going into this sub-sector. The combination of SCAF and REEF 2 could together provide the capital and the commercial finance sector engagement needed to take projects from concept stage through to implementation and commercial investment.

8 STAKEHOLDER PARTICIPATION

120. The concept of targeted incentives underpinning this proposal have been explored with a broad cross-section of interested parties, including potential investors, fund managers and other stakeholders involved with three of the proposed fund developments that might eventually access the SCAF. Each of these is detailed in Annex H: Stakeholder Consultation Summaries, and provided in summary form here.

121. In Africa, the main stakeholders consulted where: National Investment Corporation (NIC); the Rural Electrification Agency AER; AES-Sonel, a subsidiary of the US utility; the Cameroon Power and Lighting Corporation (CPLC); ARSEL, the regulatory body; the Minister of Mines and Energy; the Special Fund for Equipment and Inter-commune Intervention (FEICOM); UNDP and the World Bank.

122. Discussions with stakeholders confirmed that there is strong support for a financing mechanism aimed at developing power generation and distribution and that including a seed finance window, if possible, is the way to develop the investment pipeline, which at present is promising but immature. Reasons for support include a need for increasing sources of supply, improving service quality, developing rural electrification, and promoting the involvement of the private sector in the electricity sector. There are many hydro/biomass projects that could be developed in the short and medium term. Given the country’s huge hydro potential, there is a lot of support for smaller, more diverse, off-grid hydro projects, although most of these would need to pass through a seed finance phase before being ready for full investment.

123. The project was presented to all the above organizations and encouraging feedback was received, with strong indications of interest to participate from: AES-Sonel, NIC, and FEICOM. Institutions that are likely to invest on a regional level include the Central African Development Bank (BDEAC) and international financial institutions. Public organizations such as the NIC and FEICOM will not be able to invest in a regional Fund, as the scope of their mission is limited to Cameroon. 

124. The meetings also revealed a number of key questions and contradictions identified in the regulatory and institutional framework of the electricity sector in Cameroon. 

125. In Central America, the main stakeholders consulted were: Ministries of Energy and Environment (in all countries in Central America); the Central American Bank of Economic Integration (CABEI); USAID Development Credit Authority and USAID local missions; Regional NGO’s – BUN-CA; Private sector financial institutions; Clean energy SME entrepreneurial community; The Multilateral Investment Fund of the Inter-American Development Bank; Other international development banks; and UNDP.

126. The consultations confirmed several key fundamentals for such a fund to be successfully created. They underlined the growing market need for increased clean energy installed capacity to cope with expected growth in Central American countries for the coming decade. They also confirmed that the appropriate legal framework exists in most countries for the implementation of new clean energy generation projects and the possibility to finance them through the type of investment vehicle that CAREC will be.

127. There is a solid pipeline of projects to be financed, at various stages of development and an acceptance from the entrepreneurial community for such a facility to co-invest into their projects and companies. The specific need for early stage capital has been raised repeatedly to help get projects through the lengthy project development phases and ready for full scale investment. There is also good complementarity with other regional or national programs that makes clear the market niche and need for CAREC investment.

128. These consultations confirmed the feasibility of developing such a fund and the need for a seed finance window.  At the same time the consultations generated expectations, as most key stakeholders felt that such a facility could play a key catalytic role to further develop the clean energy market in Central America. 

129. In the Asian region, the main stakeholders consulted were: the Electricity Authority of Cambodia, the Cambodian Ministries of Environment and Industry, Mines and Energy; SME Cambodia, an NGO active in Rural Electrification/IPP sector support; the World Bank- Renewable Energy Action Plan (Cambodia); the Agricultural Bank of China; the Thai Ministry of Energy – Dept. of Alt. Energy Dev. and Efficiency; Palang Thai, an NGO active in clean energy policy advocacy; the Asian Development Bank; the Philippino Private electricity utility Cepalco; many private project developers and RE companies; and UNDP.

130. With the increasing demand for electricity in many Asian states, along with the need to reduce energy supply risks and costs, the consulted stakeholders across the region showed a real desire for an increase in the flow of private sector equity and subordinated debt into the emerging private energy sectors of the countries. There was also a perception that additional support in the form of early stage capital, business services and specific technical skills pertaining to clean energy are needed. Renewable energy sources are widely available across Asia, and governments and industry are keen to identify and adapt technologies and put systems in place to take advantage of this potential in the near term.

131. All stakeholders were supportive of the concept of the creation of the proposed PEMF 2 fund and saw the need for such a fund in their respective markets, although ideas on modes of implementation and terms for investment differed among the parties – mostly reflecting their institutional bias.

132. As part of its implementation, the Seed Capital Access Facility would continue these consultations and coordination. In particular, as negotiations with one or more parties proceed consideration would be given to organizing a more formal advisory body to the Facility, one that could bring forth ideas, suggestions and course corrections during implementation.

9 IMPLEMENTATION PLAN

Months 1-3: 
contractual and administrative arrangements

Months 1-6: 
letters of intent signed with at least three potential transactions (i.e., funds)

Months 1-6: 
promotion of Facility and expansion of transaction pipeline

Month 6: 
progress and activity report

Months 4-12: 
negotiation of first agreements (i.e., agreement on terms/conditions)

Month 12: 
progress and activity report

Month 13: 
completion of first transaction(s) (i.e., due diligence, approval, contracting)

Months 8-24: 
second round of transaction(s)

Month 24: 
commencement of first independent evaluation

Month 25: 
completion of second transaction(s) 

Month 30: 
completion of first independent evaluation

Month 36: 
completion of final transactions

> Months 37:
administration and monitoring phase

Month 66 
final evaluation

Month 72 
project closure

10 INCREMENTAL COST AND PROJECT FINANCING 


10.1 INCREMENTAL COSTS 

133. The baseline of the project does not include the conventional energy investments in monetary amounts since the project proposes the creation of a new type of activity in sustainable energy investments. The baseline that the project aims to divert is financing from mainstream energy investors (ie development banks, national investment authorities, private socially oriented investors, etc) that are already willing to subsidize part of the incremental cost of investing in the sustainable energy sector, but will not engage in lower return seed capital investment under the current circumstances. 

134. Although the activities of the co-financing donor agencies are contributing to the alternative in terms of clean energy investments, they are considered baseline to this project since the alternative targeted is the accelerated and expanded engagement in small-scale seed capital investment on the part of the mainstream investment community. Thus, the baseline here may be included in other GEF project proposals as incremental. 

135. The incremental costs of this proposal equal the amount of money required to help overcome and remove specific transaction cost and return perception barriers to seed capital financing in the sustainable energy sector of the participating countries. This proposal intends to create incentives for growth and commercial capital to invest in seed fund windows, and through them to support the development of, and investment in, early stage clean energy enterprises and projects. It is expected that fund managers will provide significant in-kind contributions in raising capital for seed scale investing and for internalizing the operation of the seed capital window in their respective funds. 

136. GEF funds would be used in two ways.  First, GEF funds would be offered to cost share on a portfolio basis the higher than “normal” costs to prepare transactions at the seed capital stage and to provide enterprise development support. The second function of the SCAF would be to help entrepreneurs “buy-up” the returns they offer to growth and commercial capital investors. In effect, to compensate for taking on lower return portfolios, the SCAF would provide a set of time-limited payments intended to partially cover the perceived IRR difference. By doing this the SCAF would attract investment capital into the seed finance area, essentially bringing the commercial investment community up the finance continuum to earlier stage investment activity.

137. This proposal expects to spend $6 million of GEF funding to liberate a minimum of 

· $11 million of investor seed capital 

· $5 million of entrepreneur capital

· $22 million of subsequent investment
 

Thus the overall GEF co-finance ratio is between 6.4 and 24.5 times. See Appendix G2 for calculations.

10.2 PROJECT FINANCING

The project financing structure is detailed in the Table on the following page. 

Notes on Project Finance table:

· As explained in Section 2.5, this proposal expects to spend between $288,000 and $350,000 of GEF funding to liberate $1 million of seed capital
 and $300,000 to $1.1 million of entrepreneur capital. This translates to direct transaction co-finance of between 2.7 and 6.3 times and later portfolio leverage of between 6.4 and 24.5 times (See Annex G1: Pro Forma Energy Fund Model and Annex G2: SCAF Leverage Calculations for best and worst case analysis). A Seed Capital Access Facility funded at $6 million would fund the creation of seven to ten seed capital funds or windows within other funds. The co-financing would be between $17 and $38 million of immediate seed capital transactions, and from $38 million to $148 million of total project investment.

· It is expected that fund managers of each fund will provide in-kind contribution, which is estimated at approximately $150,000-200,000 per fund
· It is envisaged that approximately 60% of the SCAF fund will be allocated to Transaction cost sharing, while 40% of the fund will be used for credit enhancement. See some indicative allocation for each fund in Annex E.

· Personnel cost for the Project post is based on the following estimation: L3: Full Time in yrs 1 - 3 and Half Time in yrs 4 - 6. ($675,000); and G5: Quarter Time in yrs 1 - 6. ($115,000)
· UNEP In-Kind Consists of: UNEP Core staff working on SCAF development and implementation (1/4 P4 + 1/10 P5 + 1/4 G6 = $510,000); and 1 full time equivalent of project staff working on REED Programme implementation funded by UNF and SIDA ($460,000). The $9.1 million deployed in the on-going AREED, B-REED and CREED projects have and will continue to provide support relevant to the REED SCAF project objectives.

Project Financing

[image: image1.wmf]GEF Total

Co-finance Total

Total by task

Activity

Sub 

contract 

Comm/

Publ/

Outreach

Travel/

Meetings/

Sundry

SCAF

Support

Lines

Personnel

UNF

Entrepreneur 

Investment

Fund 

Investments

Fund 

Managers

UNEP

Establish the Facility

205 000

20 000

50 000

160 000

435 000

100 000

80 000

180 000

615 000

Create Seed 

Windows

700 000

30 000

200 000

930 000

200 000

400 000

60 000

660 000

1 590 000

Operate the Facility

140 000

30 000

120 000

6 000 000

280 000

6 570 000

400 000

23 000 000

15 000 000

500 000

60 000

38 960 000

45 530 000

Mgmt Review, 

Dissemination, &

REED Prg Support

200 000

70 000

45 000

150 000

465 000

100 000

500 000

770 000

1 270 000

1 735 000

Total FSP

1 245 000

120 000

245 000

6 000 000

790 000

8 400 000

700 000

23 000 000

15 000 000

1 500 000

970 000

41 170 000

49 570 000

GEF Contribution

Co-finance

IN-KIND

CASH



11 MONITORING, EVALUATION AND DISSEMINATION 

138. The project will follow all standard UNEP and GEF procedures for monitoring and reporting. UNEP will conduct a mid-term assessment and an end of project assessment. UNEP and the project core team will closely monitor the indicators for outputs and outcomes to establish global and local benefits, both financial and environmental, accrued from the project.
139. An M+E contractor will develop the M+E plan in consultation with UNEP at the outset of the project, which will define the monitoring and verification activities undertaken during the project. This plan will serve as a baseline from which to measure project impacts and will establish efficiencies in the execution of the seed capital investment under the Facility. 

140. Mid term assessment will be conducted based on the M+E indicators to be developed to inform mid-course progress and to advise on any needed modifications to maximize the impact during the remaining implementation process. A final evaluation will be conducted based on the available data to draw indicative conclusions on portfolio performance, SCAF success in mobilizing seed and subsequent growth capital to sustainable energy SMEs and the impacts of the project on the financial sector in targeted regions.     

