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Preface

The Energy Alliance of Australia Limited is the Australian member of the London-based World Energy Council (WEC). It was formed in May 2009 from the merger of WEC Australia Limited and the former Australian Energy Alliance. Membership of the Energy Alliance is open to Australia's energy companies, energy industry associations and financial institutions.

In 2009, the Australian Government initiated the preparation of an Energy White Paper to establish a National Energy Policy Framework for the period through to 2030. The Alliance strongly supports the Government's initiative and has prepared this review of the energy sector's financing needs as an initial contribution to the Energy White Paper process. The Energy White Paper is to be preceded by a Green Paper that is now in preparation.
The vital economic contribution of Australia's energy sector was tidily summarised in the Government's Strategic Directions Paper:

"Australia's energy resource endowments have contributed to the development of a range of energy-intensive industries and allowed us to become a net exporter of energy – our export trade in energy is dominated by coal, LNG and uranium. While we export significant quantifies of very high value crude oil and condensate, we are a net importer of liquid fuels. Our natural resource endowments have also provided us with a relatively inexpensive and reliable supply of electricity.

The sector employs around 1 per cent of the Australian labour force. The value of Australia's net energy exports has grown in real terms by an average 5 per cent a year over the past 20 years to around $38 billion in 2006-07. The value of energy imports has grown by an average of 8.8 per cent over the same period to around $22 billion."

In 1995, when no financial crisis was evident or foreseen, questions about global capital adequacy had been raised by WEC, leading it to undertake a study of potential financial constraints in the global energy sector.
 At that time, international capital markets were growing rapidly and the demand on capital markets for investment in the energy sector was expected to remain a small fraction of total market transactions.

In a little over a decade since the WEC Study was undertaken, the global energy landscape has undergone a dramatic transformation: the process of reform and liberalisation of the energy sector has been completed in many markets; issues of energy security and climate change have reached the top of the international political agenda; the supply of capital has diminished; and the energy industry has been exposed to a more complex range of political, economic and environmental uncertainties.

In 1997, many countries, including Australia, signed on to the Kyoto Protocol but Australia did not ratify it until the end of 2007. In May 2009, the Australian Government introduced far-reaching legislation to implement the Carbon Pollution Reduction Scheme (CPRS), a comprehensive and, complex scheme designed to enable Australia to play a part in enabling the world to advance towards the stabilisation of GHG emissions at 450 ppm.

In 2008, oil prices soared to record levels, only to collapse when the entire world plunged into what is now commonly called the GFC, a global financial crisis of historic severity. 
The GFC is likely to have serious ramifications for energy sector financing in Australia for much of the next decade.

At a global level, WEC recently expressed concern about funding shortages:

"The illiquidity of global financial markets has meant that companies find it much more difficult to access capital, even for high-return projects. This particularly affects small companies in the renewables sector. Such funding shortages are hindering the consolidation of the energy sector in certain areas and raising concerns about the short-term feasibility of the capital-intensive investment required in the energy sector."
 

This review of the energy sector's financing needs in Australia will surely deepen WEC's concern at a global level and carries an important message to policymakers here and abroad. 
Most recently, the International Energy Agency (IEA) has expressed its own deep concerns, including: 

"Energy investment worldwide is plunging in the face of a tougher financing environment, weakening final demand for energy and falling cash flows – the result, primarily, of the global financial crisis and the worst recession since the Second World War. .... Falling energy investment will have far-reaching and, depending on how governments respond, potentially grave effects on energy security, climate change and energy poverty. …. These concerns justify government action to support investment in energy efficiency and clean energy. .… But much more needs to be done. The investment needed to put the world onto an energy path consistent with limiting the rise in global temperature to around 20C far exceeds the additional investments that are expected to occur as a result of the stimulus packages so far announced." 

Australia today faces an acute financing dilemma. It has massive energy sector capital requirements, magnified by the need to make large climate change-management investments, in a climate where the supply of capital has been diminished by the GFC and the ensuing global credit crunch. 
Equity is being used to replace debt rather than to fund growth, when growth funding from both Australian and offshore sources is needed not only for investment in Australia but for offshore energy investments by Australian businesses. The energy sector needs stimulus to deal with the impact of a declining pool of debt capital providers in the midst of intense competition for equity from other sectors of the economy.
The challenges this acute financing dilemma poses for government policy in Australia are unprecedented. Policy must be formulated to ensure that Australia achieves an optimal energy mix, strengthens its energy security, manages the risk of climate change and works its way out of the recession by developing major export-oriented development projects. 
	The Energy Alliance strongly supports the Energy White Paper process and is committed to working with policymakers, industry leaders and capital market participants to find solutions to the acute financing dilemma now facing the energy industry in Australia.


Amounts stated in this review are in Australian dollars except where otherwise indicated. References to "the Department" are to the Australian Department of Resources, Energy and Tourism.

1. The Massive Capital Requirements of the Energy Sector

(i) Global Capital Requirements
In 2008, the International Energy Agency (IEA) forecast a global energy investment requirement of US$26.3 trillion through to 2030, an annual average of around US$1.2 trillion.
 It appears that investment levels are already falling short of this annual requirement. 
It should be pointed out that the US$26.3 trillion requirement is in essence a ‘stand still’ level, which does not include the investments required to significantly reduce the number of people without access to electricity below today’s level of an estimated 1.6 billion people. The real investment requirement will need to be well in excess of US$26.3 trillion if the number of unserved people is to fall. 
Exports of Australian coal, LNG and uranium have a vital role in serving the energy needs of other countries at the same time as contributing to Australia's own economic development.
The entire energy sector is highly capital-intensive, although the production of electricity requires around twice as much capital as everything else in the energy sector combined. The IEA's 2008 forecast and sub-sectoral breakdown to 2030 is depicted below.

