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EXECUTIVE SUMMARY

This Policy Statement decl ares the Government of Kenya s
on the conditions under which Government may make various supports available

to implementers of public projects, in order for such investments to be more

secure and bankable. It defines what a Governme nt Support Measure is, traces

the history of their usage and applications in Kenya, identifies the problems faced

under current administrative practices supporting their issuance, and declares

the specific policy rules that will, from the date of this Poli cy, apply to the practice

of providing Government Support Measures.

The Policy is being declared at a time when Government has intensified
implementation of its policy on a private sector -led growth strategy, and in the
wake of extensive and expansive comm itment to scaling up of public
infrastructure across all economic sectors. Government understands that
Government Support Measures impose various financial costs on public finance,

and create varied forms of contingent liabilities on Government, with the r isk
that in the event such contingent liabilities crystallize, their financial impact on

public finance may become substantially disruptive. This Policy is aimed at
establishing practice principles that minimize and manage the risks created by

every Govern ment Support Measure.

The Policy applies to all public institutions at both national and county levels of
Government. It also applies to all private sector parties involved in public
investment programmes, including their financiers. Ultimately, this Policy

promotes the intenti ons and spirit of the Constitution with respect to public
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finance management, by advancing the cause of fiscal responsibility,

sustainability and accountability.

In Section 1, this Policy declares the objectives and rationales for its issuance.

In Section 2, it identifies the 11 main problems with the current practice, and
charts a historical outlook on the evolution of Government Support Measures. In

Section 3, comparative approaches in the issuance of Government Support
Measures is traced. In section 4, the current legal and institutional framework is
reviewed, in a situational analysis that establishes the current practice is sub -
optimal, and ne edsto be improved .In Section5 ,the 10 main policy statements

are set out, covering the entire value chain of a Government Support Measure 2
appli cation, assessment, negotiation, approval and management . In Section 6,
the legal and institutional implications of this new po licy framework are set out.

This Policy will be implemented immediate ly uponapproval, anditis expected it

will greatly contribute to Government s over al

strategy and frameworks.
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ACRONYMS

MDAs Ministries, Departments and  Agencies
SOEs State Owned Enterprises

GoK Government of Kenya

GSMs Government Support Measures

LoS Letter of Support

FCCLs Fiscal Commitments and Contingent Liabilities
MAGA Material Adverse Governmental Action
PDMO Public Debt Management  Office

PFMA Public Finance Management Act, 2012
PPP Public Private Partnerships

PPPA Public Private Partnerships Act, 2013
VGF Viability Gap Funding
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CHAPTER 1

OVERVIEW, KEY POLICY DRIVERS AND THE POLICY OBJECTIVES

Introduction

This policy paper proposes a framework to guide and inform Government
decisions and choices in effective, efficient and economic allocation of risks to
parties participating in public investment programmes. It is motivated by the
recognition that sustainab le development can benefit from deeper private sector
participation, and that for such investments to happen, it is essential that risks
are appropriately allocated, and resourced, based on the principles of which
party between the public and private secto rs possesses the greater ability to
manage, absorb or mitigate (by whatever means) a given risk. This policy
framework is therefore essentially aimed at supporting public investments
through improving the conditions under which private sector participation in
public investment programmes  might be made more sustainable, while retaining

fiscal accountability, responsibility and sustainability.

Indoingso, Government of Kenya fabstoacally teagnized Go K° )
that it is important to create mechan isms for de -risking public investments,
especially in support of private capital mobilization and private sector

participation in public investment programmes, among which are public

infrastructure developments. One way to do this is to provide public assurances
that Government will perform various public sector functions in support of
investments by the private sector . In other instances, they are made by way of

binding promises that Government will take specific actions, failure to which
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Governmentwill h oldthe private party harmless from the financial consequences

of such failure.

These ar e t he el ement s t hat toget her ar e t
Measur es?® under t hi s( hPeorle acfyt eSt, at-e@®Mfittero r -GS

detailed in the next paragraph.