141. The lessons to be learned from the project will be disseminated through a wide range of media to a number of targets to ensure that maximum benefit can be gained. The progress and results of these activities will be regularly available through hard copy and a project website etc. A publication addressing the best practices and lessons learned will also be produced, making sure that any experience gained can be applied across the rest of the sector.
Annex A: Incremental Cost Matrix
Project Activity
Baseline
Alternative
Increment

Establish and Operationalize the Seed Capital Access Facility (SCAF)  and monitor the project

(Activity 1, 3, 4)


Commercial banks and asset managers remain uninterested and risk averse towards small-scale sustainable energy investment and invest in fossil fuel based technologies. Development banks are increasingly interested in clean energy investment with local benefit, however, they tend to invest in large scale projects and their willingness to invest in smaller project is limited. 

Transaction costs of planning, preparing and packaging a clean energy seed fund are significantly higher than those for larger scale conventional energy funds. The returns are lower, with early stage seed financed entrepreneurs only providing 5-7% returns on a portfolio basis.

The combined barriers of transaction costs and lower returns result in very little financing being provided to the entrepreneurial sustainable energy sector. 
Dedicated seed capital windows created for investing in a portfolio of small scale sustainable energy enterprises. These initial investments subsequently become the pipeline of investment opportunities for later stage more commercial investing. 

Improved access to capital of commercially viable sustainable energy SMEs. Eventual integration of seed finance activities into commercial portfolio approach to energy investing, leading to new capital formation in the seed finance sub-sector. 


By providing Transaction cost sharing and Return enhancement, sustainable energy SMEs are able to provide acceptable risk-adjusted returns to the mainstream investment community. 

Costs (’000 US $)
Entrepreneurs $23,000

Commercial Fund Investors 

       Seed capital: $15,000 Fund managers in-kind $1,100

Total $39,100
Diverted Baseline: Total$39,100

(Leveraged Growth Capital:

$148,000)

Total Incremental  $8,880

Total $47,980
GEF      $7,470

UNF       $500

UNEP-in-kind $910

Total Incremental  $8,880

Support financial institutions for developing specilized funds (Activity 2)


 Same baseline as above.


Financial institutions and asset managers make available targeted financing for sustainable energy SMEs, resulting in increased access to commercial sources of capital. 

Capacity of local/regional banks and investors is built to appraise sustainable energy SMEs.

Finance sector actors gain confidence in dealing and investing in sustainable energy SMEs.  


Incremental transaction costs are covered and technical assistance is provided to financial institutions to develop seed capital windows and manage seed capital investment based on enterprise development approach.



Costs (’000 US $)
Fund managers in-kind   $400

Total  $400


Diverted Baseline: Total$400

Total Incremental  $1,190

Total  $1,590         


GEF $930

UNF though UNEP $200

UNEP in-kind  $60

Total Increment  $1,190

TOTAL
TOTAL  $ 39,500
TOTAL  $ 49,570
GEF     $8,400

UNF though UNEP     $ 700

UNEP-in-kind  $970

TOTAL Increment  $ 10,070



Global Environmental Benefits
Investment in sustainable energy SMEs in targeted countries/ regions continues to be limited. New energy sector capacity additions mostly met by conventional fossil fuel sources, resulting in increased GHG emissions.
Follow-on ‘leveraged’ capital investment yielding between 1 and 4 million tons of CO2 emissions reductions over a ten year period. 
Direct ‘co-financed’ emissions reductions equivalent to 0.5 to 1 million tons of CO2 emissions reduced over a ten year period. 

Local Benefits 
Little or no financing provided to local sustainable energy entrepreneurs. 

Access to energy remains limited especially in rural/ peri-urban areas.

Most of the energy demands in targeted region/countries will continue to be met by traditional biomass fuels, causing local air pollution and health problems.  


Local capacity of sustainable energy SMEs and financial institutions are increased resulting in increased local economic development, creation of new employment opportunities and availability of funds/investment for sustainable energy technologies and services. 

Improved access to energy in rural /peri-urban areas.

The main non-financial impacts include: avoided deforestation (or reforestation), job creation, waste utilisation, avoided environmental impacts of traditional charcoal production, avoided health/environmental impacts of traditional fuel use, labour/time savings, increased personal/household income, electricity savings, cost savings, fossil fuel substitution, empowerment of women, electricity supply, and health benefits of reliable water supply and infrastructure improvement.
Increased investment in sustainable energy sector and increased capacity of local SMEs and financial institutions for such investment. 

Increased sustainale energy services/ products made availabe and brought on-line.



 Annex B: Logical Framework Analysis
SUMMARY
INDICATORS
MEANS OF VERIFICATION
EXTERNAL FACTORS (Assumptions)

Global Objective

Energy related CO2 emissions are reduced through promotion of renewable energy projects. 
· GHG emissions mitigated through reduced fossil fuel based energy consumption in targeted regions (target 1.3 – 3.3 Mt CO2 over 10 yrs, with costs below $5/ton)

.

 
Project M+E reports

Annual reports of energy investment funds. 
In spite of high costs and risks associated with small-scale renewable energy projects, investment capital interest exists in the niche markets in targeted regions.  



Outcomes

Increased access to financing for early stage sustainable energy enterprises in target regions.

Increased experience amongst financiers for investing in small scale renewable energy / energy efficiency projects.

Mainstreaming of seed capital into commercial energy finance approaches, whereby seed portfolios become pipeline development tools for later stage commercial investing.

A new breed of indigenous clean energy enterprises established offering a range of GHG mitigating products and services  
Amount of total seed/growth investment leveraged in SE SMEs over a 5 year period (Target: US$60 to 155 million) 

Increase in volume of direct seed finance provided to SE SMEs (Target: US$22 to 44 million)

The increase in number of SE SMEs in targeted countries (target 150 to 290 SMEs)

Amount of clean energy provided by new SE SMEs (target 220 – 560 GWh per year);  No. of new people receiving clean energy from SE SMEs  (target >3 million people) GHG emissions target 1.3 – 3.3 Mt CO2 over 10 yrs)
Market surveys (of local energy/IPP associations)

Project management and M+E reports

Annual /Performance reports of respective clean energy funds and their respective GHG reductions.  


SMEs and IPPs are well positioned to develop viable enterprises and projects in the clean energy sector in the target markets. 



Project sub-components
Outputs
Indicators
Means of verification
Assumptions

Establish the Facility and Develop the Operation Modalities

Support for creating "Seed Windows" in New Sustainable Energy Funds (TA)

SCAF Facility Operations

Management Review and Dissemination
Governance structures for the management of the Facility and the project in place.

Detailed operational parameters of the Facility defined, including the procedures and documentation related to the steps of: Proposal, Letter of Intent, Due Diligence, Approval, Agreement on Terms and Conditions, Contracting and Operating.

New sustainable energy funds and seed finance windows created and through them enterprise development support and seed capital provided to sustainable energy SMEs;  Capital mobilized from new investors 
Sustainable energy SMEs entrepreneurs trained and commercially viable SMEs created to provide cleaner energy and energy services; Seed capital investments made in such enterprises; and Services and products offered by SMEs with direct (cleaner energy supplied) and indirect economic, environmental and social benefits.

Performance of the Facility and individual seed capital investment projects are monitored and evaluated; other impacts and benefits of the project monitored and evaluated; and best practices and lessons learned disseminated among key stakeholders.
Number of funds with seed windows created (target 4-6) 

Numbers of SMEs financed, Amount of finance disbursed to sustainable energy SMEs; documentation of services and benefits yielded by SMEs; direct GHG emission reductions; Numbers of customers served by modern energy services.(for targets of individual indicators, refer to the above "indicators for outcomes").

-Share of SCAF seed financed SMEs that graduate to second stage financing (target = 10% - 25%). A further 55% to 70% stay small, but meet their financing obligations. 20% outright failure. 

-Amount of portfolio leverage on SCAF pipeline in first stage (target =3 to 6:1) and in combined first/second stage (target = 6 to 25:1)

-Transaction cost efficiency gains

-Transaction lead time

Project annual report, M+E reports.

Project annual report, M+E reports

Project reports, M+E reports

Annual report and performance report of the funds

Project reports, M+E reports

Annual report and performance report of the funds

Commissioned studies

GHG emission reductions reporting by entrepreneurs

Project's management reports; M+E reports

Outreach material

Commissioned studies
There are niche opportunities in sustainable energy sub sector in certain market; and Financial institutions / investors are interested in investment in clean energy sector and SMEs.



Annex C1: STAP Roster Review 
PROJECT PROPOSAL REVIEW by Prof. Anton Eberhard

UNEP/GEF

RENEWABLE ENERGY ENTERPRISE DEVELOPMENT

SEED-CAPITAL ACCESS FACILITY

1.  TECHNICAL SOUNDNESS OF THE PROJECT

The project correctly identifies financing as one of the important barriers to more widespread renewable and energy-efficiency markets. Small and medium enterprises involved in delivery of sustainable energy products and services struggle to access sufficient capital at an affordable cost. Debt financiers and equity investors have insufficient awareness, experience and knowledge of these new markets and see them, at best, as risky, with low returns likely in the early stages of market development.  The transaction costs in assessing and preparing these projects for financing and investment are also seen as high. 

In general, this is a correct diagnosis of the barriers – although the project does not differentiate between renewable energy and energy efficiency markets, or between specific technology or market areas.  Some markets are likely to be more mature than others – with different risk profiles. A number of energy efficiency markets, for example, are generally more developed and commercial finance has been attracted into specific product lines such as energy-efficient lighting or ESCOs that specialise in specific market applications.  The instrument that has often been used to attract commercial finance into the latter applications is a partial risk guarantee which eases banks’ apprehension around these new markets. As they gain experience, and as they develop specialised financial products, then the risk guarantee can be removed or shifted to new market transformation areas. 

This project focuses on a different financial instrument.  Through the creation of a Seed-Capital Access Facility (SCAF) the project seeks to assist indigenous energy entrepreneurs initiate viable sustainable energy businesses thereby demonstrating to investors and lenders that these are viable investment opportunities.  Early stage, venture capital is difficult to raise for small and medium enterprises in developing countries and doubly so for those enterprises seeking to deliver sustainable energy services and products. This kind of early seed-capital has mostly been provided by “soft money” from foundations or donor agencies in the past.  For a step-change in expanding finance for this area it is vital that commercial lenders and investors be involved in these early stages of project finance.  The project aims to build experience and commitment amongst conventional investors whereby they come to see seed portfolios as a pipeline development tool for later stage commercial investing.

Seed-capital might well be the appropriate financial instrument to transform sustainable energy markets. However, the proposal should motivate why they have chosen this instrument versus other approaches, such as time-limited partial risk guarantees.

There should also, perhaps, be a clearer delineation of markets. The seed-capital approach to market transformation may be best suited for specific renewable energy markets – rather than more mature energy efficiency markets.  GEF is committed to pioneering new, innovative approaches. It is broadly recognised that more success has been achieved to date in their energy efficiency portfolio. The implication is that additional effort needs to be given to exploring new approaches to creating and transforming renewable energy markets.  It may be a good idea to state that this proposal will focus predominately on renewable energy markets.

The focus on seed-capital is probably correct for most small renewable energy enterprises. E&Co, with their enterprise development model offering a combination of business development support and start-up seed financing, have shown that the focus in the early stages should not be only, or even primarily, on maximising returns. What is needed is for the enterprise to perform as planned, to repay their obligations and to be positioned to grow. Returns can grow as markets are transformed and as enterprises begin to access commercial finance. 

SCAF funds seek to overcome two specific barriers: higher transaction costs and lower return expectations which hinder commercial lenders and investors from supporting emerging sustainable energy enterprises.  Firstly, SCAF will cost share with investors, on a portfolio basis, the transaction costs associated with preparing sustainable energy project investments.  Secondly, SCAF will provide a set of time-limited payments to make up the difference between the financial returns required by commercial financiers and the likely lower IRRs of sustainable energy projects in the early years of market development. These two types of support would be conditional on commercial financiers gradually expanding their involvement in early stage, seed-capital transactions – with the hope that these financial markets would be successfully transformed once substantial project pipelines are built for second-stage or growth capital.  

