4

OlL

QLCHANGE

JULY 2020

DISTRIBUTED FUNDS FOR
DISTRIBUTED RENEWABLE ENERGY:
ENSURING AFRICAN ENERGY ACCESS FINANCE

REACHES LOCAL ACTORS

SUMMARY

Renewable energy produced through off-grid and mini-grid wind
and solar installations - called ‘distributed renewable energy’ -
has consistently been identified as the most effective, affordable,
and resilient way to deliver electricity services to rural areas
without access. However only about 1-2% of finance for electricity
in Africa is currently flowing to distributed renewable energy.

Of this, the vast majority has been for multinational companies
that are based in Europe or North America or led by
entrepreneurs from these regions, meaning profits are largely

not remaining in Africa.?

Communities in Africa have overall contributed the least to climate
change and been undermined the most by international trade and
finance policies and have a right to better international support
for distributed renewable energy.

In order to reach universal energy access before the 2030 target
set by the UN Sustainable Development Goals, international

public finance institutions have an urgent responsibility to

provide more funding and better financial transparency and
tracking for distributed renewable energy. But they also have a
responsibility to foster local participation in and ownership of
distributed renewable energy initiatives. This briefing provides
recommendations for how international public finance institutions
can fulfill this responsibility.

As governments and public finance institutions around the world
prepare historic stimulus packages in response to COVID-19,

support for distributed renewable energy for those lacking access
to electricity is critical for improving health outcomes during the
pandemic as well as building a just recovery with a more equitable
and sustainable economy.? Distributed renewable energy has
important cost and resilience advantages over both grid-based
renewable energy and off-grid fossil fuels.* This is all the more
important as the pandemic has laid bare the need to build energy
systems that are resilient to future crises, including the global
market shocks and natural disasters we can expect to see intensify
as climate impacts escalate.

To support local participation in and ownership of distributed
renewable energy entities throughout Africa, international public
finance institutions should:

Support the entry of local finance institutions into the distributed

renewable energy sector

1. Design early-stage finance for locally owned distributed
renewable energy companies to include grant-to-debt
sequencing and reporting requirements aimed at strengthening
internal processes.

2. Support capacity-building for distributed renewable energy
lending in local financial institutions. Specifically, enable
programs that pair experts with local financial institutions for
six months or more to set up systems and training for assessing
risk and opportunities in this sector.

3. De-risk early distributed renewable energy investments for local
financial institutions by enabling the establishment of catalytic
first-loss capital, including first-loss guarantees.
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Facilitate coordination, research, and

planning

4. Design locally relevant and accessible
guarantee facilities by providing forums
for discussion between international
public finance institutions, local
financial institutions, and small-to-
medium distributed renewable energy
companies.

5. Provide grant and concessional
finance to facilitate the provision of
local market information, including
feasibility studies, the development
of standardized metrics, and advisory
services for project preparation.

6. Dedicate more resources to
communicating and coordinating
distributed renewable energy initiatives
between different international public
finance institutions as well as internally
between related program areas like
agriculture and water.

Increase support for distributed

renewable energy with an emphasis

oh community-owned and cooperative

models

7. For institutions providing policy and
technical assistance to governments,
support the domestic provision of
at least equal support for off-grid
and mini-grid solutions as for grid
extension.

8. Target grants and concessional
finance towards the up-front costs of
community-owned and cooperative
mini-grid initiatives.

BACKGROUND

LOCAL ACTORS HAVE LITTLE
ACCESS TO FINANCE FOR
DISTRIBUTED RENEWABLE
ENERGY

Investment in distributed renewables for
energy access in Africa has been growing
since 2013.5 Private finance for solar
home systems — particularly “pay-as-
you-go” models — has grown the fastest,
increasing from less than $10 million a year
in capital investment in 2012 to more than
$200 million a year 2016-2019.¢6 Between
2012 and 2019 this has totaled USD 851
million in East Africa, USD 247 million in
West Africa, and 17 million in Middle &
Southern Africa.” However, this is still only
about 1-2% of all finance for electricity on
the continent, and far from what is needed
to reach the UN Sustainable Development
Goal target of universal access by 2030.
Under current projections, population
growth will outpace electrification and an
estimated 602 million people in Africa will
lack access to energy in 2030 compared
to 588 million in 2016.8

It is important to note there are significant
regional differences in levels of energy
access with 75 percent of the population
without access in Central Africa in 2016,
69 percent in Southern Africa (excluding
South Africa), 61 percent in East Africa, 48
percent in West Africa, 14 percent in South
Africa, and near universal access in North
Africa.®

Notably, the solar home system sector
is very top-heavy, with 87 percent of
cumulative funding 2010 to 2018 flowing
to 10 market leaders, and 56 percent to
the top four.® None of these companies
were founded by or are led by Africans,

and most have head offices outside

the continent.” Most have been led by
entrepreneurs from European or North
American countries who secured grants
and funding from development finance,
export credit agencies, and impact
investing communities through networks
that local entrepreneurs largely cannot
access.?