Figure 1: Cumulative Energy Supply Investment in the 

IEA Reference Scenario, 2007-2030 (in US dollars)
[image: image1.emf]



Total global investment: US$26.3 trillion (in year 2007 dollars)

In this figure, power generation includes both renewable and fossil fuel generation
The IEA's 2008 forecast is likely to require downward revision as a consequence of the GFC and the ensuing global credit crunch.
(ii) Australian Capital Requirements
All countries are now facing the greatest energy financing challenge in their histories. A key question for Australia is: what is its share of the global investment requirement, whether that requirement is US$26.3 trillion or something different? This is relevant because of our reliance on global financial markets for Australian energy investments. The energy financing challenge is one which plays out on a global basis, with Australia competing with other countries for the available capital pool.
Australia's financing challenge is acute, given its ageing electricity infrastructure, a higher cost of capital for regulated energy businesses, the impending privatisations of state-owned electricity assets in New South Wales and Queensland, the need to develop facilities to produce coal, LNG and uranium for export and the requirement to reduce GHG emissions under the proposed CPRS.

As the Department has noted:
"Australia requires ongoing investment right across the energy sector, from exploration, development and upstream production to transportation and delivery to the end user, as well as in supporting infrastructure, increasing energy productivity, demand-side participation and innovation to improve the use of infrastructure. This includes greenfield investment as well as significant investment in ongoing maintenance and upgrading of facilities." 

Don Argus, Chairman of BHP Billiton, recently spoke of the structural reliance of the Australian economy on capital-intensive industries and the implications of weakened capital markets on the financing of those industries:

"More than most economies, Australia is structurally reliant on capital-intensive industries such as mining. The 17 years of continuous economic growth we had prior to the current downturn was largely fuelled by mining developments and exports. To underpin future growth, it has been estimated that Australia will need to finance A$210 billion of large-scale long term capital projects over the next five years. It will also need to refinance up to A$108 billion of debts in the next two years. The weakened condition of global capital markets makes that challenging." 

Estimates of energy sector capital requirements of course vary considerably because they are based on assumptions about projects that are presently foreseen as feasible but have not yet been committed or commenced.

In Australia, reliable estimates of upstream energy sector capital requirements are published by the Australian Bureau of Agricultural and Resource Economics (ABARE). The most recent estimates are summarised in the table below:

Table 1: Estimated Capital Costs of Major Energy Development Projects 

in Australia as at April 2009 ($billion)
	
	Committed or Under Construction (42)
	Uncommitted (107)
	Totals

	Coal
	
10.4
	
38.6
	
49.0

	Coal seam methane
	
0.8
	
0.6
	
1.4

	Oil and gas
	
32.0
	
174.6
	
206.6

	Uranium
	
0.2
	
1.8
	
2.0

	Totals
	
43.4
	
215.6
	
259.0


Source: Minerals and Energy Major Development Projects – April 2009 Listing, ABARE, Canberra, May 2009

Included in the oil and gas 'under construction' category in the above table is Woodside's Pluto LNG project which, with an announced capital cost of $12 billion, is the largest current commitment to a single project in Australia's minerals and energy industries. Pluto is an example of the type of export-oriented development project that must be incentivised and financed to enable Australia to work its way out of the global recession and develop its energy resources to their full potential. As an LNG project, it will also reduce global emissions if the natural gas exported displaces coal as a fuel in power generation abroad.
In the Australian energy supply sector (that is, the domestic supply of electricity and gas), around $100 billion will be required in the five years to 2014. Half of this will be required just for refinancing of existing assets.
 The Energy Alliance estimates that this order of magnitude of required capital will endure until 2030. The Energy Alliance believes that Australia will struggle to attract this capital under current policy settings.
Australia is not alone in its concerns about the adequacy and availability of capital for the electric utility industry. Similar concerns have recently been voiced by the US Edison Electric Institute:

"Today, the electric utility industry faces the greatest challenge in its history. In order to meet the projected growth in the electricity demand, major investments are needed to expand and modernize most elements of the electric utility business. At the same time, concerns about global climate change and other environmental issues have created a new industry emphasis on more energy-efficient products and services and low-emission generation sources. By some estimates, the industry will need to make a total infrastructure investment of [US]$1.5 trillion to [US] $2.0 trillion between 2010 and 2030, net of projected savings from aggressive energy efficiency and demand response programs." 

The private sector, which involves capital market players as much as industry participants, has the central role in meeting Australia's investment challenge. 
Energy sector investors have always required long-term investment horizons for the investment of large sums of money with significant lead times before payback. This is unlikely to change. 

Energy sector investors are now, however, also affected by reduced profit expectations, by significantly altered investment risk profiles as the energy mix changes (as will occur from the mandatory uptake of renewables), by less clear linkages to traditional approaches to investment appraisal, monitoring and performance reporting, particularly in the case of climate-related investments, and by intensified global competition for the reduced global capital pool.

	The Energy Alliance is alarmed that there may be insufficient capital for the financing of the Australian energy sector over the next decade to enable Australia to work its way out of recession and underpin its own economic development, as well as to enable it to make an optimal contribution to serving the energy needs of other countries.


In the next section, the impact of Australian climate policy is briefly reviewed, followed in the succeeding sections by a review of the impact of the global financial crisis and the ensuing credit crunch.

2. The Impact of Australian Climate Policy

In 2008, the Australian Government released a White Paper on the Carbon Pollution Reduction Scheme (CPRS). The White Paper delineated three policy pillars to guide future policy on climate change and articulated 193 policy decisions to underpin the scheme. The structure of the policy is depicted in the table below:

Table 2: The Structure of Australia's Climate Change Policy

	POLICY GOAL: CONTRIBUTE TO SOLVING A GLOBAL PROBLEM

	Policy Pillar
	Policy Measures

	First pillar: reduce Australia's emissions ("the domestic mitigation strategy")
	(1)
The CPRS ("the primary mitigation measure") to commence on 1 July 2011 with emissions caps to be progressively lowered and various assistance measures to be administered, including the Climate Change Action Fund

(2)
A Renewable Energy Target (RET) of 20% by 2020

(3)
Carbon Capture and Storage (CCS)

(4)
Energy Efficiency

	Second pillar: adapt to climate change that we cannot avoid
	(1)
National Adaptation Framework

(2)
Water for the Future Fund

	Third pillar: help shape a global solution
	(1)
Negotiation of the post-Kyoto international framework

(2)
Other international initiatives, such as:

-
Global CCS Institute
-
International Forest Carbon Initiative
-
Asia-Pacific Partnership on Clean Development and Climate




The Energy Alliance supports the Government's climate policy goal and the three policy pillars.

In May 2009, the Government introduced far-reaching legislation into Parliament to implement the CPRS. 