Clearly, much detail will still need to be worked out and the structure and substance of SCAF agreements with commercial funds will be crucial in establishing fair and reasonable compensation for additional transaction costs and the actual difference between project returns and investor expectations and requirements. A key issue will be the fair allocation of risks and distribution of rewards and earnings.  

The project envisages four main activities:

1. Establishment of SCAF and its operating modalities. This activity is clearly spelt out and is an obvious first task.

2. Support and technical assistance for the development of new sustainable energy funds. There seems to be much opportunity in this area. New, specialist fund managers are emerging that plan to focus on sustainable energy markets. The trick is being able to attract commercial capital into these funds. SCAF assistance should be made conditional on these specialist funds being able to attract the commitment of large commercial banks and equity funds. It will also be important for these commercial financiers to sit on the Boards of these specialist funds and, critically, on their investment committees – in order to build understanding and experience which can be taken back into their own organisations. SCAF needs to catalyse a quantum increase in financial flows to this sector.

3. Transaction cost-sharing and returns enhancement for a period of three to five years to encourage commercial funds to set aside 5 to 15% of total capital for earlier stage, seed investing.  This is an interesting proposal, although it will require a great deal of work to encourage large commercial banks and equity funds to move into this area. Sufficient resources need to be devoted to SCAF “deal-making” with finance houses.  The precise modalities for transaction cost-sharing and returns enhancement still need to be finalised. Estimated transaction costs seem very high and there would seem to be a strong argument for approaches that seek to develop specialised financial products for specific market segments. 

The other crucial element is enterprise support. Experience shows that this kind of hand-holding is vital in the early stages of business and market development, including support around core business skills, financial budgeting and planning, accounting systems, marketing, etc. The proposal states that this function will be undertaken by the various seed fund managers.  The proposal is not clear how the experience developed by E&Co and REED will be shared with these fund managers.  Project resources will surely have to be devoted to this activity (indirectly to the fund managers), and this is not an inexpensive activity.   

4. Monitoring and evaluation. This is vital in order to document accurately the structure and performance of the deals, and the lessons learned, as a basis for replicating this approach elsewhere.

A word on E&Co’s role. They appear to be co-developers of this proposal. They will assist UNEP in setting up SCAF. But they are also potential users of SCAF. The project does state that funds will not be dedicated exclusively to E&Co or their affiliates. However, a clear governance mechanism needs to be established which allows funds to compete for SCAF support on a non-discriminatory basis. 

It is not clear to the reviewer how the co-financing figures for commercial finance were derived. 

This project represents a welcome move away from technology demonstration to seed-capital investing where entrepreneurs are assisted in innovating, refining their business models and growing their markets.  

2.  GLOBAL ENVIRONMENTAL BENEFITS

This section of the project proposal is not very well developed.  It is clear that expanded investments in energy efficiency or renewable energy projects will save or avoid CO2 emissions and hence assist the global effort to mitigate global warming.   GEF is in the process of developing more detailed guidelines on how to calculate direct and indirect CO2 saved or avoided.  GEF is under increasing pressure to be more precise in documenting and monitoring project GHG targets. It is recommended that the project proposers interact with the GEF secretariat in developing a more credible and robust estimation of direct and indirect GHG impacts.

3.  FIT WITH GEF GOALS AND OPERATIONAL STRATEGIES

There is no doubt that this project falls firmly within GEF’s focal area, its operational programs and its strategic priorities.  Renewable energy (OP6) and energy efficiency (OP5) continue to dominate the GEF portfolio and will remain important in the future.  The project is directly concerned with barrier removal – the core concern of these two operational programs. The project clearly also responds to a number of GEF strategic priorities, especially SP2 – increasing access to local sources of finance.  GEF is working on an overall strategic framework that emphasizes its overall mission of transforming sustainable energy markets to reduce or avoid GHG emissions. Market transformation is supported by enabling policies, access to finance, adequate business systems, information and awareness, and technical capability and innovation. This project clearly supports market transformation activities in finance and business support, as well as information and awareness.    

4.  REGIONAL CONTEXT

The project focuses on Central America, Sub-Saharan Africa and Asia. Cameroon. Thailand, Cambodia, Vietnam, Indonesia, Phillipines, El Salvador, Honduras. Nicaragua, Panama, Guatemala, Belize and Costa Rica are listed as requesting countries. The project proposers should be aware of the debates in GEF around performance based allocation of GEF funds and the need to target GEF mitigation efforts in those countries that have the greatest potential for GHG savings or avoidance.  While these debates in GEF have sparked much controversy and argument, and the debate is far from settled, it is likely that GEF funds will be more targeted in future. The project document should make more explicit which countries and will be targeted and why.

5.  PROJECT REPLICABILITY

The project expands the work of E&Co and REED into new regions and in that sense serves to replicate earlier success.  However, the project also extends this approach in order to catalyze commercial debt and equity funds to provide early-stage seed-capital support for sustainable energy enterprises.  If the project is successful then it has great potential for replicability in other countries and regions.

6.  PROJECT SUSTAINABILITY

The sustainability of the project is dependent on persuading commercial debt and equity funds to become involved in early seed-capital support for emerging sustainable energy enterprises.  The two barrier removal instruments of transaction cost-sharing and time-limited returns-enhancement are designed to achieve just that. Project support is conditional on commercial capital dedicating a percentage of their funds for seed-capital support. If these projects mature and later access growth capital – then many of these commercial funds might be incentivized to continue providing seed-capital support, even if transaction costs are high and initial returns are low.

7.  SECONDARY ISSUES

· Linkages with other focal areas

Some renewable energy projects will focus on biomass production or more efficient utilisation of biomass – and in that respect this project will be supportive of the cross-sectoral area of land degradation.

· Links to programs and actions plans at the sub-regional level

The project mentions a number of possible linkages with other GEF supported projects. Most of these possibilities seem tentative and the project proposal might want to be more definite in its commitment to complement other relevant projects.  This lack of project co-ordination at the country or regional level is a common problem – and yet effective partnerships can create a synergy which yields multiple benefits to the host country.

· Stakeholder involvement

A wide range of stakeholders have been consulted, but many of these are government departments, NGOs and development banks. A critical set of stakeholders are commercial lenders and equity fund managers. The project’s success rests on their active participation in this project. The proposal should highlight these interactions and any early commitments to be involved.

· Capacity building

The project will provide technical assistance to establish seed-capital funds. 

It is not clear to the reviewer whether the project will also provide back-up support to these funds in their enterprise support functions.

· Innovation

None of the barrier-removal mechanisms proposed are entirely new.  However, there is no widespread involvement of commercial debt and equity finance in early-stage seed-capital support for emerging renewable energy enterprises in developing countries. The project’s attempt to catalyze the involvement of commercial capital in this area is innovative and deserves support.

Annex C2: Response to STAP Roster Review

Renewable Energy Enterprise Development – Seed Capital Access Facility (FSP OP 6)

Implementing Agency: UNEP 


#

1 

2

3

4

5

6

7

8

9

10


Comments

Technical Soundness of Project

In general, this is a correct diagnosis of the barriers – although the project does not differentiate between renewable energy and energy efficiency markets, or between specific technology or market areas. There should perhaps, be a clearer delineation of markets. The seed-capital approach to market transformation may be best suited for specific renewable energy markets – rather than more mature energy efficiency markets.

Seed-capital might well be the appropriate financial instrument to transform sustainable energy markets. However, the proposal should motivate why they have chosen this instrument versus other approaches, such as time-limited partial risk guarantees.

Much detail will still need to be worked out and the structure and substance of SCAF agreements with commercial funds will be crucial in establishing fair and reasonable compensation for additional transaction costs and the actual difference between project returns and investor expectations and requirements. 

The proposal is not clear how the experience developed by E+Co and REED will be shared with these fund managers.  Project resources will surely have to be devoted to this activity (indirectly to the fund managers), and this is not an inexpensive activity.

A word on E&Co’s role. They appear to be co-developers of this proposal. They will assist UNEP in setting up SCAF. But they are also potential users of SCAF. The project does state that funds will not be dedicated exclusively to E&Co or their affiliates. However, a clear governance mechanism needs to be established which allows funds to compete for SCAF support on a non-discriminatory basis. 

It is not clear to the reviewer how the co-financing figures for commercial finance were derived.

Global Environmental benefits
GEF is in the process of developing more detailed guidelines on how to calculate direct and indirect CO2 saved or avoided.  GEF is under increasing pressure to be more precise in documenting and monitoring project GHG targets. It is recommended that the project proposers interact with the GEF secretariat in developing a more credible and robust estimation of direct and indirect GHG impacts.

Regional Context

The project proposers should be aware of the debates in GEF around performance based allocation of GEF funds and the need to target GEF mitigation efforts in those countries that have the greatest potential for GHG savings or avoidance.  While these debates in GEF have sparked much controversy and argument, and the debate is far from settled, it is likely that GEF funds will be more targeted in future. The project document should make more explicit which countries will be targeted and why.

Secondary issues
Stakeholder involvement
A wide range of stakeholders have been consulted, but many of these are government departments, NGOs and development banks. A critical set of stakeholders are commercial lenders and equity fund managers. The project’s success rests on their active participation in this project. The proposal should highlight these interactions and any early commitments to be involved.

Capacity building

The project will provide technical assistance to establish seed-capital funds. It is not clear to the reviewer whether the project will also provide back-up support to these funds in their enterprise support functions.
Response
Some precision has been added to the brief to address this very valid point. It is expected that the SCAF supported funds will mostly focus on the RE markets. However some energy efficiency technologies and services also have strong potential in developing countries and still have to mature into commercial markets. Early stage seed capital can therefore still play an important role. In the AREED programme about 30% of the enterprises financed have been in the energy efficiency sector, in the areas of cook stoves, efficient lighting and power factor correction.

Other possible GEF mechanisms were considered during project preparation phase, including partial risk guarantees, contingent grants, and direct financing instruments (eg SDG, PVMTI, REEF). For the early stage seed capital sector, the only other mechanism that could realistically be employed is the direct financing approach, typically applied through dedicated investment funds managed by commercial fund managers. The dedicated funds approach is more risky since the GEF capital must be supplied up-front, and cannot be diversified across a number of fund entities in the way that SCAF support can. Using GEF capital as dedicated investment funds could still be effective, however this would not specifically help mainstream seed capital investing into commercial finance approaches, and therefore is seen as the baseline situation that this project is trying to build on.

Agreed. This issue will be at the core of the process to develop and define SCAF terms and conditions, and in the eventual negotiations with each fund manager.  Some more information on this process has been added to the project brief.

Activity 2 will be focused on supporting the development of new energy funds, and specifically helping fund managers integrate the seed finance approach into their more commercial investment strategies. Much of this work will involve transferring the experience on enterprises development and seed financing from E+Co and the REED programmes. Some useful documentation already exists, and others will be developed.

A governance mechanism will be structured to allow any fund manager equal access to SCAF support, based on a clear set of criteria and required deliverables (eg defining the sort of enterprise development services that will need to be provided to local entrepreneurs). E+Co has demonstrated how these services can form an integral element of an energy investment strategy, and therefore they will be used to demonstrate the overall approach and the SCAF contractual relationship. This demonstration will provide clarity to the broader investment community, and will help then bring a broad array of fund managers on board. E+Co will not be a member of the SCAF Advisory Board.

We have tried to more clearly detail these calculations in the brief. These calculations are based on the experiences of the REED and E+Co portfolio of activities.

We have now received the beta version of the CO2 methodology from GEFSec, and will look to apply it to this project as it goes forward.