In contrast to the solar home system
sector, the mini-grid sector in Africa

is smaller and has a greater diversity

of players, business models, and
generation technologies.”® However, the
recommendations in this briefing would
still help catalyze more locally-owned
mini-grid initiatives.

LOCAL INVESTMENT YIELDS
MORE LOCAL BENEFITS
Locally-owned and -operated distributed
renewable energy initiatives - whether for-
profit, community-owned, or public - have
more spillover benefits for sustainable
development relative to those run by
companies based abroad. They result in a
higher proportion of revenue circulating
locally.™ They also tend to create more
local jobs — both direct and indirect

— because they are more likely to be
integrated with local economic activity.’”
Renewable energy projects in Africa

have often been implemented without
the participation and consent of local
communities.’® This is a continuation

of a long history of aid projects that
encroach on local sovereignty. Because
of this, there are strong calls for a code of
conduct between donor countries, donor
institutions, and African governments to
help ensure local recipient communities
have oversight and receive the bulk of
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the benefits from these development
projects.” Small-to-medium, locally-
owned distributed renewable energy
entities financed through local financial
institutions are more likely to ensure
the participation and acceptance of the
communities they are working in.'®

INTERNATIONAL PUBLIC
FINANCE IS FALLING SHORT
ON ENERGY ACCESS

Public finance should be filling the gaps
in energy access and helping create
conditions that will allow locally owned
distributed renewables sector to grow.
International public finance institutions
have an outsized influence on the
energy landscape because they can
offer concessional (“below-market”)
rates that make projects or sectors more
attractive to other actors and they can
shape wider norms through their signaling
of government priorities and greater
technical and advisory capacity.”

But in practice, international public finance
institutions are overwhelmingly using this
influence to further entrench fossil fuel
infrastructure that does little to increase
access. From 2016-2018, G20 public
finance institutions backed 3.5 times

more fossil fuels in Africa than renewable
energy, with $11.6 billion a year for oil, gas,
and coal and just $3.2 billion for renewable
energy.?® Very little of this appears to be in
support of distributed renewable energy

- for example, from 2014 to 2017 less

than two percent of energy finance from
multilateral development banks (MDBs)
went to support the distributed renewable
solutions most suited to achieving
universal energy access.? Instead, the bulk
of it flowed to loans for grid expansion
and large power plants. There is a similar
lack of ambition from bilateral and other
international public finance institutions.??

RECOMMENDATIONS
SUPPORT THE ENTRY OF LOCAL
FINANCE INSTITUTIONS INTO
THE DISTRIBUTED RENEWABLE
ENERGY SECTOR

The involvement of local financial
institutions is an important step in creating
a locally owned distributed renewable
energy sector and can provide advantages
over foreign financiers, including providing
more revolving loans (due to the need for
ongoing monitoring and communications
between the lender and the borrower)

as well as offering better on-the-ground
knowledge of local market risks and
trends.?® The use of local financial
institutions can also reduce the significant
foreign exchange risk that pay-as-you-go
solar companies have experienced as a
consequence of attracting investments

in foreign currencies while having
receivables in local currency.?*

However, local financial institutions in
Africa have typically had large collateral
requirements for new players or industries
like distributed renewable energy. They
have also generally emphasized project-
based financing that is incompatible with
assessing the risks and opportunities of
lending to distributed renewable energy
companies.? In the past two years this
has started to shift, but further capacity-
building is needed to grow the involvement
of local banks. International public finance
can play an enabling role in de-risking the
sector for local financial institutions by
providing concessional finance designed
to support the early-stage growth of
distributed renewable energy and training
on assessing risk and opportunity in the
sector. Multilateral Development Banks
(MDBsSs) in particular are well-positioned
to support such initiatives given many
have pre-existing relationships with local
financial institutions.

Recommendation 1: To build capacity in
local financial institutions for distributed
renewable energy lending, international
institutions should support programs
that pair experts in the sector with local
banks for periods of six months or more
to conduct demonstration transactions,
set up systems, and train staff in how to
assess risk and opportunity in the sector.
This allows the experienced advisors

to walk through the process of making
transactions in the sector side-by-side
with bank staff.