The Energy Alliance notes that important decisions about scheme caps and gateways will not be made by Parliament itself. The proposed legislation provides for the unprecedented delegation of very wide power to the Climate Change Minister to regulate the national emissions reduction trajectory as well as the scheme caps and gateways. This power of the Minister is tempered by a legislative direction to have regard to the Government's UNFCCC and Kyoto Protocol obligations and the principle of stabilising global greenhouse gases at around 450 ppm.
The CPRS will require all businesses emitting 25,000 tpa of CO2-e to acquire emission permits for all of their emissions from 2011. A fixed price of $10 for emission permits will apply in the first year of the scheme and a price cap of $40 escalated at 5% per annum will apply until 2015. 

After 2015, the price of emission permits can only be a matter of speculation; they could slump to very little if the economic recession is prolonged but could, if the caps are reset at a low level, jump to something in the order of $200 per tonne. They may need to do so if switching of power generation to clean coal is to be forced by the permit price. 

Different levels of scheme caps will undoubtedly have different economic implications.
 Their effect on individual businesses will also differ widely. 

The CPRS will impose obligations on approximately 1,000 Australian companies (at the controlling corporation level). Both direct emitters and upstream suppliers of fuel will be liable. There are obligation transfer numbers, both mandatory and voluntary, coupled with liability transfer certificates between company groups. The CPRS is complex and imposes additional burdens on business in terms of compliance and reporting. It also creates some market uncertainty which affects financing decisions.

The absence of "grandfathering" for energy-intensive industries in favour of a five-year transitional assistance program proposed by the CPRS will increase the cost of Australian projects, especially for trade-exposed energy industries whose international competitiveness may also be diminished.

The Energy Alliance emphasises that a carbon price will not be the sole determinant of the installation of low-emissions energy technologies; their availability and viability will also depend on research, development and demonstration as well as other regulatory and market factors affecting investment.

	The CPRS will impose considerable costs on the Australian energy industry, and its domestic and export customers, with limited environmental benefit until viable low-emissions technologies can be developed and installed on a commercial scale. 


3. The Impact of the Global Financial Crisis ("GFC") and the Ensuing Credit Crunch

In 2008, the GFC, a global financial crisis of historic severity, led to a credit crunch and a major downturn in the pool of capital available to the energy sector. 

The US Treasury Secretary Timothy Geithner explained the reasons for the GFC to the US Council on Foreign Relations on 25 March 2009:

"The imbalances that caused the crisis built up over time. The absence of a serious recession over more than two decades bred complacency. Relatively accommodative monetary policy and high foreign demand for US financial assets pushed down rates and encouraged borrowing. Financial innovation produced products whose complexity escaped the understanding of both our regulators and our most sophisticated institutions. Finally, incentives implicit in financial industry compensation encouraged inordinate risk-taking and short-time horizons."

The result according to Secretary Geithner was an unstable financial system:

"The result was a financial system that was fragile and unstable. Once trouble emerged in the subprime mortgage market, the results cascaded across the entire system. Overall house prices fell. Critical funding markets for households, banks and businesses froze. Major banks and other financial institutions turned defensive. The financial system became burdened by a backlog of mortgage and mortgage-backed securities that they could not price, much less sell."

The global financial system is still unstable. As the IMF reported in April 2009:

"The global financial system remains under severe stress as the crisis broadens to include households, corporations, and the banking sectors in both advanced and emerging market countries. Shrinking economic activity has put further pressure on banks' balance sheets as asset values continue to degrade, threatening their capital adequacy and further discouraging fresh lending. Thus, credit growth is slowing, and even turning negative, adding even more downward pressure on economic activity."

Although Australia has weathered the current challenges better than many other countries, the Reserve Bank of Australia has also expressed the view that the Australian banking system faces a difficult environment.

The IMF is of the view that the credit crunch will be long-lasting:

"The global credit crunch is likely to be deep and long-lasting. The process ultimately may lead to a pronounced contraction of credit in the United States and Europe before the recovery begins. IMF analysis suggests that financing constraints have been a large contributor to the widening of credit spreads, making repairing funding markets imperative to help avert a deeper recession.

Credit cycles have turned sharply, with the deterioration moving to higher-rated credits and spreading globally. The deterioration in credit quality has increased our estimates of loan writedowns, which would put further pressure on financial institutions to raise capital and shed assets."

The impact of the credit crunch on the electricity sector in the United States has recently been described by the Edison Electric Institute:

"As the industry enters this period of historic capital investment, it confronts two separate but inter-related challenges: first, the industry's financial and credit strength is substantially lower than when it last entered such a period in the 1980s; second, the capital markets are in turmoil, with unprecedented volatility negatively impacting the availability, terms, and cost of capital.

The current credit crisis facing the electric utility industry has come about for many reasons, including the general state of the economy, contraction of lending by weakened financial firms, fewer financial firms competing for the industry's financing needs, and the increased risk that many electric industry participants face due to legislative and regulatory uncertainty."

Since the pre-crisis peak, the market capitalisation of the global banking industry has fallen by US $5.5 trillion, or 63% of its peak. 
According to a report by a leading consulting group, "The investment banking industry as a whole has been devastated… " 

The credit crunch has already started to cause far-reaching changes in the functioning of capital markets. The IMF has suggested that financial markets will in future be characterised by:

lower levels of levels of leverage

reduced funding mismatches

less counterparty risk, and

more transparent and simpler financial instruments than in the pre-crisis period.

The IEA has reported that "Energy companies are finding it much harder than in the past to obtain credit for both ongoing operations and to raise fresh capital for new projects, because of paralysed credit markets." 
 

The IEA has expressed a pessimistic view on the future implications for the financing of energy sector investment:
"There is little prospect of a return to the days of cheap and easy credit. In general, financing energy investment will certainly be more difficult and costly in the medium term than before the crisis took hold."

The IEA foresees a period of consolidation, a wave of mergers and acquisitions and a scaling back of all types of energy investment in most countries along the supply chain, especially those projects considered to be most risky and funded off the balance sheet.

	The Energy Alliance considers that the credit crunch will precipitate changes beyond the restoration of equilibrium in the financial system; the global pool of capital has shrunk and banks will reduce risk-taking activities to a minimum. 
The credit crunch is likely to cause considerable consolidation and rationalisation of energy businesses, divestment of assets and deferral of investments in most countries.