Government has therefore in the past developed the policy and administrative
practice of making GSMs available to private investors. This practice has realized
substantial investment results for the country. For instance, by utilizing GSMs,

the Government has successfully supported electricity generation off -balance
sheet, since the mid -1990s. There is therefore cogent local experience and
evidence that well utilized, the practice ofissuing GSMs can yield positive returns

for the economy, and should be con  tinued, especially now that Government has
adopted an aggressive policy on promoting private sector participation in public

infrastructure development and associated investments.

GSMs have taken the following forms in the past 2

(a) political risk cover, such  as assurances of protection against expropriation
and change in law, civil commotions, termination and similar state or
country actions;

(b) assurances on the commercial viability of state owned enterprises (SOES),
or that their successors, where they are re placed, will be equally capable
of performing the obligations of the SOE under contract;

(c) assurances on the delivery of supporting infrastructure that remain the
obligation of other public bodies that are not party to the primary project
agreement , e.g. assurances that project land necessary for the

implementation of the project will be acquired by Government , or that
Page | 12
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necessary resettlement of populations affected by the project will be
undertaken, and may include development of access roads, bulk
infrastructure including water, sewer and electricity reticulation, and
ultimately, assurances that Government will retain the role and
responsibi lity of coordinating its SOEs in the performance of such residual
obligations ;
(d) repayment guarante es or obligations in support of sub  -national (state
corporation, county governments) borrowings and undertakings;
(e) direct undertakings by the Government to fin anciers that project finances
made available in support of public investments will be repaid when due,
and where necessary, that any counterpart funding on the part of GoK will
be appropriated in timely manner for project execution success.
In summary, Gov ernment is keenly aware that private sector participation in
public investment programmes is crucial, and hence is committed to creating a
framework that is transparent, but also accountable and responsible to ensure
that public finance delivers equity and equitable devel opment for

future generations.

For this reason, this Policy Statement is declared to clarify matters of process,

as well as to provide administrative clarity to the process by which project
developers may submit requests for varying forms of Government Support
Measures that allows for better risk pricing and overall cost - effectiveness and
fiscal sustainability in public investment. At its core, this policy framework
establishes the conditions intended to better govern the appl ication for,
assessment of and conditions for the issuance and management of GSMs in
support of development of public infrastructure projects . The main policy

objective is to better manage the conditions under which new financial
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commitments and contingent liabiliti e s (hereafter, -FG®CL?® or
Government may be contracted, while creating a predictable, stable and
transparent framework for private sector participation in public infrastructure

development.

Types of GSMs

The Government, through the N ational Treasury as well as other state agencies,
has in the past granted various support tools for purposes of promoting private
sector participation in public investment programmes which have included (but

have not been limited to) the following: -

1 Sovereignguarantees 2 used to guarantee borrowingsby Governmentand

its entities;

1 Letters of Supportand Comfort 2 used variously to provide different forms
of GoK undertakings, commitments and assurances that Government will
do certain things, and refrain fro m doing certain other things in supportof
a project 2 and frequently also include statements of recognition of both
the investment and the financing parties behind such investment with

associated assurances;

i Project -based Guarantees usually undertaken or granted through contract

provisions 2 including 2
o traffic, volume, or revenue guarantees,
0 commitments on availability payments,

o undertakings with respect to viability gap funding obligations and or

requirements;

Page | 14



Government Support Measures- Draft Policy Document z Septl17, 2018

guarantees on refinancing (including on | oss and benefits sharing);

hedging agreements or undertakings e.g. for foreign exchange

fluctuations beyond pre -specified thresholds;

guarantees against discriminatory changes in law or tax, distorting

project economics;
undertaking and assurances with respect to policy stability;

undertakings with respect to performance of obligations left to be

performed by Government (residual obligations);

general budget and statute -based commitments including tax
waivers under general law as well as upfront capital contributions to
lower the quantum of project finance necessary to be leveraged

commercially or otherwise;

letters of credit, export credit guarantees and direct commitments

under public state -level guarantee schemes;

guarantees for compensation pursuant to a material adverse

governmental action being adopted;

commitments on force majeure events, their consequences and

adjustment regimes;

undertakings on lender step  -in and step -out rights;
commitments on confidentiality and impartiality;
termination payments;

pronouncements on governing law and dispute resolution regimes;

