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SHANGHAI CHENGTOU




上海区（县）环境治理项目融资平台: DFV
District Financing Vehicle for Environment Development Projects in Shanghai Suburban Districts


Part One: The Function and Essential of DFV 

1. Background：
     During preparation of Shanghai APL Project (Phase 1) between World Bank and Shanghai Municipal Government, World Bank requested a district financing innovation scheme. It is suggested that an innovative financing and management mechanism be developed to support environmental projects in Shanghai suburban districts. SMG assigned Shanghai Chengtou Corporation (UDIC) to be the implementation organization of this financing innovation scheme named as District Financial Vehicle (DFV). The Chinese name for DFV is presently defined as “Financing vehicle for Environmental Projects in Shanghai Suburban Districts and County”. As addressed in the loan agreement of Shanghai APL 1 reached between the Bank and SMG, DFV has been considered as one of the trigger to Shanghai APL 2 project. 
2. Function：
　　An general agreement has been achieved between SMG, the Bank and UDIC regarding the basic function of DFV, i.e. an integrated financing vehicle consolidating policy driven and market oriented approaches, serving for infrastructure facilities in particular environmental projects in Shanghai suburban districts and county, by use of experience and management methodologies of well-known international financial organizations including the World Bank in financing public infrastructure facilities. The basic function, an extended function or visioning development of DFV are designed as follow:  

　　　　　　　　　　　　　　DFV’s Basic Function 

To Coordinate World Bank Loan Projects in Suburban Districts & County:  As an operation agent for projects in suburban districts and county funded by World Bank Shanghai APL, and under the lead of related SMG departments, DFV will play a role of promotion and coordination in project development, preliminary preparation and implementation monitoring of World Bank projects in suburban districts and county. 


Project Funding Pool：In addition to management of world bank loan projects in suburban districts & county, DFV will integrate and manipulate funds from various sources, including funds from capital market to provide counterpart funds; Functioning as a financing intermediary for environmental projects in suburban districts and county. Hence a project funding pool will be established centralizing funds from municipal infrastructure funds (earmarked for districts and county), UDIC’s equity investment, consignment loan, trust fund and bond.


DFV’s Extended Function and Visioning Development

As an Intermediary to Diversified Investment ：Structured as an open and market oriented financing mechanism, DFV will bring in strategic investors participating in environmental projects in Shanghai suburban districts & county, improve the efficiency of project management, and spur market-oriented competition and opening of infrastructure investment in Shanghai rural area. 


As a Capital Operation Vehicle for Environmental Projects in Suburban Districts and County ：When preconditions are fulfilled, DFV will consolidate assets of environmental projects in suburban districts & county to raise more funds for rural environmental projects by means of enterprise bond issuance (through UDIC), trust scheme, and assets backed securitization.  
3. Essential：
    The above captioned functional settings to DFV will assure the environmental projects (typically wastewater and solid waste treatment) in suburban Shanghai be developed and managed (in terms of using world bank loan, counterpart financing and project management) more efficient than those of traditional approaches, with more competitive advantages as follow:


DFV will improve the perception and understanding of suburban Districts and county governments on the practice and value of the world bank loan projects; assist municipal and district governments to solve specific issues related to procedures and task coordination in project preparation phase, by means of more convenient and effective management measures. In addition to effective use of World Bank funds, DFV will decrease cost of financing and management, to facilitate SMG promoting the implementation of APL project in a more efficient way;    


By exertion of DFV’s function of collective financing, credit enhancement and risk dispersion, DFV will mitigate the financing difficulty faced by suburban districts due to limited affordability to cost of projects characterized with small in size, large in number, scattered in location, so as to provide suburban districts with a powerful vehicle of financing support to environmental projects. 

The open and market oriented financing mechanism applied by DFV will stimulate the establishment and further improvement of a market oriented mechanism of infrastructure investment and project management in suburban districts, promote the transition from policy driven financing to market driven financing in suburban districts; and adapt to build an essential framework for diversified investment and management, build a market oriented climate in which sufficient open and competition are enforced in the process of project implementation and management.　　　
  