In the next section, the Energy Alliance reviews the impact of the credit crunch on the Australian energy sector.

4. The Impact of the Credit Crunch on Energy Sector Financing in Australia

Much of the information in this section of the review is based on anecdotal evidence gathered by the Energy Alliance under the condition of anonymity from Australian industry participants and banks. Although there has not been time to fully corroborate all of this information, the Alliance believes that it represents a reasonably accurate portrayal of current conditions.

(i) The Withdrawal of Foreign Banks

Many foreign banks are facing difficult circumstances in their home economies and have already reduced their lending commitments and exposures in Australia. According to the Department:
"The borrowing requirements of the overwhelming majority of large capital assets in the energy sector are met through project financing. There is a small pool of international lenders that provide the bulk of funds for project finance. The capital base of the Australian banking sector is not of sufficient size to provide more than a small percentage of the overall financing requirements for major projects".

This somewhat overstates the position. International lenders have provided in recent years a little over half of the funds for project finance in Australia. Nonetheless, Australia's level of reliance on international lenders has been very high and the Alliance certainly agrees with the Department's statement:
"The pool of banks that participate in project financing has shrunk in the wake of the global financial crisis. A number of the banks that formerly participated in this market have withdrawn for a number of reasons including those arising from pressures on their own balance sheets, a reduction in funds available for lending through a reassessment of market risks, and a preference for meeting the needs of their home markets."

More specifically, anecdotal evidence gathered by the Energy Alliance indicates that, over the last 12-18 months, the number of banks active in the Australian project finance market has reduced from around 35 to as few as 8 to 10. The Alliance further believes that the level of foreign bank lending has reduced by well over a half.
This withdrawal of foreign banks has already caused a liquidity shortage in other sectors, resulting in the Government proposing to establish the Australian Business Investment Partnership (ABIP) for the commercial property sector, with the Government providing $2 billion and the four major domestic banks providing $500 million each:

"The global financial crisis raises the possibility that some financiers, particularly foreign banks may reduce their level of financing of viable Australian businesses that require funding to invest in growth and jobs. … ABIP will be established as a temporary, contingency measure to provide liquidity support for viable commercial property assets where financiers have withdrawn from debt financing arrangements as a result of the global financial crisis. … ABIP's object is to provide refinancing for loans relating to commercial property assets in Australia in situations where finance relating to those assets is not available from commercial providers (other than ABIP), and the assets would otherwise be financially viable. Its further object is to provide financing arrangements in other areas of commercial lending if circumstances necessitate and provided those arrangements are agreed unanimously by the members of ABIP". 

As revealed in a submission made by the National Australia Bank to a Senate Inquiry into the proposed ABIP legislation:

"… capital markets and private sources of funds have dried up, and regional banks have curtailed their growth ambitions due to large existing exposures and in some cases pending impairments. Refinancing risk is particularly elevated. This is compounded by the pressure of foreign banks to repatriate capital to domestic markets to shore up balance sheets eroded by losses from asset write-downs and write-offs. The four major Australian banks cannot solve the problem, due to industry concentration limits, and increasing capital requirements from credit quality downgrades."

(ii) The Likely Refinancing Shortfall

The refinancing of syndicated loans can be placed at risk by the withdrawal of a single syndicate member. According to the NAB's submission to the Senate Inquiry, over A$70bn of commercial property debt will require refinancing in the next two years, of which A$50bn is syndicated debt. The NAB's submission stated that "an increasing number of foreign banks will … be less willing to refinance existing syndicate positions, placing pressure on corporates seeking funds."
Then there is the problem of limits to capacity due to single-borrower concentration limits. As noted in a submission by the ANZ Bank to the Senate Inquiry:

"… capacity is not unlimited as we are subject to regulation which establishes prudential and concentration limits. These range across industry, sector and borrower levels … our major bank peers would be in a similar position."

With an estimated reduction in foreign bank activity of more than half, with closed bond markets, and with challenges in raising equity, assuming that the Australian domestic banks are willing to roll over their existing exposures, the refinancing shortfall across the energy supply sector is estimated to be over A$6 billion in 2009-2010 alone and possibly over A$20 billion over the next five years. This would result in a refinancing shortfall of 40% of capital requirements.

Taking into account new financing requirements of nearly A$50 billion over the same period, the potential shortfall is of great concern to the Energy Alliance.

(iii) Project Finance – Changes in Market Practice

With project finance, the main challenge has always been to create an uninterruptible revenue stream to support the repayment obligations. Before this can be done, the challenge of completion risk has to be overcome, highlighting the importance of having highly creditworthy project proponents in the first place, as well as the importance of government approvals and secure, stable investment settings. 

As already mentioned, the number of active banks in the Australian project finance market has reduced to 8 to 10.

For those remaining banks, their appetite has reduced significantly and borrowers are experiencing restrictions on availability of capital and increased funding costs. Deals that were previously arranged and underwritten by one or two banks are being financed on a club basis with reduced holds. 
The Energy Alliance has been informed by one of the major Australian banks that no syndicated lending has been transacted in the Australian market since September 2008. It has also been suggested that a typical project finance bank would normally lend up to A$500 million but in the current environment would limit this to less than A$100 million.

The inability to underwrite deals and the reduction in hold levels has resulted in increased difficulty in funding larger projects. Transactions over A$600 million are now considered to be very difficult to conclude.
Project structures have in recent times reverted to more traditional vanilla structures, requiring reduced gearing, tighter borrower covenants, reduced loan tenors, largely-contracted revenue streams to creditworthy counterparties and good quality sponsors.

With limited access to capital, banks are also being more selective with transactions, taking into consideration the relationship drivers, returns on capital, fees and margins, covenant packages, cross-sell opportunities and the overall strength and value of each deal.

Within the energy supply sector, additional difficulty in funding new and existing projects is attributed to uncertainty around the draft CPRS and illiquidity in the energy forward markets, reducing the ability to contract in both the medium and long terms, both bilaterally and in the market. In this climate, emissions-intensive electricity generators with impending refinancing requirements face a very serious challenge.