Page | 15
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o bond and capital markets -driven financing (including corporate

finance elements)

i Partial Risk Guarantees (accompanied by Indemnity Agreements) 2 to

backstop third party risks arising from various situations of project default;

1 General undertakings 2 firm commitments by Government that it will do
specific things, or refrain from doing specific things, and are usually
provided through contractual clauses, but may sometimes be developed

into standalone contracts, depending on their scope;

1 Government Notes and Letters of Exchange 2 committing Government to
a recognition of a bilateral or other government to government led
transaction, and to the doing of specific tasks to actualize the und ertakings

of the parties under such instruments;

1 PromissoryNotes 2 in the past were used to technically contract a defined
fiscal obligation and whose maturation was timed and knowable (see notes

below),

1 Co-investments in public investment projects and pr ogrammes (whereby
the GoK co -invests with the private party to enhance the credit rating of

the project).

Altogether, the foregoing instruments and measures aretermed as Government

SupportMeasures i n t his Policy (hereafter -GSM° or

In Schedule 1 to this Policy Statement, the key features of the highlighted GSMs

are set out, with appropriate illustration of their typical features in practice.

Page | 16
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Scope of GSM Risk Cover
From the foregoing broad statements on the intrinsic structure of the various
instruments used to make government support for projects available, GSMs

typically cover the following main categories of project related risks 2
0] Political risks associated with the public sector;
(i) Commercial risks;
(i)  Termination risk arising from force majeure events;

(iv) Residual Obligations of Government (whether located within the

primary MDA or county government or allocated to related parties).

GSMs operate as credit -enhancement tools thereby enabling financing
institutions to accept the financing risk profiles of public transactions. Attracting
local and international capital has historically been founded on an implicit
assurance that the Government will protect private sector interests and that the
investor will receive a reasonable return on its inves tment. Ultimately, this level

of fiscal comfort to third parties to a transaction has significant reputational
benefits to the issuing government, especially if the framework for its grant is

structured, predictable and unambiguous.

For these reasons, GSMs will continue to be a prominent feature where
substantial public investment programmes are involved, and especially when

private participation is involved or structurally required.

Statement on the Need for this Policy Statement
In view of their usages and financial implications, Governmentis concerned that

GSMs pose significant risk to its financial standing arising from the broad scope
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of interpretation and application of their terms 2 arising from the permissive
wording in whic h these assurances have been articulated in the past.
Additionally, a significant number of these GSMs are not currently recognized in

the formal financial risk management practice: they are episodically
acknowledged and monitored as potential contingent | iabilities that may or may
not crystallize. In other words, there is currently no official comprehensive FCCL

risk register.

These contingent liabilities may either be explicit 2 those that satisfy section 58
ofthe PFMA as is the case with sovereignguara ntees; orimplicit 2 those in which
the Government opts to intervene in order to maintain financial sector stability

or the existence of strategic national assets, or where they are deemed
necessary for reducing premia factored for political risk in public investment

programmes involving private actors.

The practice of making GSMs available for public investments will clearly need to

be continued, in view of GoK s strong a-nd
led growth strategy. This will contribute to faster delivery of
agenda through expanding the quality and quantity of public investment
programmes, by improving the quality of property rights perception. For public

private partnership projects specifically, which are structured around lo ng-term
contractual commitments, GSMs represent a critical deal making ingredient,

providing higher certainty about the security of property rights.

Long term contracts are by their essential character incomplete contracts, with
future possibilities techn ically unknowable. Participants in a partnership
arrangement of this nature would typically want mechanisms in their incomplete
contracts defining knowable and reliable rules that bind all parties in responding

to future unknown eventualities, such that co ntractual expectations are stabilized
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right from the start of a contractual relationship. This supports better risk pricing
and therefore more accurate price discovery, which ultimately improves the

value for money proposition in public investment projects

However, this practice needs to be brought into conformity with the
constitutional principles of fiscal responsibility in public finance and the overall
philosophy of the PFMA 2012 2 essentially that public finance should remain
sustainable, equitable an d stable. In addition, it is necessary to address
weaknesses observed in its administration over the years with a view to lowering
fiscal risk exposure to Government. These historical trends are traced in chapter

2 of this Policy Statement.