We are assessing how and where it is possible to apply GHG targets in the negotiations and term setting process with the fund managers. Through this approach, we hope to fully engage fund partners in projects with the most cost effective mitigation potential. With regard to the Resource Allocation Framework discussions, this project is expected to be spread across 8 to 12 countries and therefore will not significantly distort country allocations in any one region.

The process of engaging finance sector interest in this project is underway with the initial funds in development. The response has generally been very positive, both vis a vis their interest in the overall funds, and the seed finance components. This documentation will be provided to GEFSec. Of course this is an on-going process that will also continue during project implementation for each fund in development.

The technical support to funds development will principally be targeted at BOTH 1) helping them raise capital from the investment community, and 2) helping them integrate enterprise support functions within their operations (since that is the most complicated part of the seed finance approach).

Annex C3: Response to GEF Sec Review 

Renewable Energy Enterprise Development- Seed Capital Access Facility (OP6)

Implementing Agency: UNEP 


No.
Comments
Response

Section 2
2.17.

2.22

2.25

3.3

4


Program Designation and Conformity
SP2 is on access to local sources of financing. For SP4, project activities are meant to enhance income generating opportunities for RE businesses. The established understanding of this SP, however, rests on the assumption that the energy generated by RETs is used for income generating purposes. This is not a focus of this project.
Project Design
For activity 2:

- exact SCAF qualification criteria as sugg, in para 79

- exact description and rules for  the type of support that is given.

- The assumptions on global environmental benefits are rather optimistic - 1000 $/kW is very low, 3000 tons per MWh is very high. Please use more conservative assumptions or justify with data. RESUBMISSION: DATA HAVE BEEN CORRECTED DOWNWARD. STILL SOMEWHAT OPTIMISTIC.

DIDN'T WE AGREE ON

REMOVING CENTRAL AMERICA

FROM THIS CONCEPT?
Replicability
WP entry:

a major premise of this project is that

the limited scale of this intervention

can have market-transforming impact,

or at least give sufficient signals to

change the behavior of some market

participants. Please comment on the

replicability under that aspect, taking

into account the respective incentive

structures of the relevant players.
Monitoring +Evaluation

Fully developed M&E plan with

quantitative indicators and targets.

Financing Plan

THE LEVERAGING FACTORS HAVE BEEN CLARIFIED IN PARA 66. PLEASE INCLUDE A COMMENT ON THE RATE OF FAILURE, I.E. BUSINESSES THAT WILL NOT LEAD TO ANY INVESTMENTS.

Implementing Agency Fee
GEF CANNOT FUND UNEP STAFF TO DO CORE ACTIVITIES OF THEIR AGENCY. PLEASE CLARIFY AND DEMONSTRATE

COST SHARING BETWEEN GEF

AND UNEP.

THERE IS NO JUSTIFICATION FOR

A PREMIUM FEE. PLEASE

CORRECT THE FEE TO THE

NORMAL RATE OF 382,000 USD.

Core Commitments and linkages

WP ENTRY

The governance structure and

institutional arrangements are not

detailed enough. Who will make

decisions wrt investments into the

subsidiaries, share best practices,

monitor and evaluate the specific

investments of the subsidiaries?

What are the minimum expectations

for a fund to benefit from the SCAF?

Who will eventually make the decision

to engage with a fund? (please

integrate and discuss lessons from

REEEFI and other FI projects)

Consultation, Coordination, Collaboration

Several WB projects are active in South East Asia, please check for potential overlaps in Cambodia and Thailand, and with the SME / EBFP programs.
General Comments
RESUBMISSION: AFTER INTENSE

UPSTREAM DISCUSSIONS AND

SIGNIFICANT CHANGES MOST

ISSUES ARE ADDRESSED. TWO

ISSUES REMAIN:

- CENTRAL AMERICA

- FUNDING OF UNEP STAFF

AGREED

To be prepared prior to CEO endorsement.

Issue to be worked out in further detail within the scope of M&E plan developmt.

AGREED

New info added.

To be prepared prior to CEO endorsement

20% assume rate of outright failure (“non performers”) consistent with REED/E+Co portfolio.

More detail has been added on this issue. GEF funds will not be used to fund UNEP core activities, however funds will be required to cover project related staffing needs.

Issue has been addressed.

More info has been provided on governance structure; criteria for fund selection to be determined prior to CEP endorsement.

Fund selection procedure to be developed prior to CEO endorsement will include criteria to prevent overlap of GEF projects within the same country or region.

ISSUE RESOLVED

ISSUE RESOLVED

Annex D: M+E Annex

Responsibilities of the Project Management Entities 
The following table summarizes the responsibilities of the project management entities regarding monitoring and reporting.

UNEP/DGEF

(Task Manger)
UNEP-DTIE 

SCAF Project team 

(Project Management Unit)
Executing Agencies
SCAF Advisory Board

A small board of advisors individuals from the target regions and stakeholder group (i.e., gov, local investors, utilities, NGOs)

Monitor the agreed M&E plan in accordance with the terms of agreement with GEFSEC

Receive half-yearly progress and annual summary progress reports, and copies of all substantive reports from Project Management Unit.

Engage and prepare terms of reference for independent M&E consultants to conduct the mid-term and final evaluations


Establish responsibility and reporting guidelines for all partners in the project and ensure that they meet reporting dates and provide reports of suitable quality

Coordinate inputs from all investors, cooperating institutions and experts associated with the project. 

Coordinate inputs from ongoing other renewable energy projects / programmes as needed.

Prepare half-yearly progress reports and annual summary progress reports for UNEP/DGEF, and forward substantive financial reports, with supporting documentation as appropriate, in a timely manner. 

Coordinate periodic internal review for the SCAF performance and seed capital investments supported by SCAF.

Coordinate overall project activities, and pay attention to implementation problems and suggest remedies to SCAF Advisory Board. 

Participate fully in discussions of the project Advisory Board. 

Conduct supervision missions to selected project sites and to identify implementation problems and suggest remedies to annual meeting of the Steering Committee.


Provide technical assistance or financing of seed capital investment.

Compile relevant data for monitoring. 
Advise Project Management Unit on the terms of the references of Executing Agencies, modalities of the Facility, and operations and improvements on implementation problems that emerge, and on desirable modifications to the work plan.

Monitor progress in the capacity-building aspects of the project, and advise the Project Management Unit on steps to enhance this aspect of the project.

Receive yearly progress reports, annual summary progress reports, financial reports and all substantive reports, and provide policy guidance to the project on any matters arising from a reading of these reports.



Report
Format
Timing
Responsibility

Progress Report
Standard format
Quarterly
Project Coordinator (PC)

Financial Report
Standard format
Half-yearly
Project Coordinator

Report on coordination with Ongoing projects 
Format to be developed (PC)
Yearly
Project Coordinator

Project Implementation Review (PIR) report
Per GEFSec format
Yearly (after project has been under implementation for one year)
Task Manager

Spot check
Once in 6 months (PC)

Once in a year (PC)
During project implementation


Mid-term Review
In-depth evaluation report
During project implementation
PC/Task Manager

Terminal Report
Standard format
End of project
Project Coordinator

Terminal Evaluation
In-depth evaluation report based on Terms of Reference (TOR)
End of project
Task Manager

Financial Audit Report

Yearly and/or End of project
Project Coordinator

Monitoring of Technical Parameters:

Annex E: Pipeline of Prospective SCAF Funds 

Indicative Commitment Summary (‘000s)

FE Clean Energy Global Fund
700

Brazil Sustainable Decentralized Biomass Generation Fund
475

Cameroon RE Fund
856

Asia Sustainable Energy Fund
895

Ghana Clean Energy Fund
811

Nepal Clean Energy and Infr. Dev. Fund
200

Other countries
2063


USD6000







Annex E.1 – Fund Illustration – Brazil

Name – Sustainable Decentralized Biomass Generation Fund

Abbreviation -- DBG

Target Enterprises and Projects – about forty small-scale biomass-fueled “inside the fence” waste to electricity plants.

Approximate Fund Size – USD $20 million 

Sources of Capital – National and international development lenders

What the Facility Could Accomplish – Attracting conventional capital to modern energy is a challenge in Brazil, despite the existence of myriad support programs and lines of credit.  This fund, which is at the earliest stage of formation (thus a minimum number of consultations have occurred), would focus on limiting the number of actors required to succeed, which is one of the special challenges in Brazil if a project attempts to include many support programs or lines of credit .  This fund would pull together a few equipment and construction-operation firms in the sector and match these with customers (and is analogous to the earliest stages of the energy efficiency business).  Transaction costs may be high at an early stage and the Facility can reduce these (as well as the risk) through technical assistance.  Once the experience base grows, transaction costs and the need for TA will decline.  Returns in the sub-sector will be low until some volume efficiencies occur.  Thus, the Facility would be offering time limited incentives to reduce risk / improve return until both the performance side of the equation (scale efficiencies) and the cost-side (transaction cost and technical capacity) improve.   

What the Facility Could Contribute – reducing early transaction costs and providing technical assistance (at $250,000 per $1 million) will move the sub-sector into a more “cookie cutter” mode.  Support for earlier, lower returns (at 2.75%) might interest investors to participate in these earlier transactions as part of the fund. Incremental Cost totals $475,000 to facilitate $1.5 million of seed capital.

· Transaction Cost Sharing – $325,000

· Credit / Return Enhancement – $150,000


Annex E.2 – Fund Illustration  – Cameroon

Name – Cameroon Renewable Energy Fund

Abbreviation -- CREF

Target Enterprises and Projects – small and mid-sized hydroelectric and biomass to energy enterprises

Approximate Size – USD$14,500,000

Sources of Capital –  National Investment Corporation, local, regional banks and development institutions

What the Facility Can Accomplish – Convincing local investment entities to invest in this sector will require a confidence that the key actors are coordinated and that a management entity is on top of the progress of multiple projects that are the focus of the CRE Fund.  Management fee costs can be kept low because of the local cost structure but three factors will inhibit success: (1) the fund management company needs to assure project quality improved via technical assistance – investors will not absorb that cost; (2) start-up losses on seed investments could be high (up to 25%) and need to be partially covered; and (3) early returns could be low in dollar and local currency terms and need to be enhanced.

What the Facility Can Contribute – up to $856,000

· Transaction Cost Sharing – $ 0

· Credit / Return Enhancement / Risk Reduction – up to $856,000

Annex E.3 - Fund Illustration  – Asia

Name: Asia Sustainable Energy Fund

Countries: Thailand, Malaysia, Philippines and China primarily.  Will also evaluate investments in Cambodia, Indonesia, Nepal, Sri Lanka and Vietnam.

Abbreviation – PEMF 2

Target Enterprises and Projects – Commercial renewable energy and energy efficiency projects in Asia

Approximate Size – up to Euro 50,000,000

Sources of Capital – Finn Fund, ADB

What the Facility Can Accomplish – the possibility exists to increase the share of this fund dedicated to seed investment to as much as Euro 3 million.  It is expected that as much as Euro 1 million might be allocated in the normal course of events but that assumes a relatively high management fee (2.6%) on such a large base (fees usually decline as a fund’s total capital rises).  Facility commitments especially to cost sharing can liberate Euro3 million or more of seed capital for between Euro 375,000 and 673,000

· Transaction Cost Sharing –  Euro 300,000 to 500,000

· Credit / Return Enhancement –Euro 75,000 to 173,000

Annex E.4 - Fund Illustration  – Ghana

Name – Ghana Clean Energy Fund

Abbreviation -- CEDI

Target Enterprises and Projects – Energy efficiency products and services, LPG distribution companies and renewable energy enterprises 

Approximate Size – CEDI equivalent of USD 4.7 million 

(EE and RET = 2.3 million, LPG = 2.4 million)

Sources of Capital – development finance institutions, local banks, and regional development banks

What the Facility Can Accomplish – mobilize capital for 16 or more energy SMEs by sharing the cost of creating quality transactions and partially improving the returns

What the Facility Can Contribute – $811,000 for  preparation costs (TA) from 3rd party providers, 5% interest (only) supplement as a credit enhancement to investors.