(iv) Shortening of Loan Tenors

Loss of system liquidity has also resulted in shorter tenors of loans to between 3 – 5 years, and higher fees and margins, to reflect current market conditions and increased bank funding costs. Alternatively, stronger credit deals are available to those with convincing relationships and business cases. The challenge is to explain the business cases in a manner which fits best with the decision-making models of credit providers. Shortened tenors are also a result of banks attempting to better match their funding tenors in a period of uncertainty, preferring to accept refinance risks in lieu of funding risk.

Borrowers must increasingly look to existing bank groups to step up and support the volumes of exiting banks, with some borrowers choosing to undergo early repricing of loan books and revisiting of loan terms in exchange for loan maturity extensions. Again, the challenge for borrowers is to put their business cases in a manner which fits best with the decision-making models of banks.
However, with large numbers of foreign banks exiting the market, the remaining banks with some capacity are still restricted by single-borrower concentration risks, limiting their ability to take on exiting bank debt or larger hold, in both refinancing and new transactions.

(v) Significant Escalation of Pricing

Loan pricing has escalated significantly over the past 12 months, reflecting rising costs of funds for banks and repricing of risk. The collapse of Lehman Brothers, government intervention to assist in the support and recapitalisation of off-shore banks and internal review of bank pricing hurdles have all resulted in the upward movement of loan pricing.

S&P AA rated banks that 12-18 months ago funded 3 and 5 year money at as low as 15-20 basis points (bps) are now facing funding costs between 160-170 bps with the Government's guarantee that is now in place (at a cost of 70 bps).

The impact on lending margins reflects this increase and the repricing of risk. S&P BBB+ rated margins of 35-50 bps 12-18 months ago are today priced between 325-375 bps.

Higher debt volumes are also currently attracting a pricing premium and, with the Basel II Accord impacting on overall bank returns and capital allocations, overall pricing and commitment fees are trending upwards. For refinancings, it is common for margins to be increased to prevailing market levels, thus reducing the borrower's equity return and in some instances requiring an injection of additional equity to reduce leverage.
(vi) Consequences for Borrowers

Many borrowers will have to resort to asset sales or, if their share price allows, to the issue of corporate equity. The latter avenue will only be open to companies whose balance sheets are relatively undergeared and significant discounting of share prices will be required.

The April/May 2009 mini-rally in equity markets appears to have saved a number of companies from costly experiences by enabling them to raise equity, either to replace debt or to provide an alternative source of funding.

The Energy Alliance believes that equity markets are likely to remain subdued until corporate balance sheets are rebuilt and earnings growth rates are restored. Overall, there is a dim outlook for capital raising in the short to medium term by companies that do not have sustainable revenue streams. 
The Alliance therefore foresees increased business rationalisation, divestment of assets and deferral of investments taking place in Australia.
	The Energy Alliance considers that the withdrawal of foreign banks has created a 'funding gap' in the Australian economy that will affect energy sector financing and refinancing in the Australian market.

Until 2008, it had been conventional to utilise project finance for 70-80% of total project costs, with the balance being provided by project proponents as equity capital from their own internal resources. The Energy Alliance believes that project finance levels could drop to 50 - 60% of project costs, with single-borrower limits providing a further constraint. 
The funding gap will need to be made up from equity and other alternative sources.
The Alliance foresees increased business rationalisation, divestment of assets and deferral of investments taking place in Australia.


5. The Impact of Taxation Policy

In May 2008 the Australian Government announced Australia's Future Tax System Review. The Review Panel is to make recommendations by the end of 2009 to position Australia to deal with the demographic, social, economic and environmental challenges of the 21st century. 

Australia must maintain an internationally competitive business environment.

(i) Accelerated Tax Deductions

To encourage investors to sustain their efforts to develop Australia's energy industry, particularly for export-oriented projects and for investment in innovative low-emissions technologies, the Alliance can suggest no better incentive than an expanded program of accelerated tax deductions, in much the same way as accelerated depreciation has been offered to investors in pioneer industries. This will trigger an immediate response in equity markets which will then look more seriously at the range of available opportunities to invest in low emissions energy technologies.

Accelerated tax deductions are a fast-track solution that is well suited for Australia with its efficient equity markets and still-available sources of funds looking for suitable investments. Accelerated tax deductions can provide the impetus for public-private partnerships on a broad scale. They can allow the market place to filter out the breakthrough technologies and to select the companies that have the best chances of bringing the technologies to market. Accelerated tax deductions of course involve a drain on the public purse but they defer the burden over a period of years.

(ii) Pass-through Schemes

Because many investors and innovators lack the revenue streams to be able to take advantage of tax deductions, there is also a need for a mechanism to marshall the funds of passive investors who are in a better position to support the innovation process. There is a strong case for "pass-through" schemes where taxpayers club together to mobilise the large amounts of funding required for energy investments, including R & D and other stages of low emissions technology commercialisation. With the right incentives and the right marshalling mechanism, markets in energy R & D can be quickly established.

Accelerated tax deductions and marshalling of funds via pass-through schemes carry the advantage that they will enable Australia to independently accelerate the development of low emissions energy technologies without waiting for international solutions to emerge or for global carbon markets to develop.

	The Energy Alliance strongly advocates the maintenance of an internationally competitive business environment for the energy industry to underpin access to the shrinking pool of global capital, first, to attract investment and international businesses and secondly, to encourage investment in technology innovation.


6. The Implications for Energy Policy

The Department's Directions Paper acknowledged a number of policy issues of interest to the Alliance and its members regarding the critical issue of investment in the energy sector:
(i) The Importance of Well-Functioning Markets
"Well-functioning, competitive global and domestic markets generally provide the most suitable basis for optimal and timely investment decision-making. Australia has little capacity to influence world markets, and our interests might be best served by encouraging transparent, efficient markets and enhancing cooperation with external customers and suppliers."

The Alliance agrees with this statement, in relation to both energy and capital markets.
(ii) The Requirement of Correct Policy and Market Settings
"Adjustments may be required to policy and market settings if investment in the energy sector in Australia is to be optimal into the future. Failure to get settings right will undermine investment and weaken economic growth prospects."
The Alliance emphatically endorses this statement and will make specific suggestions to the Government in the course of the White Paper process. Those policy and market settings extend to capital markets and ensuring the efficient flow of capital to finance the required energy investments.
(iii) Issues that Could Undermine Australia's Relative Attractiveness as an Investment Destination
The Directions Paper acknowledged that issues that could undermine investment may include:

· the complexity, intrusiveness and cost of regulations, the timeliness of regulatory decision-making and overlapping regulations, both within and between different levels of government

· government backing for the infrastructure needed to support projects

· the continuation of government alongside private sector ownership in the electricity sector, which is a source of market distortion, and

· government ownership, regulation and rates of return earned on infrastructure, such as ports, rail and energy networks.