Policy Objectives

The main objectives for adopting a comprehensive policy on GSMs are therefore
to:
1. Standardize meaning, treatment and categories of GSMs: Pursuant to

this Policy, GoK shall issue GSMs in the categories that are outlined in this
Policy Statement (as from time to time revised), and shall issue them in the
manner prescribed in this Policy, with the limitations declared to attach to
them at the point of issuance. This will make the practice of GSMs better
understood by both GoK and investors in public investment programmes.

2. Establish a clear, knowable and predictable framework for the
management of Gov er n mdimkéd sfinanpial o jrigke tand
contingentliabilities: Eligible contingent liabilities should be those that have
been identified, quantified and approved on the basis of affordability and

sustainability, and subject to monitoring and evaluation, mitigation and
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retirement.  Eligible fina ncial commitments should be those that have been
budgeted for wi thin t he publ i c agency s

Framework or other approved planning cycle.

. Provide a structure for confident decision -making: By defining a
structured and predictable process for guiding how, when, why, who, what
and where GSMs are issued, thereby providing structure upon which GoK can

make informed decisions.

. Eliminate ambiguity and minimize deviations from best practice : The
rules of engagement are made clearer for both publ ic and private players.
This makes the practice of GSMs predictable, accountable and more open to

monitoring, evaluation and review.

.Boost Government’'s credibility wicleahpokcxt er nal
framework will signal to external stakeholders that GoK is intent on policy

best practice and is committed to creating an enabling environment for the

private sector to operate in a rational and predictable manner which adheres

to the principles of the rule of law. These characteristics will reap signi ficant

reputational dividends for the GoK by reinforcing the perception of stability,

predictability and process certainty.

. Centralize the source of GSMs: GSMs shall be issued by the National
Treasury, or a county government, or set out in contractual prov isions in a
project agreement. The clarity on who can issue a legitimate undertaking,
comfort or supportmakes it clearer to all parties which sources form the basis

for obligations that bind. In addition, the rules of assessment are leveled ,

made clear an d accountable.
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7. Standardize public sector considerationsin the grant of GSMs: Common
standards and considerations will eliminate prevailing variances in treatment
of risk within the same project profile, and between different players in the

same kind of p ublic investment (e.g., electricity generation).

Benefits of this Policy

By issuing this Policy on GSMs, Government anticipates that it shall:

(a) Address and cure the risks and anomalies as well as practice gaps

identified in this Policy document;

(b) Give process and functional clarity to the whole of Government about the

issuance of GSMs;

(c) Change the current practice on issuance of GSMs into a risk management
and mitigation paradigm in line with best practice and prudent financial

management;

(d) Strengthen t he risk management framework and management of GSMs in
accordance with the Constitution and the Public Finance Management Act
(PFMA), 2012.

(e) Minimize the likelihood of completely unexpected or unforeseen financial
obligations on GoK by building a filter st ructure around which all such
requests are processed (essentially, through an institutionalized due
diligence mechanism) before they are contracted by the Government .
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CHAPTER 2

PROBLEM STATEMENT

In the previous section, it is deducible that the prevailing practice in the issuance

of GSMs has created opportunity for negative market practices to emerge, which
practices have increasingly impaired the original lofty purposeswhich they were
intended t o serve. The main problem, as elaborated in this chapter, revolves

around its administrative and application framework.

This Chapter consequently addresses two main themes: firstly, an elaboration of
the problem stemming from current practice in the GSM i ssuance regime, and
secondly, observations on how the notion of GSMs has evolved over time, with

the associated challenges that evolution portends and has given rise to.

