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Submission Note

This document consists of two parts; Part I. Models and Issues which is prepared by the
World Bank presents a number of hypothetical projects applying the two concepts for
concessional lending proposed by the World Bank to the 18th Meeting of the Executive
Committee and also a number of management issues under each concept.

Part II:  Policy Implications of Implementing the Two Concepts which is prepared by the
Fund Secretariat provides an analysis of implications on the current policy structure of the
Multilateral Fund of implementing the two concepts proposed by the World Bank. Part 1T also
provides a brief assessment of the issues raised by the World Bank in Part 1.
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PARTI
CONCESSIONAL LENDING FOR ODS PHASEOUT:
MODELS AND ISSUES

{Submitted by the World Bank)
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Concessional Lending for ODS Phase-Out: Implications and Models
Introduction

At the Eighteenth Meeting of the Executive Committee (ExCom), the World Bank
presented the paper, “Congessional Lending for ODS Phaseout” (UNEP/OzL. Pro/BxCom/18/74)
which discussed the possibility of using concessional lending mechanisms to leverage the
resources available through the Multilateral Fund for the Immplementation of the Montreal
Protocol (MPMP). This papex was prepared in tosponse to the BxCom’'s request at the 16th
meeting and reflects the intersst which has been expressed on concessional lending going back to
the third mecting of the ExCom in 1991.

The paper highlighted the following characteristics which would be necessary fora
concessional lending mechanism to be successful in the contexr of the MEMP:

L 2

Given the scarcity of Multileteral Rund resources, & concessional lending machanisoy
should leverage available rescurces.

s Given the processing efficiencies gained over the last three years, the concessional
lending mechanism should wtilize existing funds processing/allocation procedures

and require minimum amendments to agency-ExCom agreements or other aspects of

legal framework now covering the flow of funds from the Multilateral Fund to

participating ¢nrerprises.

The spirit of the Montreal Protocol and the Multilateral Fund (i.e., to covér eligible

incremental costs) should be ruaintained through any type of concessional lending
arrangements.

Having examined these factors, the paper cancluded that two different mechanisms for
concessional lending would be feasible within the context of the MEMP:

(1) “providing interest buy-down grants to enterprises (in addition to incremental-cost
grants) on non-Multilateral Fund sourced loans for the project cost component not
covered by the grant;” and

{2) “providing sectoral inceemental-cost grants to Article 5 countries for conosssional
on-lending to enterprises.”

Upon consideration of the paper presentsd at the 18th meeting, the ExCom degided, “to
request the Secretariar, togather with the World Bank, and in consultation with other entities with
expertise in the filed, such as regional development banks, to prepare for the Twentieth Meeting
of the Executive Committee 2 more detailed documnent on this issue, exploring the oparational
implications of applying the concepts set oit in the report. This paper should include an -
examination of hypothetical projects, to be prepared by ths World Bank, which would practically
damounstrate the iraptications of the application of these concepts.”
(UNEP/OZL.Pro/ExCom/ 18775, pare, 58(b), Decision 18/26),

Given this mandate, this paper will examine the two “feasible™ mechanisms identified in
the October 1595 paper more closely and illustrate throngh sample eases the practical
implications of applying these concepts. In parallel to the World Bank's efforts, the US
Environmental Protection Agency is working with the InterAmerican Development Bank to
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develop a model operational mechanism to iltustrate how a particular concessional lending
concept might be implemented.

Goals of Concessional Lending

Before discussing the concepts and models for concessional Jending, it is important to
first outline ohat the roals are for establishing any kind of concessional lending mechanism. The
goals for concessiond) lending, as indicated above, should also be in line with those of the
MEFMP as a whole, The overriding goal of the MEMP is of courze to achisve fagt, cost-effective
QODF phaseout. In addition to achieving phaseont, the program should provide the correct
jncentives 1o enterprises to take purt in the phassont activities. Both of these goals should be
schoed in whatover concessional Jeading mechanisms are developed.