The Energy Alliance agrees with the Directions Paper's identification of all of these important issues. However, the Alliance considers that investment issues can never be considered in isolation from taxation policy and climate policy. The latter must also be reviewed in designing a realistic energy policy framework. 
7. Summary and Conclusions for Australian Energy Sector Financing – Will Investment Retreat and What Should Be Done?
The Energy Alliance foreshadows that investment in the Australian energy sector will certainly retreat unless policy settings are significantly improved.

Utility rates of return rarely attract risk-taking private investors. The question that concerns the Energy Alliance is whether the combination of costs and risks that investors in the energy sector in Australia now have to confront have become so intolerable as to potentially jeopardise the security of energy supply in Australia and the development of Australia's energy resources for export.

These days, less reliance can be placed on asset values and more reliance must be placed on the sustainability of revenues to service debt, to pay taxes and to reward profit-seeking, risk-taking private investors. 
The sustainability of revenues cannot, however, be politely acknowledged as a mere preference of capital providers; investment needs to be guaranteed by secure, stable and conducive policy settings, including conducive tax and environmental policy settings, to make the investors come. The alternative would be to turn the clock back and look instead to public ownership, which the Alliance would strongly oppose.

Energy sector investors have always needed long term investment horizons for the large investments required. This is unlikely to change. However, the Australian energy sector should work with capital markets to improve the ‘toolkit’ available for investment appraisal and performance reporting to enable more precise decision-making having regard to those investment horizons.
The IEA has expressed the view that, in certain cases, financing difficulties constitute market failure that warrants government intervention as part of a broader package of measures to stimulate lending by banks, with actions also needed at the sectoral level to address funding bottlenecks to important projects.

What can Australia do to reduce the costs and risks of investment in the energy sector? 
	Coordinated action will be required by the Government, financial intermediaries and corporations to overcome the structural issues of financing large-scale capital projects.
 Without coordinated action, investment in the Australian energy sector may be greatly diminished by the significantly changed investment risk profiles. In addition, since the same issues also affect other countries, Australia would do well by formulating its policy response to align with international policy.


The Energy Alliance believes that the Energy White Paper would be enhanced if it addressed the Australian energy financing gap. Questions that will require further analysis include:
· What is Australia’s share of the 2030 global energy investment requirement, including Australian energy investment opportunities of global importance such as coal, LNG and uranium?

· Will sufficient local and global finance be available?
· How does Australian government policy recognise these factors? 

· How can some of the issues that could undermine Australia’s relative attractiveness as an investment destination be mitigated and what are viable strategies for closing that gap in a timely manner? 
· How can Australia's policy response best be aligned with international policy?

The major conclusions of the Energy Alliance from this review are summarised in the table below.

	MAJOR CONCLUSIONS OF THE 
AUSTRALIAN ENERGY SECTOR 2009 FINANCING REVIEW


	(i) The Energy Alliance strongly supports the Australian Government's Energy White Paper process and is committed to working with policymakers, industry leaders and capital market participants to find solutions to the acute financing dilemma now facing the energy industry in Australia.

	(ii) The Energy Alliance is alarmed that there may be insufficient capital for the financing of the Australian energy sector over the next decade to enable Australia to work its way out of recession and underpin its own economic development, as well as to enable it to make an optimal contribution to serving the energy needs of other countries.

	(iii) The Energy Alliance considers that the credit crunch will precipitate changes beyond the restoration of equilibrium in the financial system; the global pool of capital has shrunk and banks will reduce risk-taking activities to a minimum. 
The credit crunch is likely to cause considerable consolidation and rationalisation of businesses, divestment of assets and deferral of investments in most countries.

	(iv) The Energy Alliance considers that the withdrawal of foreign banks has created a 'funding gap' in the Australian economy that will affect energy sector financing and refinancing in the Australian market.

Until 2008, it had been conventional to utilise project finance for 70-80% of total project costs, with the balance being provided by project proponents as equity capital from their own internal resources. The Energy Alliance believes that project finance levels could drop to 50 - 60% of project costs, with single-borrower limits providing a further constraint. 

The funding gap will need to be made up from equity and other alternative sources. The Alliance therefore foresees increased business rationalisation, divestment of assets and deferral of investments taking place in Australia.

	(v) The Energy Alliance strongly advocates the maintenance of an internationally competitive business environment for the energy industry to underpin access to the shrinking pool of global capital, first, to attract investment and international businesses and, secondly, to encourage investment in technology innovation.


	(vi) Coordinated action will be required by the Government, financial intermediaries and corporations to overcome the structural issues of financing large-scale capital projects. Without coordinated action, investment in the Australian energy sector may be greatly diminished by the significantly changed investment risk profiles. Australia's response must also be aligned with international policy.

	(vii) Finally, the energy sector and the capital markets funding of energy investments have a critical ongoing role. Investment will demand a more precise 'capital markets toolkit', to drive the efficient allocation of capital to the most compelling energy investment propositions, than exists today. Such a toolkit will require work to supplement what is available today, involving industry participants, equity and debt providers, capital markets intermediaries, and the accounting profession.


The Alliance is willing to work with policymakers, industry leaders, and capital market participants in carrying out research in these areas and finding solutions to the acute energy financing dilemma now facing the energy industry in Australia. 

[image: image2.png]



Robert Pritchard

on behalf of

Energy Alliance of Australia Limited
Sydney

29 May 2009
Website: www.energyalliance.com.au
The Energy Alliance expresses its appreciation to its board member Michael Bray for his valuable assistance in carrying out this review.

APPENDIX A

Summary of Conclusions of the 1997 WEC Study

(b) Sector-wide Conclusions

The main assumptions, findings and conclusions of the 1997 WEC Study were:

(i) Demand growth: Over 90% of the growth in energy demand was likely to come from developing countries, such as China and India, where rapidly rising incomes, the shift from rural to urban areas, and dramatic increases in industrialisation and mobility, would result in several decades of energy-intensive growth. In contrast to the industrialised countries, where energy demands and growth are less closely linked, developing countries were thought likely to see energy requirements growing more rapidly than national incomes. 