The Main Problems

The main challenges have been the issuance of GSMs without proper s tructures
for prescribing uniformity in the classification and treatment of risk, project to
project, as we |l | as I n t he management
development partners and investors in public projects. The weaknesses of this

system has manifes ted in the following trends: -

(i) An ad-hoc system of administration on the issuance practice which has
made it difficult to clearly identify what the Government policy on the GSMs

is;

(i) Lack of administrative clarity on the process of applications for GSMs

current practice does not specify answers to many foundational questions,

among which are: which projects qualify? Who should submit an
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application for a GSM, and at what stage ought an application request be
lodged? What are the roles of MDAs and county gov ernments at the point
of application, first with respect to the applicant, and secondly, to the
National Treasury? What supporting documentation should be provided 2
first by the applicant to the MDA or county government, and by the MDA

or county governmen t to the National Treasury? What, when, by whom

and how should assessment and approval actions be given? To whom

should the GSM issued be addressed?

(i) Lack of a Long -Term Risk Management Framework : GSMs have
historically been granted to various applicants, and the existing
framework, though ad hoc and administratively inconsistent, has primarily
dealt with the issuance process, with no mechanism for the long -term
management of the GSMs, and especial ly of the risks underwritten by
Government. This creates a situation whereby MDAs or county
governments may by acts or omissions trigger the crystallization of the

risks underwritten.

(iv) Lack of a Centralized Platform for the Issuance of GSMs :As a
consequenc e of (ii), there has in the past emerg ed a practice of issuing
GSMs from several sources such as  MDAs, with the National Treasury
being the last stop in the issuance chain. This practice raised risk concerns
given that a GSM once issued commits the Governm ent to a potential
financial obligation (when covered risks crystallize). Seen in the light of
Section 12(1)(b) of the Public Finance Management Act (hereatfter,
-PFMA? )2012, it is the National Treasury that is mandated to Qa*l *LjdzB
the level and composition  of national publicdebt, national guarantees and

other financial obligatons T LIB Ulj dZB 1 # UNJ T * A Bhgicthtzddna dzi U6 A T
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practice of issuing GSMs outside of that framework therefore contravenes

clear principles in public finance management. Nonetheless, a rising from
the statements in chapter 1 of this Policy Statement, it is conceivable that

there may be county -level or other MDA -level GSM statements that may
not implicitly give rise to contingent liabilities, and where they do, may be

within the ability o fthe issuing GoK entity to assimilate and manage. Such
types of GSMs would nonetheless need to be notified to the National

Treasury in writi  ng for recording and monitoring

(v) Inconsistency in the scope of risks covered 2 prevailing practice does not
always neatly distinguish between political risks -only and commercial risk -
only GSMs. Similarly, some GSMs border on guarantees when in fact not
strictly so -designed, leading to situations that admit tacit back -door state
guarantees where sovereign guarantees cannot properly be granted; or
the inclusion of risk categories that ought properly to reside with project

developers; and similar suboptimal allocative outcomes.

(vi) Upfront expectation on the part of potential investors t 0 be issued
with GSMs 2 increasing instances are being observed where intending
investors view guaranteed assurance that a GSM will be issued as a pre -
requisite to their making of an investment decision, usually even before
they have conducted preliminary project due diligence, thus  establishing
an -entitl eme nThis expasésdbviernnyeht to embedded moral
hazards (bothin project developers and their financiers). The moral hazard
is bound up in the likelihood that project due diligence gets glossed over,
on the basis that a GSM will in any event underwrite any project failure
outcome. More fundamentally, such a precondition of investments renders

the country s investment climate | ess comg
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their financiers will increasin  gly perceive the countryun  -investable without
GSMs. GSMs were historically viewed as a late  -stage investment support
measure, after all commercial issues have been worked out, and financing
structures agreed. GSMs should therefore be viewed as a final ass urance
(in most cases). The timing of a GSM application is thus important, and so

are the documentation requirements in support of such applications.

(vii) Transferability of the instrument of a GSM 2 current wording of GSM
instruments do not clearly state that a GSM is not transferable without the
express approval of the GoK. This is a gap that has in some instances
triggered disputes between GoK and succeeding investors. It also
potentially creates a negative market for trade in GSMs, with non -serious
opportun ity -seekers posing as investors, securing GSMs, and then
auctioning the investment opportunity, complete with the GSM, to the

highest bidder, without GoK consent or awareness.