In order to reach these goals, the ExCom has developed, in its grant-specific phaseout
work, 4 varisty of cligibility criteria which ate designed 1o help achisve timely, cost-effective
phassout. These include enterprise-specific criteria such as, the percentage of non-Article 5
owmnership and the percentage of exports 1o non-Article 5 countries, as well as project-gpecific
criteria, such as eligible incremental costs, equipment cost templates, and cost-effectiveness
thresholds for each sector, Through use of the eligibility criteria, the ExCom sought to separate

enterptises with sufficient savings to phase ont ODP on their own, from those which need grants
in order to move forward with conversion.

Unfortupately, “ineligible” companics could not always move forward with conversion.
Two main reasons were bohind this tack of movement;

1. Despite likely savings in the future, companies did not have sufficient capital to

move forward with the conversion, and

2. Despite receiving 8 small grant amount, companies did not have sufficient incentive
to move forward with conversion.

These issues have resulted in the MEMP missing out on some luge, cost-effective QDP

phaseout. 15 the answer, tharefore, to remove eligibility criteria? Obviously not. However, the
answer may very well lie in the concessional lending options outfined above.

Concessional lending in the form of interest buy-down grants to enterprises and sectoral
incremental-cost grants for on-lending 1o enterprises cun leverage other resources w provide
additional capital and create the right incentives to gec the cost-effective phaseout nnderway. In
sddition, the incremental-cost grants to Asticle 5§ countries would enable countrics to “recycle”™
funds as enterprises complele phaseout and begin paying back os loans, To see how thase
options might play cut in actual practice, the next saction of the paper will examine each model

as applied to thwee different types of projects:
¢ Acrosol filling

+ Halon portable fire extinguisher conversion, and
*  Replacement of cxisting chillers
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Case Studies

A5 rnentioned above, the following two types of concessional Iending mechanisms have been
identified as feasible within the present operational framework of the Multilateral Fand:

In Model A, “interest buy-down grant,” it is assumed that the companies will have
acoess to loans from commereial banks and financial institutions, It is also assumed that the cost
of such loans will be bigh in many couotdes. The aim is to cover the cost difference betwesn
nommal intemational market interest and the sctual loan cost offered by the natiooal financial
agancy by giving the company an up-front grant 1o cover the cost difference of the loan.

InModel B, “national grant for on-lending facility,” a ope-time grant covering ons or
more sectacs will be given to the countriss. The country woold then set up & mechanism to
distribute the grant to cmnpenies.. which could be a combination of either grant and loan or 100
percent loan, The one-time grant is assumed to cover all eligible nationsl phaseont costs within

the sectors covered by the activity. The one time grant would be based on negotiation between
the country and the ExCom.

Asrosol sector

Examples for the acrosol sector are based on the fact that the conversion of aerosol
filling from CFC to HAP is commercially beneficlal and the savings normally offset s ingh
portion of the incremental capital cost required for the conversion.

In Example 1.1 (Model A), two scenarios are examiped: First, (A1) dhe present baseline
with a 100 percent commercial loan and aa additional grant within the cligible project cost and
second, (AZ) with the eligible graat and 100 percent concessional 1oan component. In (A2), the
grant equals the eligible incremental eapital cost plus additional buy-down grant,

Example 1.1: Aerosol Yiangkiodd A

Losa Condition
Local Commercial Loan Concessional Loan
Duration . 8 vears 8 Years
| Interest 20% T%
 Maodel A Present Baseline (A1) Case A2
Eligible incremental capits! cost 1,500.000 1,500,000
Operating savings 750,000 . 150,000
Initial MEME grant 750,000 750,000
| Copcessional loan 0 150,000
Private loan 750,000 0%
MEMP RBuy-down Grant (NPV) ] 399,4727%
Total MEMP grant 756,000 1,149,427
MFMP grant as % of capital cast 50% %
Enterprise Annual Cost 195,457 122 057