(ii) Growth in energy intensity: By 2020, many developing countries would probably have made the transition from energy-intensive growth – driven by the demand for industrialisation, motorised transport, refrigeration, air-conditioning and all the accoutrements of modern life – to patterns of growth more closely resembling the industrialised countries.

(iii) Investment needs: Energy sector investment needs would remain at approximately the same levels of GDP as they had in the past. For the period 1990-2020, a cumulative energy supply investment requirement in 1990 dollars of US $30 trillion or roughly 3-4% of global GDP was assumed, much in line with historical experience. 

(iv) Savings rates: Global economic growth would be likely to produce the necessary resources to fund energy investments, this being indicated by the high savings rates found in most developing countries. Savings rates in many developing countries were double than those of the US and generally one-third greater than those of Europe or Japan.

(v) Environmental issues: Although the need for minimising environmental impacts could add significantly to costs, this was not considered to be an overwhelming impediment. It was then thought that most environmental concerns could be accommodated within a 15-20% range of additional capital cost. For new capacity, it could be as low as 10%. Many investors were already taking steps to protect themselves against costly retrofits that would become necessary with "the inevitable tightening of standards". 

(vi) Sector-wide conclusion: WEC's conclusion in 1997 was that there was no global constraint on capital resources as such. However, because of the immaturity of domestic capital markets, unless action to mobilise capital was taken quickly, potential bottlenecks in developing the energy sector would become a limiting factor to economic growth and to the movement out of poverty for almost 40% of the world's population.

The Energy Alliance makes the obvious point that the position is much less benign today.

(c) Sub-sectoral Conclusions

The WEC Study noted certain distinct issues that affected the various energy sub-sectors.
(i) Oil: Traditionally, oil had generated large economic rents available for sharing between investors and host governments. Retained earnings accounted for the major share of new investments. As capital markets had become more sophisticated, large oil companies had increasingly used their own substantial balance sheets to raise funds in these markets, linking investments in the oil sector more closely to the overall return on capital.

In 1997, from a global perspective, there were relatively few financing problems in the upstream oil sector. From 1991 to 1995, investments in exploration, development, and production had averaged about US $80 billion per year world-wide. WEC expected this to increase to about US $100 billion a year over the five years to 2000. Because oil is an internationally traded commodity with sophisticated commodity market support mechanisms, the oil sub-sector's financing challenge was comparatively easier than in other energy sub-sectors.

(ii) Gas: WEC noted that the exploration, development and transport of gas required significant up-front investment and that close coordination between investments in gas and power infrastructure was also required. In the well-developed markets of Europe and North America, market-based arrangements between suppliers and users provided this coordination but not in less-developed markets, there were difficulties.

(iii) Coal: In 1997, ownership of world coal production was roughly half private and half public. Coal was mainly a domestic commodity, with only 15% of the world's output entering international trade. Three countries accounted for most of world exports: South Africa, Australia and the USA. In most coal exporting countries, coal was mined by large companies capable of raising the required capital. 

(iv) Electric Power: The greatest financing challenge both in relative and absolute terms was in electric power, larger than all other energy investments combined. 

Traditionally, state-owned utilities were dominant in many countries, and prices were politically determined. However, the electricity sector had started in the 1990s to undergo dramatic structural adjustment. 

Many countries were attempting to introduce private finance and ownership by encouraging independent power producers (IPPs) as an alternative source of new generating capacity. Instead of the state enterprise contracting and building new capacity, independent power producers built and financed new plants on the basis of long-term power purchase agreements. Typically, a state-owned utility assumed all of the market risk (that there would be buyers for the power at prices that covered costs) with the IPP assuming the financing, construction, completion and performance risks. The most important financing mechanisms for utilities, whether public, mixed or private, were project financing and bond issues.

Through the 1990s, however, independent power projects languished wherever market-based prices were not permitted. Privatisation of the utilities themselves thus became the dominant trend, with an increasing emphasis on transparency and inclusiveness of regulatory processes.

(v) Nuclear Power: In the 1990s, building nuclear plants without governmental financial support was particularly difficult. If nuclear power was to be competitive, high capital costs and construction times needed to be reduced. This remains much the same today.

∞∞∞
APPENDIX B

Risk Issues in Project Financing

Introduction

“Bankability” means the capability of a particular project to attract project finance. The bankability of infrastructure projects is always economy-specific and project-specific. Bankers are always risk-averse and, in considering whether a particular infrastructure project is bankable, they will study the complete range of economy-specific and project-specific risk issues, the creditworthiness, experience and track record of the project proponents (the equity investors) and the investment structure and risk mitigation mechanisms proposed for the project.

Standard and Poor’s, one of the international credit rating agencies, developed a risk analysis framework, depicted below, based on lessons gleaned from rating projects in the emerging markets of Asia and Latin America and in the deregulating markets of OECD countries.
 The framework involves five levels of analysis, beginning with project-specific issues, moving to country-specific issues (sovereign risk, such as currency risk, and institutional risks, such as structural, regulatory and legal risks) and ending with an evaluation of whatever credit enhancement mechanisms may have been put in place in order to mitigate risks at the lower levels. 

	TABLE: STANDARD & POOR’S RISK ANALYSIS FRAMEWORK

	

Credit Enhancement Mechanisms




Force Majeure Risks



Institutional Risks



Sovereign Risk



Project Risks






The fundamental principle that governs good energy investment decisions is that the technical and economic feasibility of the project must be sufficiently robust, when weighed against the risks of the project, to justify its going ahead. With electricity sector investment, the golden rule is that there must be a strong and growing demand for the expected output.

Bankers typically require answers to a range of specific questions like those set out in the following table:

	TABLE: QUESTIONS BANKERS WILL ASK

	1. Have all government approvals, in particular environmental approvals, been obtained?

	2. Are all necessary policy settings clearly established, are they secure and stable?

	3. By what deadline will the project be built?

	4. What will it finally cost?

	5. Who will pay for any overruns?

	6. Will it function efficiently?

	7. Will it have reliable sources of fuel available?

	8. Will the production be sold on profitable terms to a creditworthy offtaker, free from political interference? 

	9. When will the project become cash flow positive?

	10. Are any tax concessions and exemptions available?

	11. Are any loans available from concessional sources?

	12. If different lenders are involved, will they rank equally and, if not, what priority of repayment will apply amongst them?