· Transaction Cost Sharing – $475,000 

· Credit / Return Enhancement – $345,000 

Annex E.5 – Fund Illustration - Nepal
Name – Clean Energy and Infrastructure Development Fund

Target Enterprises and Projects – On and off grid clean energy enterprises, clean energy-based infrastructure projects, clean energy based agro-processing industry, etc.

Approximate Size – approx USD 4 million 

Sources of Capital – development finance institutions, local banks, and pension funds

The main objective of the Fund is to earn competitive returns for its shareholders by financing environmentally responsible infrastructure investments as well as conversion of fossil fuel based agro-processing to provide clean energy  in the country. A second objective is to mobilize and supply long-term capital for renewable energy and clean industry projects executed by the private sector. Debt investment by the Bank is expected to leverage, on the average, over 35 percent in debt and at least 15 in equity for subject projects from local and international promoters and financial institutions.

Though smaller hydro projects are site-specific and generally suffer from scale disadvantage (and sometimes also from the lack of peaking capability during dry season and from water use conflicts), there are commercially attractive and competitive projects scattered throughout the country. Several small hydro projects near national grid and road access have estimated financial rate of return of around 20 percent. With potential linkages in the economy, these small projects can also contribute to capital market development, domestic manufacturing capability, and indigenous hydropower development skills, serving development objective of the country. Further, with more reliance on domestic financial market, foreign exchange risk could be less and possibly there would be quick financial closure.  

Similar market opportunities are evolving in other renewable energy sectors (e.g. micro hydro, solar power, biogas), that are becoming popular to meet energy needs in rural areas of the country. There is a tremendous scope for harnessing such energy sources for rural development.

What the Facility Can Accomplish – cost sharing of elevated transaction costs.

What the Facility Can Contribute – tbd.

Annex F: Fund Concept Notes

Annex F1 – PEMF 2 - ASIA SUSTAINABLE ENERGY INITIATIVE
1. INTRODUCTION

PEMF 2 will be a closed-end investment fund making direct investments in private sector companies and projects that generate renewable energy, enhance energy efficiency or provide energy services in the emerging markets across Asia, with a focus primarily on Thailand, Philippines, Malaysia, India and China. 

The Fund will have a term of 10 years from the closing date, with a targeted fund size of EUR 50 million.  The Fund will provide equity and mezzanine type financing with a target return for the Fund of 15-20% p.a.

2. THE SPONSORS

The Fund is to be managed by Emerging Power Partners Ltd (EPP).  EPP will jointly establish a special purpose Fund Management Company to carry out the activities of the Fund, with the main office to be in Bangkok Thailand. 

EPP is the manager of the Private Energy Market Fund (PEMF), a € 26 million private equity fund established in 1999 (www.pemfund.com). The PEMF portfolio of investments includes biogas and biomass companies, multiple energy efficiency projects for industrial and municipal customers and several combined heat and power plants. PEMF has invested more than 50 % of its capital in Asia.

3. MANAGEMENT OF THE FUND

The management of the Fund will be carried out through a Fund Management Company (FMC) which will be headed by a dedicated Fund Manager and Management Team, predominately based in Bangkok. This team in turn will be further supported by the Sponsors through advisory agreements.  The Management Team will consist of a focused team of professionals with extensive experience in the renewable energy sector and investing in the Asia region.  In addition to the lead management professionals that will come from current EPP management, the Bangkok office of the FMC will have 2 full time investment officers/analysts and other administrative support staff to be hired from the region. 

4. INVESTMENT STRATEGY

The Fund’s investment objective is to seek current income from cash flow and long-term capital appreciation over the Fund’s 5-7 year holding period. This will be achieved through direct investments in equity or equity related instruments in one of the following key investment areas:  renewable energy, combined heat and power, agro-industry based fuel substitution, and energy service companies (ESCOs). The Fund will target opportunities arising from carbon credit trading, energy sector restructuring, efficiency improvements in energy production, distribution and utilization, and governmental programs promoting clean energy. 

The Fund envisaged that the average size of each investment will be between EUR 3-6 million. The Fund’s Investment Policy and Guidelines will include the standard features that are normally found in other equity funds targeted to emerging markets.

The Fund also expects to create a seed finance window for investing earlier stage capital, in the $150,000 to $300,000 range. Seed investments will finance developmental costs in companies with projects under development covering, for example, technical and financial advisors, closing expenses, and project bonding arrangements. These investments will secure the Fund preferred investment rights in the investee company’s expansion. The total amount of such seed capital investments has been estimated to be 5% of the Fund’s capital and will be invested in the first 2 years of the fund’s commitment period. The Fund hopes to benefit from the UNEP/GEF Seed Capital Access Facility (SCAF) to offset some of the increased transaction/management costs and the lower returns of making and holding these early stage seed capital investments. 

Target countries:  Based on the experience of EPP in Asia the selected countries in Asia have been ranked in two categories. The priority group includes the countries of Thailand, Malaysia, Philippines, India and China.  Other target countries include Cambodia, Indonesia, Nepal, Sri Lanka, and Vietnam.

5. FUND STRUCTURE AND GOVERNANCE

The Fund will be established as a closed-end Limited Partnership. The fund management will be provided by the Bangkok based limited liability company. 

An Advisory Committee will provide guidance in the implementation of the Fund’s investment policy and review the progress of Fund’s investment activities. The Advisory Committee will be comprised of representatives from each of the Investors and will hold meetings semi-annually.  To screen investments an Investment Committee will be comprised of 3-5 individuals, and will actively oversee, review and approve investments as well as divestments proposed by the FMC.    

6. NEXT STEPS

The fund concept has already been presented to FinnFund and received a verbal indication that they have included PEMF2 on their pipeline of potential investments and would like to make a positive investment decision.   The Asian Development Bank – Private Sector Group has received a concept memo on the Fund and is progressing with their Concept Clearance procedures. 

During the months of December  and January the PEMF 2 Fund proposal will be formally submitted to several more European institutional investors and out-reach to potential investors in North America and Asia will commence.  The Sponsors would like to reach closure on the PEMF 2 by the end of the first quarter 2005

Annex F2 - Cameroon Renewable Energy Fund (CREF)

1- Background and Rationale
The electricity sector in Cameroon faces new and ongoing challenges with respect to access to, and reliability of, electricity supply, particularly in rural areas. The sector is facing a rapid increase in demand while the generating capacity has not been renewed for 20 years. Subsequently, consumers and industry have suffered heavily from daily load-shedding over the past four years. The industrial and services output are especially hit by forced outages and system breakdowns, resulting in significant economic loss to the nation. 

Rising energy demand and aging facilities call for major financial investment in plant upgrades and new energy production, transmission and distribution facilities. This in turn, requires improved access to energy resources and the timely, cost-effective development of new supplies. Resource mobilization on such a massive scale has not been possible mainly because of the severe financial challenge faced by the State in the face of competing priorities for public funding; compounding the problem is the fierce international competition for attracting foreign direct investment and a rather limited domestic capital market. 

It is against this background that under the IMF-World Bank reform process, an investor friendly electricity liberalisation program was initiated in 1998, with the goal of attracting private sector participation in the generation and distribution of power; and redefining the regulatory role of government. 

2- Scope and Main Features
The Cameroon Renewable Energy Fund hereinafter referred to as CREF or The Fund, is an independent and financially autonomous investment facility in its fundraising stage. The Fund’s purpose is to increase the availability, and affordability of capital and knowledge required to foster the development of small and medium-sized (15 MW or less) hydroelectric/biomass electricity projects and businesses. The Fund will provide seed, early stage, or development capital to realize the growth potential of a project.

The CREF is targeting a first financial close on the order of €13.5 million. In addition, the Fund will include a technical assistance facility to help developers prepare projects that meet the requirements of market-oriented financing. The technical assistance will help developers carry out financial, engineering, and environmental feasibility studies of projects. CREF is a twelve year Fund, with an investment horizon over four years. 

3- Fund Structure
The governance of the Fund is organized in three main structures designed to promote performance, accountability, and allow an efficient and independent activity development. The institutional structure includes a Board of Administration, an Investment Committee, and a Fund Manager. 

 The managing body of the Fund is the Board of Administration (“the Board”), which consists of representatives of shareholders/investors. The Board develops the policy and strategy, and manages the entire activity of the Fund.

 The Investment Committee reviews, in accordance with the investment guidelines, the recommendations for investment submitted by the Fund Manager for approval, and takes investment decisions.

 The Fund Manager provides professional structured financial engineering and technical expertise to develop and finance commercially viable projects. The Fund Manager is responsible for the investment, finance and administration functions of the Fund. E+Co will hold the responsibility of Fund Manager.

4- Market Development Strategy
Taking into account the identified market opportunities as well as the associated risks in the initial phase of market development; CREF will adopt a three-step investment strategy:

 “Early action” (pre-fund) investment in two or three projects to test the market and refine the investment methodology. The learning and demonstration effect of some successful investments will be crucial in this stage in order to leverage additional parallel or co-financing arrangements. E+Co will leverage it’s non-traditional finance base to cover these initial transactions.

 “Seed capital” and technical assistance window (within the fund) to credible but not yet mature projects. This covers ‘enterprise development’ tasks undertaken by potential clients to pilot early stage plants and to enable the development of full scale investment proposals. It is proposed that the UNEP/GEF Seed Capital Access Facility provide underlying support for the operation of this seed window. 

 “Direct investment” in project implementation. The Fund is expected to leverage resources by attracting additional private investment in co-financing. 

The combined effect of these activities will be to “jump-start” hydro/biomass power projects by reducing initial market risks and promoting successful project replication through application and dissemination of lessons learned.

4- Investment Orientation
Investments will be made in projects that are economically viable, financially bankable and technically, managerially and environmentally sound. CREF will invest in: Projects/companies that have strong prospects for success but are having difficulties attracting investment by themselves; and Projects that will earn a lower rate of return than other sources of capital require, but employment and economic development prospects are strong in the mid and long term.

According to its investment orientation CREF funds can be used to finance: Purchase of equipment, and machinery; Equipment leasing; Civil works; Procurement of know-how; technical assistance and support on system commissioning and operations; and Working capital.

The Fund will provide mezzanine finance -subordinated debt and preferred shares- and could also take an equity kicker (warrants on common shares) in projects with strong potential. The expected returns to the Fund from the investments of about 12% will be below normal for such an investment facility. However it is expected that this fund should still be of interest to commercial investors because of the Managers proven record of creating viable small scale clean energy portfolios, and underlying institutional support that will share some of the initial incremental costs of investing in this sector. 

The Fund is designed to be flexible both in terms of product mix and terms such that it could offer products adapted to the specificities and complexities of each transactions. Detailed lending terms will be decided by the Fund Manager for each specific project.

A commitment of 20% to 40% -to be decided in accordance with the type of investment and the risk profile of the project and the borrower - will be requested from borrowers as their own share of risks. This commitment will be agreed in the financing contract and will consist of an up-front contribution to the approved project. 