*The bugo&m geant reflects the NPV of the difference botwoen the mmcmiﬂ intorest r'm, and the cbneessional
ate, 1e., 13%.
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In Example 1.2 (Model B), the total incremental ¢ost for the seqior phaseout is assumed
10 be agreed upon. Two cases are examined: Case B1 is & 100 percent concessional loan to the

companies, Case B2 is combination of S0 percent concessional loan and 50 percent loan based

on local market terms,

Example 1.2: Aerosol Sector, Model B
Losn Condition
Local Commercial Loan Concessional Losn

 Duration 8 years 8 years
Interest 20% . 7%

 Model B Case Bl Case B2

| Hligibls incremental capital cost 1,500,000 1,500,000
Operating savings 750,000 750,000
National sector'grant from MEMP 750,000 750,000
Concessionai loan 1,500,000 750,000
Private loan 0 750,000
MEMP grant 0 0
Total MFMPE prant 750,000 750,000
MEMP grant as % of canital cost 50% 50%
Enterprise annual cost 281,200 321,057 "
* The $750,000 available from the MFMP will be used as revolving loan covering the demand
for 81,500,000 capital cost.

Case B1 anticipates a revolving fund in order to cover the entixe sector. With the interest
usad in the caleulation and doration of loans, the last project conld be financed five years after
the first group of projects have started. The annual loan cost to the companias is given in the last
row of the table. The anrual cost to the companias should be compared to the annual operating

savings.
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al 1P Extingnly r

In Example 2.1 (vodel A), Case Al, the present bascline, is based on a 100 percent

cormnercial loan and grant, Case A2 illustrates a 75 percent concessionsl loan and a 25 percent
grant cormaponent.

Exumple 2.1: Halon Sector Model A
Loan condition:
Local Commercial Logn Concessional Loan

Duration: B years 8 years

Interast o W% T%

e T R L n L T —— L e - | —amner e

Model A FPresent Baseline (A1) Case A2
Eligible incremental capital cost, 1,500,000 1,500,000
[ Operating savings 1,125,000 1,125,000
Initial MEMP grant: 375,000 375,000
Concessional 1oan share; 0 . 1,125,000
Private Joan share: 1,525,000 0

MEMP Buy-down Grant (NFV); 0 599,140+

Total MEFMP grant: 375,660 974,140
MEMP grant as % of capital cost: 25% 655
Amnual Enterprise Cost: 243,185 188,401

;:;2& buy-down grant reflecss the NPV of the difference between the commersial interest rate and the concessionsl mte, f.e..

In Example 2.2 (Model B), a total graot of $375,000 is assumed to be agread upon and
provided by the MEMP. As in the aerosol sector, two different combinations of prvate and

concessionst loan are examined. The following example reflects operating savings of 75 percent,

Example 2.2: Balon sector, Model B
Loun condition!
Local Commercial Loan Concessional Loan

Duration: 8 years 8 vears

Interest 0% - 7%

Mbodel B Case B1 Case B2
| Elipible incremental capital cost: . 1,500,000 1,500,000

Qperating savings 1,125,000 1,125,000

National sector grant from MFMP 375,000 375,000
Concesssional loan share: 1,500,000* 375,000

Private loan share 0 1,125,000
Total MEME grant 375,000 375,000

MEMY grant a5 % of capital cost 25% 25%

Annual enterpcise cost: 251,200 355,985

*Thie $373.000 available from the MEMP would be used a4  revolving loan covering the demand for 31,500,000 capital cost, |
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In Example 3.1 (Model A), Case Al, reflects the present baseline with a coromerciat loan
of $375.000. Case AZ reflocts a concessional loan of $375,000. (Example 3.1 reflects operating

gavings of 25%.)
Example 3.1: Halon Sector Model A
| Loan condition:
‘ Local Commercial Loan Concessional Loan
Duration: 8§ yoars 8 years
Interest 20% 7%

Model A: Present Bageline (A1) Casé A2
| Eligible incremental capieal cost: 1,500,000 1,500,000
Operating savings 375,000 375,000
Initial MEMP grant: 1,125,000 1,125,000
Concessional loan share: 0 375.000