	13. Could the bankers attract any environmental liability?

	14. Is political risk and other key insurance coverage available?


	15. Can security over the project assets be obtained and will this be freely assignable in the event of default without the requirement of further government approval?


Summary of the Key Risks

(d) Government Risk (Political Risk, Sovereign Risk)

Government risk involves two key questions, first, whether all necessary government approvals can be obtained to enable the project to commence and, secondly, whether the government will continue to provide secure and stable policy settings for the life of the project.

Political risk insurance coverage is available from both public and private insurers. Premiums depend on the extent of risk being underwritten and are not always affordable.

Political risk insurance extends to four main risk categories:

· Expropriation or nationalization

· Currency inconvertibility and transfer restrictions

· War and civil disturbance

· Breach of contract
Political risk insurance can cover investors for their equity investment, for shareholder and non-shareholder loans to a project, as well as management contracts and other obligations to a foreign parent. Syndicates of public and private insurers can be formed where a single insurer is unable to underwrite the entire risk on its own.

The Multilateral Investment Guarantee Agency (MIGA) Convention provides political risk insurance cover for direct investments in infrastructure projects if the host economy is a signatory to the MIGA Convention. Australia is not eligible for this.

(e) Market Risk

Where there is no active market for the production (as is often the case with a new energy infrastructure project), the whole of the project’s capacity will be dedicated under a long-term contract for use by a single entity. In such circumstances, the lending banks will need to rely almost wholly on the robustness of the contracted revenue stream and on the creditworthiness of the offtaking party.

(f) Completion Risk

Whether and when the contracted revenue stream will commence, and whether and in what circumstances the contracted revenue stream could be interrupted, is invariably the crucial question in project financing.

Bankers know that, if the project proponents are unable to construct or operate an infrastructure project successfully, the bankers themselves will experience even more difficulties in doing so. Because of this, the bankers, the project proponents, and any third parties against whom the lenders expect to have recourse, all depend for the repayment of moneys advanced on successful completion of the project within a certain deadline, and the ability of the project to meet its cash flow projections once in operation.

With many new energy projects, completion risk typically represents such a great risk that many conventional lenders are unwilling to accept it. In such cases, project proponents will need to obtain “bridging finance” from commercial banks or other sources by providing the financiers with recourse to governmental or corporate balance sheets and/or other collateral security (often at more expensive rates) until all of the “completion tests” are satisfied. After that, non-recourse or limited-recourse project finance can be substituted. The ability to obtain bridging finance will require the project proponents to be highly creditworthy entities.

Apart from banks, the government export credit agencies of many economies are an important source of finance and financial guarantees for projects which involve exports to other economies. These agencies will sometimes be prepared to accept levels of political risk and completion risk that banks will not. However, following the Asian financial crisis and a number of loan defaults and project delays, these agencies are today much more cautious than they were during the 1990s. For instance, in fiscal years 1988 and 1989, the Export-Import Bank of the United States virtually ceased writing project finance business whilst expanding its export credit insurance activities.

(g) Currency Risk

Even if currency convertibility is guaranteed by the host government, the conversion rate will depend on a range of economic considerations outside the control of the host government and the project proponents. Exchange rates rarely remain stable for long periods and are frequently volatile. Almost always, therefore, currency risk is a serious difficulty in financing. 

(h) Credit Support by Third Parties

In project financing, some of the credit risk can be borne by interested third parties, including parties who are likely to benefit from the construction and/or the completion of the project, parties who will supply equipment construction materials, products and services and those who will supply, or be supplied by, the project once it is in operation. Third parties providing credit support may also include governmental entities with an interest in the project.

(i) Credit Enhancement of Parties

In many energy projects, the offtaker may be a state-owned entity (SOE) whose creditworthiness over the full period of debt repayment will be a crucial consideration in bankability. Credit enhancement mechanisms may be needed, which can include:

· legislation to authorize enforceability against the SOE;

· contractual undertakings by the government to ensure the SOE’s continuing existence and its continuing capacity to honour its financial commitments;

· guarantees, co-guarantees or counter-guarantees by the government of part or all of the revenue stream in the event of default;

· establishment of standby credits.

Although these mechanisms represent a commitment of public resources, they may be far less onerous than financing based on the government’s own balance sheet which is necessary when infrastructure is not provided by private sector investors. Developing countries may have access to the Guarantee Program of the World Bank, which offers risk mitigation products such as partial credit guarantees and partial risk guarantees.
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	About the Energy Alliance

Charter

The charter of the Energy Alliance of Australia Limited is to provide a mechanism by which all stakeholders in Australian energy may collaborate on risks and concerns impacting the energy value chain, where those risks and concerns may not have been fully addressed by existing industry organisations. 

The Alliance recognises the paramount interest of the public in having access to affordable, clean and secure energy.

The Alliance supports free market choices within a sound national and global policy framework.

The Alliance is a "not-for-profit" and apolitical organisation.

What The Alliance Does

The Alliance:

facilitates the development of an environment in which the necessary Australian energy investments can be financed

provides a channel for dialogue with governments and inter-governmental, non-governmental and community organisations, both bilaterally and multilaterally

provides a vehicle for effective Australian participation in international organisations, including the Asia-Pacific Economic Cooperation Energy Business Network
does not act as a lobbyist.

World Energy Council

The Alliance is the Australian member of the World Energy Council (WEC), the foremost multi-energy organisation. WEC has Member Committees in 94 countries, including most of the largest energy-producing and energy-consuming countries.

The Energy State of The Nation Forum

The Alliance holds a half-day forum in the first quarter of each year when it brings together representatives of energy industry organisations, business and government to review the state of Australia's energy industry.

Secretariat

Tel: +612 9810 7322

Email: info@energyalliance.com.au
Website: www.energyalliance.com.au
Address: 145/2-18 Buchanan Street

Balmain, Sydney NSW 2041

PO Box A2129, Sydney South NSW 1235
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