Part Two: Operational Mode of DFV 

1. DFV’s Primary Nature
It includes DFV’s corporate attribute, capital structure, management tasks, cash flows and mode of guarantee.  

Corporate Legal Attribution (Fundamental Concepts) 

As per the requirement by World Bank and actual condition in suburban districts, Shanghai ChengTou (UDIC) will setup a corporate entity with fund managerial function to enforce all functions of DFV. This corporation is in charge of integrated management of all World Bank projects in suburban districts and county, and will assist to provide counterpart funding and credit enhancement in a commercial way. The organizational structure of this legal entity will be an investment company, Shanghai ChengTou Environment Company will be performing this responsibility at initial phase of DFV’s operation. DFV will progressively adjust its capital structure and corporate governance structure in accordance with the progress of World Bank projects and growth of diversified financing, to exert finally its independent role of financing in a commercial way.   

Capital Structure  
[image: image2]
Management Tasks 
Management tasks are divided into two phases, as follow: 

First Phase：Upon effectiveness of Shanghai APL II loan, DFV undertakes the administration of use and repayment (including loan guarantee) of World Bank loan in suburban projects, and conduct cooperation with domestic commercial banks to provide counterpart funding to these projects; In addition, it will conduct cooperation with Shanghai ChengTou or Shanghai ChengTou Environment Company, to handle directly their equity investment in these projects and control on project management.  

Second Phase：Under the condition that projects financed by DFV have generated revenues up to certain extent (RMB 50 million per year), DFV will start its mission in second phase, i.e. assets backed securitization, to obtain long-term financing, and to transit from sole role of credit intermediary to both operation and management of project capital, with detailed tasks as follow:

　　　① By means of DFV as trustor or manager, to float equity typed trust certificates; 
　　　② To float bonds specific to suburban environmental projects; 
Cash Flows (World Bank Loan) 
A．Current mode of use of World Bank loan: 
First Layer: World Bank－（National Ministry of Finance）－Municipal Finance Bureau，It is municipal finance bureau who acts as a creditor and on-lend World Bank loan. 

Second Layer: Municipal Finance Bureau－（District Finance Bureau）－Project Implementation Unit，it is the project implementation unit who acts as primary user of World Bank loan, onlent by district finance bureau. The counterpart funding to project is to be raised or supplied by district itself. 

B．Use of World Bank loan under DFV:
First Layer is kept unchanged.  
Second Layer: Municipal Finance Bureau－DFV－Project Implementation Unit(PIU)，it will be DFV who acts as performing agency of World Bank loan to suburban projects, and counterpart funding (could be divided into equity fund and credit) to these projects can be provided by DFV, or shared by DFV and project implementation unit（e.g. PIU borrows from commercial banks, guaranteed by DFV through credit enhancement function including postponing borrowing terms, etc.） 

The key content of this mechanism is to put an additional corporate institution within the existing chain of using World Bank Loans, which would serve as a direct agent and take the responsibility of the usage and repayment of the Bank loans. See below: 


[image: image3]
Existing pattern for using World Bank loans
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DFV proposed pattern for using World Bank loans

Loan Guarantee
The municipal financial authority - DFV and DFV – district project clients / district fiscal authority would fulfill the above management tasks with the formation of guarantee mechanisms as shown in the below figure in two levels and six aspects. 

1. Municipal financial authority－DFV. World bank loan is to be ultimately guaranteed by Shanghai UDIC in terms of corporate assets and revenue rights. 
2. DFV－district project clients/district financial authority. Basic guarantee patterns include: project clients’ revenue rights (including concessions) and guarantees by district/county UDICs, of which district/county fiscal inputs could serve as the secondary or primary guarantor. 
3. Tentative guarantee mechanism, i.e., multilateral investment guarantee companies in local districts/county. Multilateral investment guarantee companies in local districts/county would be fueled by local district/county fiscal inputs, being the major player in the funding market to replace district fiscal resources and magnify fund effects. MIGA of the World Bank Group could be referred in terms of their operation mechanisms. These investment guarantee companies could serve as the guarantor for individual or the whole batch of environment projects in the districts/county. 
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2. DFV’s project management and support 

DFV project identification and approval
After pre-reviewed by local district/county authorities, project clients should, in association with DFV, apply for the project identification by municipal DRC (Development & Reform Commission). Under normal condition, municipal DRC should give approval to DFV’s recommendation if the candidate projects are selected within the scope of APL framework and complying with World Bank project identification procedure.