Privare loan share: . 375,000 0
MEMEP Buy-dowa Grant (NPV): 0 19%,713*
Total MEMP grant: 1,125,000 1,324713
MEMP grant as % of capital cost: 5% 88%
Annual Enterprise Costs 97,728 62,800

13%,

* The buy-down grant reflects the NPY of the diflersace between the commercial intercst rats and dio concesslonal rate, Le,,

In Example 3.2 (Model B), a total grant of $1,125,000 is assumed to be agreed upon and
provided by the MEMP fund. As for the aerosol sector, two different combinations of private
and concessional loans are examined, (Example 3.2 reflects operating savings of 25%.)

Example 3.2: Halon Sector, Model B

Loan condition:
Local Commercial Loan Concesgsional Loan
Duration: 8 years 8 vears
|_Interest 20% T%

.1 Model B Case Bl Casé B2
Eligible incremental capital cost: 1,500,000 1,500,000
Operating savings 375,000 375,000
National sector grant from MEMP 1,125,000 1,125 000
Concessional loan share: 1,500,000 1,125,000
Private loan share 0 373,000
Total MEFMP grant 375,000 375,000
MEMP grant as % of capital cost 25% 25%
Annual enterprise cost: 251,200 286,129

* The $1,125000 avaflable frow the MEMP would be used a3 2 revolving loan eovering the dersand for $1.500,000 canital cost.
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Chiller Convession Project

Example 4.1 (Model A), reflects the conversion of chillers basad on & request from &
company to provide a Joaun to cover the conversion cost with total cost equaling $1,500,000. The
example assumes that a cancessional loan is provided 1o the company and the interest gap is
sovered by the MEMP, Exampls 4.1 reflects 100% savingsfincligible costs

Example 4.1: Chillor Retrofitting Model A

Lonn condition:

Local Commercial Loan Concessiona] Loan
Duration: 8 years 8 years
Intarest 20% T%:

— T e

Model A: Present Baseline (A1) Case A2
Eligible incremental capital cost: 1,500,000 1,500,000
Opcrating savings 1,500,000 1,500,000
Initial MFMP grant: )] o
Concassional loan sharg: 4] 1,500,000
Private loan share: 1,500,000 ]
MEMP Buy-down Grane (NPV): Q 312,580*
Total MEMP grant: 0 312,580
MEMP grant as % of capital costs 0% 21%
Annual Enterprise Costs 390,914 251201
* “The buy-down grant reflects the NPV of the difference between the cotrumercial interest mte snd the concessional rate, Le.,
13%.

There is no example to reflect Model B as it bas no relevance in this case where no grant

would be provided,

Mmgl §ummgr__g

Each of the Model A examples, “the interest buy-down grant,” shows an increased cost
to the MFMP resulting from adding the buy-down grant to the grant for eligible incremental
costs. Thig additional cost to the MEMP should be considered as the necessary inegative for a
given enterprise to move forward with the conversion. The examples attempt to illustrate the
different rates of incremental costs and savings for each sector and, henee, the incentive which
might be needed in cach sector, In considering projects which arise under Model A, the
Executive Committec ragy want to compare the additional incremental cost the incentive places
on the MEMP with the additional ODP phascout gained because the incentive is in place. In
addition, the ExCom roay want to consider the funds leveraged through adding private lending to

the funding mix.

As they reflect a one-tima graat covering one or more sectors in a given country, each of
the Model B examples, “ the gational prant for on-lending facility,” show a set cost o the
MPMP, Inconsidering this model, the Executive Committes may want to consider the eddirional
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funding leveraged through a revolving fund and/or private leading. In sddition, the BExCom may

want to considar the potzntial for more vosteifective phaswut when wtilizing this sectoral
appreach.