The Fund participation in a project will not exceed 30% of the total investment cost. 
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Annex G1: Pro Forma Energy Fund Model 

Annex G1: Pro Forma Energy Fund Model (continued)
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Solar Thermal

Repair and installation of solar 

water heaters
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Biomass

Manufactures and Sales cookstoves
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Senegal
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PV
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Solar water pumping for irrigation

$55,000 
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Annex G1: Pro Forma Energy Fund Model (continued)
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Annex G2: SCAF Leverage Calculations 
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Annex H: Stakeholder Consultation Summaries

Annex H.1 Cameroon
In Cameroon, the main stakeholders consulted are:

· National Investment Corporation (NIC)

· AER, Rural Electrification Agency

· AES-Sonel, subsidiary of US utility

· Cameroon Power and Lighting Corporation (CPLC)

· ARSEL, regulatory body

· Minister of mines and energy

· Fund Special of Equipment and Inter-commune Intervention (FEICOM

· UNDP and the World Bank 

Summary Feedback

Discussions with stakeholders confirmed that there is a strong and repeated support from all stakeholders for a financing mechanism aimed at developing power generation and distribution and that including a seed finance window, if possible, is the way to develop the investment pipeline, which at present is promising but very immature. Reasons for support include a need for increasing sources of supply, improving service quality, developing rural electrification, promoting the involvement of the private sector in the electricity sector. Especially, given the country’s huge hydro potential, a number of them have underlined the need for smaller, more diverse, off-grid hydro projects. Many hydro/biomass projects could be developed in the short and medium term. 

The Fund concept was presented to all the above organizations and encouraging feedback was provided overall, with strong manifestations of interest to participate from: AES-Sonel, NIC, and FEICOM. From the interaction with different stakeholders, it appears that: public organizations such as the NIC and FEICOM will not be able to invest in a regional Fund, as the scope of their mission is limited to Cameroon. Institutions that are likely to invest on a regional level include the Central African Development Bank (BDEAC) and international financial institutions.

The meetings also revealed a number of key questions and contradictions identified in the regulatory and institutional framework of the electricity sector in Cameroon. The results of individual consultations is summarized as follows:
· National Investment Corporation (NIC), state investment company. NIC's activities focus on private sector development and investment in parastatals. The meeting with the CEO generated a great deal of interest. The NIC supports the fund idea and is very keen to get involved. This also coincides with the fact that they are busy developing a strategic plan for company involvement in the energy sector for the next ten years.  

· AER, Rural Electrification Agency. AER indicated that they have a portfolio of 15 hydro projects, for which feasibility studies have been completed. This portfolio will also be submitted to the UNDP/GEF program and there is good complimentary between the sorts of support these two projects can provide.

· AES-Sonel, subsidiary of US utility; AES-Sonel currently has the monopoly to run the electricity market in Cameroon. It is interested in the project for such reasons as strategic positioning and corporate social policy with regard to upcoming retrenchment.  They are interested to see the fund financing the rehabilitation of some old small hydro sites. 

· Cameroon Power and Lighting Corporation (CPLC)  CPLC is interested in the rehabilitation of AES-Sonel small hydro sites. Among their shareholders is Mecamidi, a French company based in Toulouse that manufactures turbines. Discussions with the Minister of mines and energy indicated that Mecamidi could possibly be awarded the concession. Because it appears that Mecamidi has plans for Cameroon beyond the East province, this seems to represent an opportunity to partner in developing the concession area but also other projects. They also represent a strong potential partner for the fund.

· ARSEL, regulatory body. A number of issues regarding the implementation of the regulatory framework were discussed. Discussions focused mainly around: competition, concession and licensing procedure, the AES-Sonel concession, AES-Sonel monopoly, and the AES-Sonel concession area. ARSEL pledged its support for the fund initiative.  A National Commission on Energy was set up last year with the mission of designing a long-term development plan for the electricity sector and to provide recommendations for the appropriate institutional and regulatory framework necessary to achieve the plan. The final report of the commission is expected before the end of the year. 

· Minister of mines and energy, Positive feedback from the minister who pledged his full support. He later introduced us to the director of energy with whom we will be working closely. The minister offered to organize a tripartite meeting with AER and the ministry to define a partnership for the implementation of the rural electrification master plan. 

· Special Fund for Equipment and Inter-Commune Intervention (FEICOM), Since 1977 FEICOM has been leading the way in facilitating investment and promoting infrastructure development in Cameroon. FEICOM is a financially autonomous organization that, together with the Ministry of Finance, provides funding and counsel to operators in the sectors of construction, infrastructure, transport and energy. The principal activity of the FEICOM is the financing of projects and urban and rural communal equipment. FEICOM is already providing financial assistance to AER for rural electrification. They have reacted positively to the fund idea but are waiting to see a full proposal to decide of their participation. 
UNDP and the World Bank, Possible collaboration with the planned UNDP/ GEF regional hydro program was discussed with representatives of both organizations in Cameroon.

Annex H.2: Stakeholder Consultation - Asia Region

In the Asian region, the main stakeholders consulted were:

Electricity Authority of Cambodia – National regulatory body of Cambodia

Ministry of Environment - Department of Planning (Cambodia)

Ministry of Industry, Mines, and Energy (Cambodia)

SME Cambodia – NGO active in Rural Electrification/IPP sector support

World Bank: Renewable Energy Action Plan (Cambodia) 

Agricultural Bank of China (Yunnan, China) – Foreign investment section

Selco Solar Light Pvt. Ltd. (India) – Provider of solar PV equipment/services

Ministry of Energy – Dept. of Alt. Energy Dev. and Efficiency (Thailand)

Palang Thai (Thailand) – NGO active in clean energy policy advocacy

Thai Biogas Energy Co. (Thailand) – Private developer of biogas projects

Asian Development Bank– Private Sector Group (Philippines)

Cepalco (Philippines) - Private electricity utility (gen. and dist.) on Mindanao

UNEP and UNDP, Regional Office for Asia/Pacific (Bangkok) 

Feedback Summary

With the increasing demand for electricity from both residential and commercial consumers along with a need to reduce energy supply risks and costs, the consulted stakeholders across the region showed a real desire for an increase in the flow of private sector equity into the emerging private energy sectors of the countries. There was also a perception that additional support in the form of early stage capital, business services and specific technical skills pertaining to clean energy are also needed. Renewable energy sources are widely available across Asia, and governments and industry are keen to identify and adapt technologies and put systems in place to take advantage of this potential in the near term.

All stakeholders were supportive of the concept of the creation of the proposed PEMF 2 fund, including the seed window, and saw the need for such a fund in their respective markets, although ideas on modes of implementation and terms for investment differed among the parties. The Asian Development Bank (ADB) is now reviewing the funds Concept Memorandum to consider possible participation as an investor. 

The individual organizations specific areas of interest are noted below: 

· Electricity Authority of Cambodia – National regulatory body, responsible for regulation of generation and distribution. ECA has begun a program to impose standards on the rural transmission and distribution systems that operate independently across the country. EAC is concerned that these local IPPs have access to sufficient technical and financial resources to bring their systems into line with the new regulations that will come into effect in the next few years.

· Ministry of Environment - Dept. of Planning (Cambodia): The Department of Planning is working to encourage other government agencies, international donors, and the private sector to adopt clean energy solutions. They realize the need for investment and business services to be directed into sustainable energy sector for it to become viable in the minds of local developers.

· Ministry of Industry, Mines, and Energy (Cambodia): The Ministry is interested to see coordinated and sustainable growth in rural electrification systems across the country. They would like to see Cambodia’s limited hydro power potential developed to its fullest as part of the newly emerging national grid plans. A private sector fund focused on these two sectors would support the Ministry’s overall plan for energy development in Cambodia.

· SME Cambodia: This group has been working since 2000 to assist rural IPPs to organize and improve their business operations. They helped establish the Rural Energy Enterprise Association in Cambodia and have a number of projects to offer for development. They would be well positioned to prepare rural IPPs for a PEMF 2 seed fund window.

· World Bank - Renewable Energy Action Plan (Cambodia):  The promoters of PEMF 2 were involved in the World Bank’s stakeholder meeting during the development of the Renewable Energy Action Plan and provided input as the process was ongoing. 

· Agricultural Bank of China (Yunnan, China):  Discussions with the bank focused on how foreign investment companies can operate in the Chinese energy market. While there are still significant obstacles for foreign investors, the Bank officials expressed a need for foreign funds and business practices to be brought into the sector.

· Selco Solar Light Pvt. Ltd. (India) – Provider of solar PV equipment/services: Selco India was positive about the development of a specialized fund for clean energy. While many programs exist in India for supporting Solar (and other renewables) they are often tied to regulations or conditions that make them difficult to utilize fully. Additional funds and competition in the market would help the clean energy industry overall. Selco has received seed capital investment from E+Co in the past.

· Ministry of Energy – Dept. of Alt. Energy Dev. and Efficiency (Thailand): The Thai government supports clean energy in a number of ways through subsidies and special access to PPAs for clean energy projects. In general though Thai investors and banks have been slow to finance these types of projects.  Additionally appropriate technologies and business models are needed to provide examples in the industry. The creation of a PEMF 2 fund was seen as a positive development that could accelerate the uptake of projects already proven as tech/financially viable but not clearly understood by the commercial sector. 

· Palang Thai (Thailand) – NGO active in clean energy policy advocacy: Discussions with Palang Thai confirmed the need for real and successful projects in the private sector that can demonstrate the ability of the private sector to play a role in energy service delivery and through this can encourage enlightened policy decisions affecting the sector.  PEMF 2 was seen as a good vehicle for the creation of such projects, particularly if it could provide early stage finance to get the commercial pipeline of projects developing in Thailand.

· Thai Biogas Energy Co. (Thailand) – Private developer of biogas projects: This group is representative of several private sector project developers that would welcome the addition of a fund and fund management company experienced in developing and financing clean energy projects. 

· Asia Development Bank – Private Sector Group (Philippines): The Private Sector Group of the bank has received a concept memo on the PEMF 2 and is progressing with their Concept Clearance procedures.  PEMF 2 expects to begin formal due diligence with the ADB in early 2005 regarding the ADB’s participation in the fund.  

· Cepalco (Philippines) - Private electricity utility (generation and distribution) in Mindanao: This company is representative of several private sector power generation and distribution companies in the Philippines that would welcome the addition of a fund experienced in financing clean energy projects. 

· UNDP – Regional Office for Asia/Pacific (Bangkok): Several discussions have been held with UNDP staff in Bangkok and the field regarding the development of an Asia based renewable energy fund.  It is expected that areas of collaboration will emerge especially developing strategies at a country level as the PEMF 2 develops.

Annex I1: REED Investment Portfolio 
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Annex J: Assessing the Benefits of REED/E+Co Investments

Study Conclusions
 (see also an example analysis for the enterprise BETL)
The sample of enterprises for this study was drawn primarily from AREED and broadened by a selection of REED-type enterprises from E+Co’s portfolio in Central America, where different technologies have been supported compared with Africa. 
Since the sustainability of the business is the foundation to the sustainability of the enterprise’s social and environmental impacts, attention was also given to business performance in the discussion and enterprise data presented.
All the enterprises in the sample studied were found to have significant social impacts through their operations.  The narrowest social impact mechanism is income-creation for employees, local suppliers, distributors and other related industries.  Further social impacts occur due to the improved availability of clean energy services to enterprise customers and enterprise involvement in the local community.  The level of these social impacts depends on the nature of the enterprise’s business – the scale of their operations and their contact with low-income, informal sectors.  

The enterprises all have positive environmental impact through offset greenhouse gas emissions; although in two cases this is not significant in comparison to the social effects and is insufficient to be viable as a small-scale CDM project.  Of the six projects with significant environmental impact, four also contribute to avoided deforestation and one to improved waste management.

So far, REED’s major successes have been the identification of promising enterprises in infant sectors and giving the investment necessary for these to grow, expanding the delivery of clean energy services and establishing new sectors in the countries of operation.  REED has done less to build business management capacity in supported enterprises, which in some cases would benefit from improved systems for accounting, training and responding to safety hazards.  

REED combines its focus on developing specific enterprises with general entrepreneurial training, which helps to identify viable businesses, and policy level interventions in certain countries, to address barriers identified through its experiences with a wide range of local enterprises.