Provided that the project identification has been approved by municipal DRC, and with the agreement by the relevant municipal authorities that the project is to be funded through DFV, DFV should make comments and recommendations on project preliminary works including project planning, financial supports and market financing, etc. as investment development institution. 
The project clients should be in charge of the preparation of Project Proposal, Project Feasibility Reports, and Project Commencement Report, while DFV should assist. Extended Preliminary Designs should be submitted to Municipal Construction Commission.  

Project portfolio and quotas for special purpose loans

1. DFV should prepare a portfolio of candidate projects and, in association with district authorities, submit to Municipal DRC for identification and approval;
2. Within the APL frameworks, Municipal DRC should direct the discussions with the World Bank and set up quotas for DFV special purpose loans, which initial amount should be between USD 20 - 50 million within the APL2 framework. 
3. If continuous exploration of project resources, with the approve both from the Bank and the central government, a certain amount of quotas (i.e. USD 20 million) could be supplemented annually, or the quotas could be confirmed later in APL Ⅲ as retroactive loan but with retroactive period longer than 1 year which should be discussed with and approved by World Bank. This would mainly be used as spare funds for those prospective projects that are in line with the development goals and in the project development stages and is hard to obtain loans by following normal negotiation progress. 
Loan management

The management interface for the Bank loans and other supporting funds varies in the following scenarios: 

1. Scenario I: Project client would be the main body for Bank loan repayment, while supporting funds would be sourced through municipal and district fiscal resources. Bank loan would not be provided through DFV.
Entrusted by the project clients, DFV’s main responsibility would be the technical assistance during the project preliminary and interim stages, and partial supervision works on behalf of the Bank. DFV could provide a portion of counterpart funds in terms of DFV consignment loans, trust loans or equity investments through UDIC Environment, and could share the loan risks with project client and district financial authority by following the above mentioned guarantee mechanisms.
2. Scenario Ⅱ: 
3. DFV would be in charge for the repayment of Bank loans; supporting funds would be raised by itself.
”World Bank loans authentification, usage and management agreement” should be signed between Shanghai Financial Bureau and Shanghai UDIC. In addition to all the responsibilities in Scenario I, DFV should also be in charge of: 

· preparation of Project Proposal, Feasibility Report, Environmental Impact Appraisal (EIA)and Resettlement Action Plan (RAP); 
· arrangement of tendering for contractors, services and procurements; 
· management of Bank loan accounts, procedures and usages; 
· other business relating to the project preliminary developments and interim managements. 

All above obligations should comply with the general regulations and requirements regarding the management of Bank loans. 


Supports and assistance from District/County Governments

In addition to project identification procedures, district/county government could also provide supports for DFV in the following areas: 
1）In the principal of multiple funding methods, to improve project corporate capital structure and management; 
2）Through market contracting, to encourage developing public and infrastructure projects in terms of governmental concession pattern; 
3）To implement open and regulated tender management procedures; 
4）To emphasize and assist DFV in the involvement of preliminary option optimizations. 
 
Part III: Potential DFV projects and preliminary development plan

1. Areas for DFV project developments
i.) District/county water supply facilities;
ii.) District/county wastewater treatment facilities;
iii.) Solid waste treatment facilities; 
iv.) Ecological vegetation (landscaping) developments; 
v.) Rural area pollution prevention (including surface water body, farm land protection and pollution prevention, and ecological restoration of polluted areas, etc. ); 
vi.) Supporting projects relating to the above projects in terms of policy nature and market oriented reforms (such as assistance of establishing tariff mechanisms for pollution prevention, institution strengthening, environment education training and human resource developments, etc. )
vii.) Some high technology environment protection and business development projects with prospective futures. 
2. Potential projects and development plan (not included)
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