Comments

The type. erms and conditions of loans will have a determining factor on the actual loan
cost. The following issuss will determine the loan cost:

Type of loan

Length of loan (grace period)

Intorest gap

Mechanism and cost to set up an on-lending facility.
Minimurm size of loans or alending facility

Eight-year loans have been used in the case studies carried out in the paper. Five-year loans

would cirenlate the money more quickly, but would also result in higher costs to the companies,
wiich could create problems,

Interest rates on concessional loans have been anticipated at seven percent. Lower rates
could be applied which would increase the financial support from the MFMP. To illustrate the

importance of the interest gap, the table below shows MEMP buy-down intersst costs for varions
interest gaps and loan sizas:

Interest gap and buy down grant (Ju 1,0008)

Loaa size 5% 10% 15% 20%
0.5 million 64 115 154 186
1.0 million 129 229 308 372
2.0 million 258 459 617 745

The total cost to the MFMP is iraportant, The cost to the MFMP will depend on the
actual interest in the countries where the loan is 10 be used, The interest gap might vary from five
percent up 1o several hundred petcent with a likely average of 15 - 20 percent. If Model A, the
buy-down grant, was to be applied to the acroso], balon and chiller retrofitiag case studies and
the total incremental cost to bz financed amouasted to $20 million, the buy down grant would
armount 10 between $ 4.5 million and 7.5 million or an additional cost to the MFMP of 20 percent
to 35 percent depending on the interest gap and duration of Joans,

In Modei B, in which a grant is given to the country and 2 loan mechanism is setup, a
ciear benefit would be that the grant fusctions as a revolving fusd where the money is used
saveral times, One problem, however, is that the repayment of loans might be wo slow compared
to the demand for money. In both the agrosol and halon case studies, money to finance the

remaining part of the sectot would only be available two to thres years after the first projects had
been started.
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The willingness of companies to atilize a loan option instead of a grant will depend on
the overall cost, the ability to obtain private loans and other incentives o use loans instead of
doing nothing unless the grant is available. CFC and halon conversion projects are, by definition,
normalty not cominercially focused and are uncconomical as they neither increase the production
capacity nor upgrade the production. The incentives for companies to take loans mipht,
therefore, have to be penerated through a strong national policy, which makes €FCs aod halons
either too expensive or unavailable in the aear future. Such policies would make changes
necessary from a “business survival” perspective. Policies available for such purpose could be:
(a) “control-command” policies; ( b) “market-based incentives™ policies: or (¢) a “negotiation”
approach., Without any such policics in place, the motivation for any commercial operating
cornpany to take a loan to phase out the use of CFCs and halons due 1o ¢nvironmental reason. is
unfortuuately, likely to be very limited,

Possible areas where the loan option will be of interest appear 10 be:

Loana to Jarger and financially stronger entecprises

Joint ventures and enterprises with international ownership
Axeas of high interest rates (i.e., high ioflation arcas)
Azcas where access to loans might otherwise be impossible
Low-consuming enterprises

& & + & 2

For larger and financially stronger enterprises, it might be attractive to get access to low-
cost loans instead of using their own capital. At the other end of the speetrum, for low ODS-
consuming enterprises, whers the projects are expensive and far exceed cost-effectivensss

vatues, concessional loans could provide a vehicle through which the MEMP could assist such
companies.

To set up loans or 2 lending mechanism within a country depends greatly on the practice
within 4 given country snd no general guidance can be givan. The cost 1o set up the loans will
add additional cost to a loan approach. This indicates that a mintmum size of loans should be
considered to keep the loan cost down. To setup a lending mechanism solsly for Montreal
Protocol projects in general or for a given sector as outlined iv Model B, would require a
minirnum volume of probably more than $20 million to make it attractive to any financial
institution to handie it and to limit the overhead cost. Given this concam, such an option would
probably not be available for low-consuming countriss. To wark successfully for these

countries, the loan may have to be combined with other environmental or industirial restructuring
lending facilities.

Taxation rules and other legal aspeets might affect the viability of the loan option
compared 10 2 grant. As taxation rules differ between countries, the loan option should be
examined for country-specific tax issues before establishing in & given country.