This study has found that the REED approach is an innovative mechanism, which has effectively overcome many of the challenges facing it to deliver valuable social and environmental impacts within its first three years.  As well as strengthening the REED program for expansion, the learning from this period can help to inform the design of new enterprise investment funds and contribute to discussion on the way forward in this area of development.
Enterprise Name
Business Area
REED/E+Co

Investment
Country
Benefit/Cost Ratio

Anasset
LP Gas retail
$38,000
Ghana
4.5

BETL
Alternative fuel retail
$50,000
Tanzania
7

CISA
Grid-connected small-hydro
$450,000
Honduras
71

GTEL
Energy-efficient lighting retail
$70,000
Ghana
9.9

SHLN
Grid-connected mini-hydro
$250,000
Honduras
2.2

Sodigaz
LP Gas retail
$183,088
Mali
2

Tecnosol
Solar-home-system retail
$100,000
Nicaragua
4

USISS
Solar food-drying
$19,665
Mali
1

Table 1: Summary of enterprises in study sample
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Enterprise Name:

 

Biomass Energy Tanzania Limited (BETL)

Amount Invested:

 $50,000 loan

Business Activity:

 Alternative fuel

1

 retail

Date Disbursed:

  30

th

 July 2003

Country:

 

   Tanzania

Current Terms:

    10.0%, 4 years

AREED contribution

The AREED loan allowed this start-up enterprise to begin operations in August 2003.  BETL coordinates 

sourcing and

supply for a range of agricultural and other 

biomass wastes, for use as fuel by a single current client, 

Tanga Cement

Company 

Ltd (TCCL).  The client uses the 

biomass supplied in the back end of their clinker cement kiln, to displace up

to 15% of the 44,000 tons of heavy fuel oil otherwise used yearly to provide heat.  This results in cost savings to TCCL

and reduced greenhouse gas emissions, both organizational goals set by the Swiss parent company, 

Holcim.  BETL earns

$40-$60 per ton of fuel delivered, depending on calorific value, which generates a 43% gross profit margin on the

monthly deliveries of up to 1200 tons.  The AREED loan gave the entrepreneurs the resources to experiment in this new

market, 

trialing a wide range of local 

biomass wastes at TCCL over the first year of operations, to find fuels that provide

strong, even heating at a competitive cost.  Of around ten 

trialed fuel types, cashew nut shell and sunflower/safflower

cake have proved the most successful.

Beneficiaries

Indirect income creation in 

biomass collection and transport is, potentially, the most significant social impact of 

BETL’s

activities.  Those who have benefited over the past year include collectors of coconut-husks, in rural areas, and charcoal

dust, in urban areas.  Each ton of 

biomass supplied also generates income for the 

Tanga-based transporter, 

Nassoro 

Fehdi,

who has used these profits to buy an additional 7-ton truck and to employ an extra driver.  BETL has employed one new

staff member, William 

Ngwi, who is currently undergoing professional accountancy training.

Non-financial impacts

The women who collect bags of charcoal dust in urban areas can earn $60/month full-time, collecting 40 bags a day for

the waste contractor used by BETL.  This income level is 25% more than the minimum wage in Tanzania and constitutes

low level job creation with a genuine impact on poverty.  

BETL’s current focus on cashew nut shells and

sunflower/safflower cake does not provide the same impact, since these are collected in bulk directly from processing

plants.  However, the entrepreneur has recently begun a briquette-manufacturing operation that does require large

volumes of charcoal dust supply and should create several full-time collection jobs for the same women.  The

entrepreneur also plans to increase their supply of carbonized coconut husks, which have very high calorific-value and

attract a high price from TCCL.  These husks would be 

sourced in rural areas by providing rudimentary carbonizing

equipment on a credit basis to the individuals already involved in collection.

Environmental impacts include both local benefits arising from a waste disposal mechanism and the global impact of

offset 

GHGs, otherwise emitted from combustion of heavy fuel oil at TCCL.  Both the ‘cake’ and shell wastes are

generated from rotated crops, which are neutral with respect to carbon dioxide emissions, since gasses yielded on

combustion can be reabsorbed by the following year’s crop.  In addition, burning agricultural by-products – such as the

coconut husks, cashew nut shells, sunflower cake and safflower cake – avoids methane emissions from decomposition in

open waste-dumps.

A major future development for BETL is the adaptation of 

TCCL’s kiln to accept 

biomass for front-end burning,

scheduled for the 2

nd

 quarter of 2005.  This opens up possibilities for BETL to supply higher levels of 

biomass and to

attract carbon financing, on the basis of the ‘

additionality’ provided by new 

biomass-burning infrastructure.  BETL plan

to source further 

biomass in the 

Arusha region and reinvest the profits from carbon financing for expansion of their

service to additional industrial clients.

                              

                  

1

 ‘Alternative fuels’ are departures from traditional petroleum and 

woodfuel based energy production.  This term is used in different

technological areas to cover a differing range of energy sources.  In the case of BETL in Tanzania, possibilities include by-products of

crop processing, either for direct combustion or by capturing methane released on decomposition, burning of other 

biomass wastes

such as charcoal dust and sawdust, and rotated energy-crops.  Currently, direct combustion of by-products from agricultural crops such

as sunflower, safflower and cashew nut constitute the bulk of 

BETL’s business.





Average salary for additional staff, net of tangible benefits (US$/year)
7340
# additional permanent staff directly employed by enterprise
1

The enterprise is funding chartered accountancy training for William Ngwi, which is now one third completed.

Provision of Service to Customers & Community

Additional customer cost savings (US$)
210,300
Income creation for suppliers (US$)
13,700

Environmental Effects of Operations


Additional Greenhouse Gas offsets (tons CO2 equivalent)
10,500
Value of additional Carbon Credits if sold, after transaction costs (US$)
41,600

Projected Greenhouse Gas offsets over loan term (tons CO2 equivalent)
86,000
Projected value of Carbon Credits over loan term if sold, after transaction costs (US$)
387,000

Local environmental benefits include avoided charcoal dust in urban areas, avoided use of land for disposal of agricultural waste and avoided eyesore of unmanaged, open waste dumps around inhabited processing areas.

Financials and Operations

Annual sales (US$/year) 
168,000
Annual sales (tons biomass/year)
3,400

Gross Margin (%)
43.1
Net Margin, after tax (%)
7.7

Additional profits, after tax (US$)
12,980
Additional remuneration to entrepreneur (US$)
N/A

Co-financing obtained (US$)
180,000
Increase in assets (resale value, US$)
N/A

Due to BETL’s initial testing of different biomass suppliers and fuel types, the enterprise only began generating positive profits in 2004.  Therefore, although total profits over the year were $12,980, monthly profits are now a consistent $6,500.

N.B. This analysis gives the minimum impact of the enterprise, showing only benefits so far measured.  The analysis only includes those benefits that can readily be quantified, which are typically a fraction of total social impacts.
Critical success factors
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Text Box 1: Expanding a Proposed Asian Fund to Include Seed Capital


Emerging Power Partners Ltd. (EPP) is in the process of raising capital for a sustainable energy fund (presently known as the PEMF 2 Asia Sustainable Energy Initiative), as a follow-on to the Euro 26 million Private Energy Market Fund.  The new fund will invest in renewable energy and agro-industrial energy projects, energy efficiency and ESCOs in Thailand, Malaysia, Philippines and China primarily and will also evaluate investments in Cambodia, Indonesia, India, Nepal, Sri Lanka and Vietnam.  


At present PEMF 2 is planning to invest in reasonably secure “cash flow and capital appreciation” projects in the Euro 3 to 6 million range. Although EPP believes that doing smaller seed capital investments as part of the fund strategy would be an effective means to build the pipeline of growth capital investments, this combined seed/growth capital approach is still seen as too risky and too costly by investors. Without outside support, the PEMF 2 fund would need to price any small scale investment at a level which is generally out of reach of smaller project developers. Incremental transaction costs and risk-return perceptions prevent the creation of a seed capital window in PEMF 2.


The proposed Seed Capital Access Facility could help address this problem. By sharing part of the transaction costs and offering a return ‘buy-up’, the Facility would allow PEMF 2 investors to consider allocating $2 - $3 million within the fund for early stage, seed capital investing. A contract would be developed between SCAF and PEMF 2 at the outset that committed to provide a share of the higher management costs associated with smaller transactions and an interest rate supplement. 


In practice this will work as follows. PEMF 2 investors are seeking a 12.5% return on individual transactions. It is expected that a seed capital window would achieve a 7.7% return on a comparable transaction basis, creating a 4.8% gap and costing three times as much to prepare and manage. In this case the SCAF would contract for a share of these two differences as follows:


Transaction Costs - The Facility would tentatively negotiate a total transaction cost-sharing agreement of between Euro 300,000 and 500,000 to cover the incremental costs of working with entrepreneurs to prepare investments, and then transacting and managing a portfolio of small seed finance deals. This support would be paid out over 3 to 4 years in annual installments.


Return Enhancement - The Facility might provide an annual investment premium of 1.5% to 2.75% for each seed finance transaction taken over a period of three to four years.  This payment would be made at the time of each individual investment. On a set of seed capital investments totaling Euro 2,000,000, this premium would be between Euro 75,000 and 173,000.


Thus, SCAF could foresee a commitment of between Euro 375,000 and 673,000 to PEMF 2. More information on PEMF2 is available in Annex F1.











Text Box 2: Creating a Seed and Growth Stage Fund in Cameroon


E+Co Africa (Based in South Africa) is working with local investment institutions in Cameroon to create a Cameroon Renewable Energy Fund (known by the acronym CREF).  The proposed $14.5 million fund will invest in biomass to electricity, smaller hydro-electricity and (perhaps) a set of rural energy enterprises in Cameroon. For this fund to succeed in making eight catalytic investments of $1 million to $1.5 million each (and thus truly transform the market in Cameroon), it will need to create a seed portfolio of somewhere between twenty and thirty early stage investments. Twenty investments at $150,000 assumes $3 million of seed capital.


The challenge here  will involve third party technical assistance and other enterprise development costs to ready projects for consideration, combined with the difference between the expected and required mid-term returns (projects require 12 to 15 years to pay back at ~10-12%), which will easily be three to six percentage points for three to four years.


What SCAF would evaluate is the perceived return differential on $3 million for four years, during which time 25% of these projects would mature and offset the going forward loss on the remaining 75%.  For three to four years at between three and six percent, the nominal cost would be $90,000 to $180,000 per year.  More information on CREF is included in Annex F.








Text Box 4: Portfolio Impacts


The E+Co portfolio of 87 investments ($11.5 million) has produced the following benefits: 


352 GWH of clean electricity 


353,000 households (1.8 million people) served with modern energy 


almost $6 million of improved income and over 1300 jobs created


Over 500 entrepreneurs and 100 financial institutions and NGOs trained 


478,000 tonnes of CO2e avoided annually (life cycle value of almost $42 million) 


33,600 households provided 39 million liters of clean water 


4 million liters of kerosene, almost 32,000 bbl of oil and 45 million kg of firewood displaced


Fourteen different technologies implemented





Figure 1:





Quantifiable impacts: cost-benefit analysis





The most significant social effects of the enterprise are on the individuals and companies in the biomass supply network, both through creating income and building awareness of the value inherent in by-products regarded previously as ‘waste’.  In creating a new precedent for energy supply in Tanzania, the entrepreneur is also well-positioned to access financing from concerned parties, with an outside equity investment of around $180,000 from ‘Abassi exports’ in the new briquetting plant and possible support from the Shell Foundation.  Building on this foothold and extending the awareness creation effort is a necessary growth strategy for BETL.








� 	Cameroon (19/10/1994), Zambia (28/04/93), Tanzania (17/04/96), Thailand (28/12/1994), Cambodia (18/12/1995), Indonesia (23/08/1994), Philippines (02/08/1994).


� 	See http://www.uneptie.org/energy/projects/REED/REED_index.htm


� 	Mainstream investors are defined as those financiers currently active in the energy sector in target regions, including development banks, local and regional commercial banks, national investment authorities, private investors, etc.