(viii) Lack of time limitations or sunset clauses in GSMs . A sunset clause
is essentially a date by when the validity of a GSM is deemed to have
expired, releasing GoK from any liability beyond the stated da te. Absence
of a sunset clause potentially allows project developers and any other
benefiting third party to hold onto a GSM for an indeterminate time period
without penalty, and ostensibly for longer than is properly necessary to
de-risk investments. It bears noting that more recent letters of support
issued by the National Treasury carry a sunset clause, and other forms of
GSMs that are provided through a project agreement by default are co -
terminus with the project agreement. It is essential that all GSMs should

carry a sunset clause
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(ix) Lack of sufficient specificity in some clauses within the GSM with the
effect that risk is too  widely defined. This is typically observed in how
risk is defined. The consequence is that risk is either over -allocated,
misallocated or poorly differentiated and not always directly linked to

primary contractual clauses.

(x) Lack of aMonitoringand  Evaluation System : Once GSMs have been issued,
there is no formal Monitoring and Evaluation mechanism to ensure that
timely preventative measures are undertaken to monitor, manage and
contain any public investment contract related problems that may
materia lise. GSMs subsist through the life of a public investment contract,
depending on the base contracting terms. There is need for the continuous
monitoring and reviewing of identified risks, especially those underwritten
by GSMs, as well as new risks that em erge as the supported public
investments develop and their environment changes. Systematic
monitoring will ensure prompt measures are taken in managing the

potential risk of either the contracting al

(xi) Lack of a Risk Ma nagement Ethic : Historically, GSMs have been
issued and left to self -manage, with the result that contingent liabilities
have crystallized and exposed GoK to fiscal obligations that are fully
avoidable. To ensure undertaken public sector obligations are pe rformed
in a timely manner, it is critical that every GSM that imposes fiscal
commitments and or contingent liabilities on GoK should carry a Risk

Management provision for that purpose.
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How GSMs Have Evolved

Arising from the challenges outlined in the pre ceding section, the trends below
have been observed on how the GSMs have evolved over time. It will be noted
that the evolution of the GSM has continuously shifted, and unless structured
more rigid framework is adopted, the shifts will continue occurring. The biggest
concern is that with these historical devel opt
shot up, and the risk of the supported contingent liabilities quickly spiraling out
of control is high, and represents a growing and worrying reality.
The evoluti onin the perceptions on and provisionsin GSMs over the years could
be summarized as follows 2
(i) GSMs as pre-requisites rather than final assurances . The GoK has
experienced instances where the LoS is soughtby prospective investors as
a pre -requisite to a project proposal being prepared or in the early stages
of its develop ment rather than as the end -stage facility it should be
following a thorough due diligence process to establish the viability and
sustainability of the proposed project. This state of af fairs has risk
implications for the prudential management of public finances in Kenya,
and has the potenti al to under mine Governr
raise new, well -priced capital by eroding GoK reputation and financial

credibility in international  financial markets.

(i) GSMs as implicit and transferable undertaking of payment : Since GSMs
can be regarded as binding or irrevocable undertakings to pay, their

unregulated issuance has at times raised fears of abuse such as
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unsanctioned on -selling or trans fers of GSMs to third parties 2 without

reference to the issuing authority.

(iir) Variations of GSM terms to fit Project  : Currently GSMs (particularly
letters of support ) are prepared and customized to suit particular clients.
From transaction to transaction, va  riations and modifications are made to
suit the party requesting it thus negating any capacity to compare GSMs
within the same class. This obscures the extent of risk exposure

Government actually contracts across transactions.

(iv) GSM clauses can misallocate or over allocate risk to Government  : An
examination of several GSMs (especially LoS) also reveals misallocation
and over -attribution of risk to the disadvantage of Government due to
clauses being too broadly defined thus widening the scope of risk. Some
areas where this is apparent is the expansive coverage of political risk and

force majeure events.