The shortage of available funds at a given time is presently delaying the tmplementation
of viably and cost-efficient projects. A, loan mechanisrn might be an option, which could ellow
the companies to move ahead without waiting for the grant. With access to loans, the companies
could apply for Joans based on the present project format, obtain the ioan and start project
implementation. When (and if) a grant is made available to the company covering all eligible
incremental cost in accordance with the guidelines, the grant will be used to repay the loan in
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full oc in part depending o the actual loan and the grant obtained. from the MEFMP. The MFMP
could assist the couniries in setting up such loan facilities.

Issues

‘Whils the case studics preseated above give a general idea of how the two concessional
loan models might play out in practice, there are 2 number of issucs which may need to be
considered before embarkiog on either one.

- As discussed earlier in the paper, the interest buy-down model (Model A
above) could have the advantage of promoting cost-effective phascout and of leveraging

additional funds, however, the following issues should be taken into account when considering
this model:

Additional cost to MFMP Projects which have recaived a small grant may

need a loan to further finance the project.
Providing funds for an interest buy-down for

these projects would create additional costs for
the MFMP.

Egual access to loans Access 1o loans might be an issue in some
countries. Larger and financially stronger
companies would Likely bave easier access to
Ioans than smsller enterprises,

Loan guarantee With every loan there is a risk of non-payment,
who would bear the cost if the company fails to
meet its obligations? Would any loan

guarantes be provided? I so, by what agency
or bank?

Project-by-project appreach Utilizing the interest buy~down model would
tnean a contineed focus on the “project-by-
project approach™ and potentially mean less
flexibility for countries 10 develop & sector

Strategy approach.

Presentation of reguest How would requests for interest buy-down be

developed and processed? Would they need to

be caleulated and presented at the time of the
project presentation? How would this impact
on the reliability of the calculation?

Monitoring interest buy-down ‘What kind of mechanism would be ia place 1o

handle monitoring the actual interest rate paid

by the company? If the buy-down is presented
in advance, what action will be taken if there
are “savings” from the original estiroate?

What duration of lending/interest payment

would be allowed?
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On-lending facility -~ The on-lending approsach (Model B above), has similar advantages 1o that
of tho interest buy-down model, i.¢., it should promote cost-¢ffective phaseout and leverage

additional funds., In addition, this model ig in-line with sector approach as it allows countries the
flexibility to develop a strategy for sectoral phaseour and set priorities for which companies

would be targeted for on-lending, However, the following issues should be taken into account
when considering this model;

Agreemiens on up-front costs How would program needs and concomitant

costs be estinsated up-front? How would

agreement be reached on what these costs are?
‘What criteria would be used?

Grant or loan 1o country? Would the countey receive a grant from the

MEMP to sstablish an on-lending facility or

would it be in the form of 2 loan to the

ecounry? Who would administer such a

country loan?

" Narional monitoring With the country in charge of allocation of

funds, who would be regponsible for
monitoring this allocation? 'Would the MEMF
ExCom expect to review enterprise requests
forloans? Would this be appropriate ina
lending model?
Application of eligibility criteria There are currently a number of eligibility
criteria and constraints placed on enterprises,
such as those barring technical upgrades and
modernization and the restriction of funds
based on partial ownership by a non-Axticle 5
country and expott to non-Article 5 countries.
Would such strict eligibility criteriabe
required under the on-lending model?

Cost & timing af establishing loan mechanism  How would the cost of establishing loan
mechanising be handled? Would itbe
appropriate o set up such a mechanismin a
Iow-volume consuming country? How would
the MFMP create a balance between
concessional lending and grants in each
countty? When would such a mechanism be
established ~ prior to initiating loans, in
parallel with new landing activities?



UNEP/OzL Pro/ExCom/20/59
Page 13

Conclusion: Options for Implementation

Interest buy-down

Rven taking inw account the above issues, the interest buy-dows approach could
probably be implemented quickly under the current operational framework of the MEMP. As
long as criteria for the presentation of requests were established with the MEMP Secretariat,
implemsnting agencizcs would be able to present projects with interest buy-down components
with very little additional work, Requests for Interest would be made “up-front™ to enable
companies (o pay for as rouch of the eligible incremental capital costs as possible, aflowing them
1o finance a smaller portion of the capital costs tuovgh commereial loans.