� 	Examples of enterprises supported by REED programmes include solar and wind powered water pumping businesses, solar thermal and PV, crop drying, waste to energy and energy crops for co-firing manufacturing processes, biofuelled village milling platforms, industrial charcoal production, and various energy efficiency activities.


�	Sustainable energy here refers to both renewable energy and energy efficiency, although this project will mainly target renewable energy businesses.


� 	GEF support will be matched by direct co-financing from entrepreneurs and seed capital investment from respective funds. Once some of the seed transactions mature into more commercial opportunities, significantly more capital will be leveraged.   At the overall project level, this translates into a  total investment of seed capital from respective funds of $15 million and from entrepreneurs $23 million, which will be followed by growth capital funds totalling $148 million under the base case scenario (See Annex D: SCAF leverage analysis for best and worst cases).  


� According to this estimate, indoor pollution has become the world’s 4th largest health risk.


� Cameroon has seen real GDP growth averaging 4.5% annually over the last six years.


� In the region as a whole, net electricity consumption is projected to increase at an average rate of 3.7% percent per year from 2001 to 2025 (IEA2004 reference case).


� Electricity supply in Cameroon does not meet demand and power cuts are common, particularly during periods of drought. Despite the privatization of the power utility, Société Nationale d’Electricité (SONEL) and the existence of a legal and regulatory framework liberalizing and introducing competition in the electricity subsector, the supply of electricity and the quality of service to the public in general still have huge shortcomings.


� See � HYPERLINK http://www.energyhouse.com ��www.energyhouse.com� for information on E+Co.


� The ”R” in REED refers to both Rural and Renewable, although any sustainable energy SME can be supported in target countries. Although many of the best opportunities for sustainable energy enterprises involve renewable energy technologies, the strategy is not technology-specific, but rather structured to consider any option that involves a shift towards cleaner energy use patterns. For example, LPG is considered clean because it has local environmental benefits such as avoided deforestation and household pollution.


� A general background document on the REED programmes is “Open for Business: Entrepreneurs, Clean Energy and Sustainable Development” ( http://www.uneptie.org/energy/publications/files/openforbusiness.htm)


� Including the Kumasi Institute of Technology and Environment (KITE) in Ghana, the Mali-FolkeCenter (MFC), ENDA-TM in Senegal, the Tanzania Traditional Energy Development Org. (TaTEDO) and the Centre for Energy, Environment and Engineering in Zambia (CEEEZ).


� E.g. UN Foundation has provided $8.6 million over the past 4 years to this area; US AID, Oak Foundation, Blue Moon Foundation, Body Shop, Citigroup, SIDA, the Dutch Government.and many others have also been major supporters.  At the Bonn renewables2004 conference AREED was recognized as a ‘best practice’ approach and KfW signed an $8 million letter of intent for E+Co seed finance activities in Africa. 


� Typically referred to as risk capital in the commercial financial markets, although differing in that risk capital usually comes in the form of equity investment, whereas seed capital is usually in the form of debt.


� For example if a clean energy seed window would help bias an overall energy fund (ie one not specifically focused on RE or EE)  towards RE/EE projects.


� This number does not coincide with the percentage of write-offs resulting from the IFC’s due diligence of E+Co (which was about half of overdue loan receivables or 25% of total loan receivables). To reconcile the proposal with this more conservative view on future cash flows, the SCAF pro forma model was adapted accordingly and total write-downs on loan receivables were set to 25.4%.


� The potential total capital stimulated reaches almost $265 million if the full build-out of portfolio investments is assumed.


� This conclusion was made as the result of an independent assessment carried out by IFC.


� This figure is fixed since it will be a condition for SCAF disbursement.


� Further details of the preliminary E+Co “triple bottom line” results through October, 2004 are available in “Triple Bottom Line Impact: Monitoring and Evaluation”, E+Co, October 2004.


� Or, as previously mentioned, SCAF will also consider proposals for creating standalone seed fund instruments, or clean energy seed windows within energy funds that focus on not just RE or EE.


� See for example the REED Entrepreneur Toolkit (http://www.areed.org/training/toolkit/index.htm).


� Credit enhancements are a variety of subsidies aimed at softening loan financing, either for the lender or the borrower. The concessionality comes in the form of risk sharing guarantees or interest-rate reductions.


� UNEP has been developing renewable energy credit enhancements in a number of countries, including India where a UN Foundation/Shell Foundation supported UNEP partnership with two large retail banks has seen over 11,000 solar home system loans approved in the first 20 months of operation. The interest rate subsidy credit enhancement approach is easy to phase-out, and provides good leverage (6.5:1 in the Indian case). UNEP has also developed similar products for the solar thermal sectors in Tunisia and Morocco. WB/IFC has also been scaling up their larger scale efforts in this area, although more focused on guarantee enhancements.


� If not, they either result in outright failure, or failure to grow (a small business stays small but still repays the investment).


� equal to about 10% return on a fund basis (after losses and fees)


� Information on the programme activities of this unit are available on-line at � HYPERLINK http://www.uneptie.org/energy/finance ��www.uneptie.org/energy/finance�


� 	E+Co is registered as a US 501 non-profit entity.


� 	For example, in the Pro Forma case we expect SCAF support to be in the $300 - 500K range, for a $1.5 - 2mn seed fund and a total capital formation of ~$25 million, including both the investment and the return on this investment.


� 	As mentioned earlier, many of the ‘mainstream investors’ that we’re dealing with do in fact have a public mandate to promote energy sector growth, and therefore will be willing to take a lower return on a seed finance portfolio if it is seen as instrumental in catalysing overall energy sector development. In essence, they are willing to cover part of the incremental cost, usually for development reasons.


� 	When considering this argument it is important to remember that to be seen as successful the seed finance approach does not need to become commercially viable in itself, but rather it only needs to be seen as a cost effective pipeline development tool for a financiers’ more commercial investment activities


� 	Fortunately some small evidence exists (the PEMF 1 experience leading to the consideration of a seed capital window within PEMF 2) that the market is quick to respond to successful strategies.


� 	Replication can occur in many ways, either as part of one fund managers strategy, for example E+Co’s ‘funds and affiliates’ growth model that targets the creation of a number of semi-autonomous affiliated funds, including those included in the SCAF fund pipeline. Replication can also occur by competitive forces. A former E+Co manager split off from the company in 2004 and set up a new fund management company called GroFin (www.grofin.com).   UNEP has begun discussions with GroFin regarding fund developments they have underway in Africa and Latin America. Other replication is sure to occur in other ways that are difficult to predict in advance. UNEP will endeavor to facilitate this process, wherever possible.


� SCAF Returns Enhancement support line will only be paid out at the time of individual seed fund investments, therefore the minimum co-finance criteria will be guaranteed.


� Mezzanine finance groups together a variety of structures positioned in the financing package in between the high risk / high upside equity position and the lower risk / fixed returns debt position.


� To be monitored as indirect impact - leveraged funding and replication, and indirect GHG reductions.


� This figure is fixed since it will be a condition for SCAF disbursement.


� Not including REED investments made on behalf of UNEP and listed in Annex H1.


� During the PDF-B preparatory phase a study was carried out to establish the nature, magnitude and distribution of the benefits that might be attributed to the successful operation of one or more REED/E+Co supported enterprises in a given energy-economy.  The ongoing work utilizes a set of test indicators developed through collaborative research involving REED country partners and researchers from Lund University and the Said Business School at Oxford University. The full report is available upon request.





� Offset GHG emissions are calculated using fuel data from the industrial client, TCCL and standard IPCC formulae on rotated energy crops and avoided decomposition of waste.  For valuation of the emissions, a CER price of $5/tCO2e, sunk transaction costs of $100,000, yearly monitoring costs of $6,000 and a total project life of 21 years are assumed, based on Medina-Gomez (2003) and comment from BETL’s carbon financier, Camco. 
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Example Enterprise Analysis 


Enterprise Name: Biomass Energy Tanzania Limited (BETL)
Amount Invested: $50,000 loan

Business Activity: Alternative fuel
 retail



Date Disbursed:  30th July 2003


Country: 
   Tanzania




Current Terms:    10.0%, 4 years 

AREED contribution


The AREED loan allowed this start-up enterprise to begin operations in August 2003.  BETL coordinates sourcing and supply for a range of agricultural and other biomass wastes, for use as fuel by a single current client, Tanga Cement Company Ltd (TCCL).  The client uses the biomass supplied in the back end of their clinker cement kiln, to displace up to 15% of the 44,000 tons of heavy fuel oil otherwise used yearly to provide heat.  This results in cost savings to TCCL and reduced greenhouse gas emissions, both organizational goals set by the Swiss parent company, Holcim.  BETL earns $40-$60 per ton of fuel delivered, depending on calorific value, which generates a 43% gross profit margin on the monthly deliveries of up to 1200 tons.  The AREED loan gave the entrepreneurs the resources to experiment in this new market, trialing a wide range of local biomass wastes at TCCL over the first year of operations, to find fuels that provide strong, even heating at a competitive cost.  Of around ten trialed fuel types, cashew nut shell and sunflower/safflower cake have proved the most successful.  


Beneficiaries


Indirect income creation in biomass collection and transport is, potentially, the most significant social impact of BETL’s activities.  Those who have benefited over the past year include collectors of coconut-husks, in rural areas, and charcoal dust, in urban areas.  Each ton of biomass supplied also generates income for the Tanga-based transporter, Nassoro Fehdi, who has used these profits to buy an additional 7-ton truck and to employ an extra driver.  BETL has employed one new staff member, William Ngwi, who is currently undergoing professional accountancy training.  


Non-financial impacts


The women who collect bags of charcoal dust in urban areas can earn $60/month full-time, collecting 40 bags a day for the waste contractor used by BETL.  This income level is 25% more than the minimum wage in Tanzania and constitutes low level job creation with a genuine impact on poverty.  BETL’s current focus on cashew nut shells and sunflower/safflower cake does not provide the same impact, since these are collected in bulk directly from processing plants.  However, the entrepreneur has recently begun a briquette-manufacturing operation that does require large volumes of charcoal dust supply and should create several full-time collection jobs for the same women.  The entrepreneur also plans to increase their supply of carbonized coconut husks, which have very high calorific-value and attract a high price from TCCL.  These husks would be sourced in rural areas by providing rudimentary carbonizing equipment on a credit basis to the individuals already involved in collection.


Environmental impacts include both local benefits arising from a waste disposal mechanism and the global impact of offset GHGs, otherwise emitted from combustion of heavy fuel oil at TCCL.  Both the ‘cake’ and shell wastes are generated from rotated crops, which are neutral with respect to carbon dioxide emissions, since gasses yielded on combustion can be reabsorbed by the following year’s crop.  In addition, burning agricultural by-products – such as the coconut husks, cashew nut shells, sunflower cake and safflower cake – avoids methane emissions from decomposition in open waste-dumps.  


A major future development for BETL is the adaptation of TCCL’s kiln to accept biomass for front-end burning, scheduled for the 2nd quarter of 2005.  This opens up possibilities for BETL to supply higher levels of biomass and to attract carbon financing, on the basis of the ‘additionality’ provided by new biomass-burning infrastructure.  BETL plan to source further biomass in the Arusha region and reinvest the profits from carbon financing for expansion of their service to additional industrial clients.

� ‘Alternative fuels’ are departures from traditional petroleum and woodfuel based energy production.  This term is used in different technological areas to cover a differing range of energy sources.  In the case of BETL in Tanzania, possibilities include by-products of crop processing, either for direct combustion or by capturing methane released on decomposition, burning of other biomass wastes such as charcoal dust and sawdust, and rotated energy-crops.  Currently, direct combustion of by-products from agricultural crops such as sunflower, safflower and cashew nut constitute the bulk of BETL’s business. 