These capacity-building efforts should
prioritize areas where there are few
incumbent actors, because in these
geographies new local distributed
renewable energy businesses will be
better able to capture first-mover
advantages.?® This would also better
support reaching universal energy access.
Finance for distributed renewable energy
has so far been highly concentrated in
East Africa, with Kenya, Tanzania, and
Uganda alone receiving 56 percent of the
finance for distributed renewables in low
energy access countries worldwide since
2012.%7

Recommendation 2: Design early-

stage finance for distributed renewable
energy companies to have grant-to-debt
sequencing and reporting requirements
aimed at strengthening internal
processes. To help prepare companies to
take on non-concessional finance, local
financial institutions should provide a
series of grants with growing portions of
debt, or a string of grants followed by a
loan. Early loans and grants could also
be designed to improve the company’s
structure through financial reporting
requirements that push the companies
to improve record-keeping, financial
accountability, and management.?®
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Recommendation 3: A particularly
important kind of de-risking that
international financial institutions are well-
positioned to support is the establishment
of catalytic first-loss capital -particularly
through first-loss guarantees for local
financial institutions. This is a need that
has been identified for many years, yet
there are still relatively few first-loss
guarantee offerings from international
financial institutions in this sector.?® In
order to support the growth of local
enterprises, institutions may need to
design and offer first-loss guarantees of
70 to 80 percent.

FACILITATE COORDINATION,
RESEARCH, AND PLANNING
There is also key local market research
and standardization initiatives that are
needed to help de-risk the distributed
renewable energy sector for local financial
institutions. Public finance institutions

can help by providing targeted grant and
concessional finance to support this.

Recommendation 4: It is important

that de-risking mechanisms for local
financial institutions be fit-for-purpose
and accessible to small-to-medium
locally owned and led entities. Recent
research by Open Capital Advisors found
that even where guarantee facilities do
exist, they are “frequently underutilized
due to stringent lending criteria that do
not match local contexts.”*® There is a
need for a forum for discussion between
international public finance institutions,
local banks, and distributed renewable
energy enterprises to improve design of
guarantee facilities. There are currently
only ad-hoc feedback processes for this.
One outcome may include eligibility
criteria to ensure facilities are supporting
early-stage entrants in the sector: for
example, a maximum threshold on
turnover for enterprises to be eligible.
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Recommendation 5: Much of the risk

for local financial institutions investing

in distributed renewables in comes from

a lack of adequate market information.

In addition to enabling lower-risk
mechanisms for lending, there is a need
for international public finance institutions
to provide grant and concessional
finance targeted at feasibility studies,
the development of standardized metrics
on the sector, and advisory services

for project preparation.3' Addressing

this issue may require more regular
communication between international
providers of public finance, local banks,
and distributed renewable energy
enterprises to develop appropriately
tailored first-loss instruments.

Recommendation 6: International public
finance institutions should dedicate
more resources to communicating and
coordinating their work on distributed
renewable energy for energy access,
both with each other as well as internally
between related sectors like agriculture
and water. Deeper communication

and coordination between multilateral

i
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development banks and other public
finance institutions working towards
energy access would help avoid
duplication and ensure this finance has a
more meaningful impact.

The recommendations in this briefing
focus largely on how international public
finance institutions can help build capacity
for distributed renewables in local
financial institutions and small-to-medium
enterprises. However, public finance can
also play a role in supporting governments
and educational institutions in building
capacity, particularly through programs to
help foster local managerial and technical
expertise specific to the distributed
renewables sector.3?

INCREASE SUPPORT FOR
DISTRIBUTED RENEWABLE
ENERGY WITH AN EMPHASIS
ON COMMUNITY-OWNED AND
COOPERATIVE MODELS

Overall, more grant and concessional
finance for distributed renewable energy
in Africa is needed to support the growth
of locally owned distributed renewable
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energy economies at a pace that is in line
with achieving universal energy access.

Non-profit models of distributed
renewable energy in particular are a
neglected but necessary tool for reaching
universal energy access, particularly

for mini-grids.3* For-profit models of
distributed renewable energy cannot
always provide access for populations
who are remote or low-income, and can
put these populations at higher risk for
punitive legal and financial penalties.?* In
contrast, cooperative and community-
owned models tend to have stronger
spillover benefits for gender equality,
local job creation, and collective access to
capital.®®

Recommendation 7: Governments and
international institutions providing policy
and technical assistance to governments
should support the domestic provision
of at least equal support for off-grid and
mini-grid solutions as for grid extension.
The implicit subsidies for grid extension
for many national utilities in Africa are
greater than $800 per connection 3¢ (and
in some cases may be as high as $6,600
per connection).?” Therefore, international
financial institutions advising governments
or providing technical and policy support
should work with governments to

provide at least similar levels of support
for off-grid and mini-grid solutions, in
ways that promote local ownership and
development of distributed renewable

energy without crowding out existing
development of off-grid and mini-grid
business models.

Recommendation 8: International public
finance can play a catalyzing role by
providing concessional finance and grants
towards the up-front costs for non-profit
mini-grid initiatives. Transaction costs

for this can be reduced by aggregating
mini-grid projects into larger programs

for financing.3® Case studies for financing
and enabling policy environments for
community-owned, cooperative mini-grids
can be found in Tanzania, Burkina Faso,
Bangladesh, Nepal, and Sri Lanka among
other contexts.3®
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