~lendi Ali
Some modification would likely be necessary befors irmplementation of this approach

could take place. However, the potential for establishing and utilizing on-lending facilities will
likely immprove as the MEMP contimues to develop new sector-wide approaches to phaseout,
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PART I
CONCESSIONAL LENDING FOR ODS PHASEOUT:
POLICY IMPLICATIONS

(Submitted by the Fund Secretariat)
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Part I Policy Implications
Introduction

1. The purpose of this part is to examine the compatibility of the two concepts for
concessional lending with the current policy framework of the Multilateral Fund.

2. In the conclusion of its paper, the World Bank suggests that the interest buy-down
approach (Model A in the Bank paper) could “probably be implemented quickly under the current
operational framework of the MFMP”, and that “implementing agencies would be able to present
projects with interest buy-down components with very little addditional work”. For the
on-lending facility (Model B in the Bank’s paper), the World Bank suggested that some
modification of additional policies might be necessary, but “the potential for establishing and
utilizing on-lending facilities will likely improve as the MFMP continues to develop new
sector-wide approaches to phaseout.” However, as both options are likely to have policy
implications for the MFMP, the Secretariat has provided the following policy compatibility
analysis o assist the Executive Committee in its analysis of these models.

Policy Compatibility Analysis

3. It is understood that the objective of seiting up a concessional lending mechanism is to
provide additional incentive to projects which, because of the deductions resulting from the
application of the policies of the Multilateral Fund, do not have enough incentive to move ahead
with their phase-out. I is also understood from the paper of the World Bank that the spirit of the
Montreal Protocol and the Muitilateral Fund (i.e. to cover ¢ligible incremental costs) should be
maintained through any type of concessional lending arrangement.

4, Under this overali rationale, the paper raises the following issues which may have
implications on the current policies of the Multilaterat Fund:

{a)  Funding those components which were unfunded (ineligible) because of operating
savings

By definition, incremental costs equals the sum of incremental capital costs and
incremental operating costs. If, in the case of some projects, savings exceed
operating costs and the eligible incremental cost is reduced by the amount of the
net savings, then the deductions are not incremental costs by definition. Therefore,
funding that part of the project costs is considered as funding costs other than
eligible incremental costs. Although this is a conceptual issue, it may have
implications on the basis of the policy-making of the Multilateral Fund.



(b)

(c)

@

(e)
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Funding the deductions resulting from non-Article 5 country ownership

In order to simplify the hypothetical projects in the present paper, the World Bank
did not include any cases of funding the deductions from eligible incremental costs
because of non-Article 5 country ownership. However, the World Bank’s earlier
paper submitted to the 18th Meeting did consider funding these deductions under
the concesstonal lending mechanism. The current policy of the Muitilateral Fund,
which precludes funding the multinational ownership, is based on the rationale that
resources of the Multilateral Fund should not finance multinational corporations
based in Article 2 countries. Therefore, any future policy consideration to cover
the loan operation of the Multilateral Fund should be developed with the
awareness of the current policy.

Funding the deductions resulting from export to non-Article 5 countries

Once again, in order to simplify the hypothetical projects in the present paper, the
Bank did not include any cases of funding the deductions from export to
non-Article 5 countries. However, the World Bank’s earlier paper submitted to
the 18th Meeting did consider funding these deductions under the concessional
lending mechanism. The current policy of the Multilateral Fund, which precludes
funding shares of export to non-Article 5 countries is to minimize the impact of
potential unfair trading. Therefore, any future policy consideration to cover the
loan operation of the Multilateral Fund should be developed with the awareness of
the current policy.

The number of years for the calculation of interest buy-down grants

Currently, the calculation of the incremental operating cost is based on a policy of
up to four vears. Considering that the interest buy-down grant could increase the
eligible incremental cost grant by as much as 20-35 per cent, it could happen that
the interest buy-down grant caiculated at an eight-year duration could more than
offset the deductions because of incremental operating savings. This could be the
case, especially in projects where the operating savings are not that significant, and
this is also shown in one of the hypothetical projects in the World Bank’s paper,
where the total grant is 88 per cent of the eligible incremental capital costs (halon
portable fire extinguishers, Model A, Example 3.1).

Ceiling for the total grant amount

Also related to the number of years used to calculate interest buy-down grants is
the maximum percentage of the grant a project might have, which includes the
eligible incremental cost grant and the interest buy-down grant. If the total grant
amount could increase without ceiling, this could also have an impact on the earlier
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decision of the Executive Committee on partial funding. In addition to this, the
hypothetical projects in the World Bank’s paper illusirate quite different
percentages across the various projects. Such unevenness in practice could create
inequity among projects across countries.

5. In conciusion, these are issues which have to be reflected upon by the Executive

Commuttee in considering the hypothetical projects proposed by the World Bank and the issue of

concessional lending, in general.

A brief assessment of the issues raised in Part I (submiited by the World Bank)

6. In the conclusion of its paper, the World Bank raised a number of issues with regard to

implementation of the two conceptual models

- “Interest buy-down granmt” and the “On-lending

Facility”. To facilitate the review of the Executive Committee, the Secretariat provides a brief
assessment on the issues raised by the World Bank in Part I:

Interest buy-down:

World Bank Statement

Fund Secretariat Comments

Additional cost to MEFMP:

Projects receiving a small grant may need a loan
to further finance the project. Providing funds
for an interest buy-down for these projecis
would create additional costs for the MFMP.

Need to look at the number of years for the
calculation of interest buy-down grants and to
establish a ceiling for the total grant amount as
a percentage of the total incremental capital
COSt.

Equal access to loans:

Access to loans might be an issue in some
countries.  Larger and financially stronger
companies would likely have easier access to
loans than smaller enterprises.

No one can change the situation drastically,
however, an interest buy-down grant should at
least make it easier for the smaller enterprises
to have access to a loan,

Loan guarantee:

With every loan there is a risk of non-payment,
who would bear the cost if the company fails to
meet its obligations? Would any loan guarantee
be provided? If so, by what agency or bank?

The enterprises applving for an interest
buy-down grant should follow the traditional
channels for loan guarantee. Again, an interest
buy-down grant should increase their chance
for a loan from the local bank.
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World Bank Statement

Fund Secretariat Comments

Project-by-project approach:

Utilizing the interest buy-down model would
mean a continued focus on the “project-
by-project approach” and potentially mean less
flexibility for countries to develop a sector
strategy approach.

While the concept of interest buy-down is
presented on the project-by-project approach,
there is nothing, however, which prevents an
agency from setting up a country/sector facility
such as the arrangement the World Bank had in
Chile, but this time for a loan programme.

Presentation of request:

How would requests for interest buy-down be
developed and processed? Would they need to
be calculated and presented at the time of the
project presentation? How would this impact
on the reliability of the calculation?

The World Bank’s earlier paper states “after
negotiating a loan (but before finalizing it), the
enterprise could present a proposal for an
interest buy-down grant to the Multilateral
Fund”. The financial intermediary should
exercise its responsibility as the local agent to
check the reliability of the loan/interest
calculatton.

Monitoring interest buy-down:

What kind of mechanism would be in place to
handle monitoring the actual interest rate paid
by the company? If the buy-down is presented
in advance, what action will be taken if there
are “savings” from the original estimate? What
duration of lending/interest payment would be

The financial intermediary could be used as the
local agent of an agency to monitor the actual
interest rate paid. The Bank said in its earlier
paper “on approval, the grant would be
channeled through the national financial
intermediary, and disbursed in synchronization

allowed? with the loan repayment.”
On-lending facility:
7. The issues raised by the World Bank under this concept could best be dealt within the

context of the sectoral phase-out programme which the World Bank is presently experimenting in
co-operation with the Government of China. The experience of the World Bank in managing an
on-lending facility in Turkey could also benefit this exercise.
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