(v) Non-differentiation of risk to Government . There is little differentiation
between types of risks peculiar to different types of projects. The nature
of proje cts determines the level, extent and intensity of the risks
associated with such projects. Risk allocation structures and trigger
mechanisms to the extent these are secured under GSMs should be
carefully balanced to ensure Government is not unduly penaliz ed by

allocating it risks which would normally be carried by other parties.

(vi) Linkage to Contract Documentation : In some instances, there has
been observed a tendency by project promoters to seek wider protections
under a GSM, beyond what the primary contract documents create by way
of obligation on GoK. In other instances, GSMs are requested almost as an

after -thoug ht, in that one finds no anticipation in primary transaction
Page | 28



Government Support Measures- Draft Policy Document z Septl17, 2018

documentation, but parties make the request for a GSM at an advanced
stage of project development. This is imbalanced risk allocation. A good
practice should be that GSMs are linked and limited t o specific items or
clauses of the project contract. Such clauses should disclose a very clearly

and specifically defined risk event that triggers government intervention,

and requires the defined GSM. There should be no variance between the
terms, clauses and wording of an issued GSM and the related contract
document. Ultimately, GSMs will not be crafted in a manner that results in

the creation of parallel (i.e., extra -contractual) obligations: GSMs will only

underwrite and backstop contract  -based obligati ons.

From the foregoing examples, it can be stated in a nutshell that the adverse

ways the GSMs, as well as the practice of their issuance, have evolved continue

to expand the risk portfolio of Government . Left unaddressed, they may

undermine proper due d iligence in the assessment of potential projects,

encourage investors to view GSMs as upfront as opposed to final assurances,

invite and present opportunities for financial mischief . In addition , current

practices under mi ne the Nati onallrisk menagementyand f i nan
controlfunction through availing opportunity for multiple sources of financial risk

that tend to impair the objectives of the Constitution and the PFMA 2012 and

obscurest he Nati onal Treasury s scanni mgtentaapaci ty
financial risks . This simply multipl ies opportunities for policy and financial

ambush, and with that, undermine sthe Treasury s credibilit)

financial manager. This, in sum, is the problemthis Policy is designed to address.
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CHAPTER 3
GSM PRACTICE IN OTHER JURISDICTIONS

Overview

Policy, legislative and contractual practices and approaches to GSMs in other
jurisdictions were reviewed to better inform the policy choices under
consideration in Kenya. The objective of the review w as to confirm whether the

practices in Kenya fall within the international norm or not.
The scope of the review included 2

(a) an evaluation of the types and forms of GSMs other countries provide ;

(b) how other countries make their GSMs available to investors 2 whether
through standalone instruments or through contractual documents;

(c) the covered risk footprint; and

(d) how compensation events are approached, how compensation values

are computed and how payments are actually effected.

Countries reviewed included Chile , South Africa, Brazil, India, Indonesia, the

European Union and the Philippines. These countries were selected using two

criteria 2
0) countries with an extensive portfolio of private investment in public
infrastructure projects; and
(i) countries representing  different levels of economic development.

In addition to the country reviews, research by the World Bank, the OECD and
the Global Infrastructure Fund on GSMs were also reviewed. These DFI and

development institutions have coalesced and synthesized global research on
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topic, and their studies provided a quick overview of

the main trends in GSM practice around the world.

The Key Findings

The review established that the practice of using
various forms of GSMs to support public investment
programmes is well established, and is common.
However, different countries use different forms of
GSMs, with some having a wide array of GSM tools,
while others have greatly limited the scope of available
GSMs.

We summarize these findings in the list below.

(@ Governments provide GSMs that have a direct
impact on public resources (such as grants
and other forms of upfront financial
contributions to projects) which operate as
direct fiscal commitments. The practice,
however, varies whether the commitments
are funded or not funded (  further discussed
below ).

(b) Governments also provide GSMs that have an
indirect impact on public resources, which
create contingent li  abilities.

(c) The more common practice noted is that

these GSMs are issued under and through

STATE GUARANTEES AS GSMs

Minimum revenue Guarantee ©In
return for a MRG, the firm enters into
a revenue sharing agreement with
Government, in which it shares a
percentage of its revenues once an
agreed threshold has been exceeded.
The trigger is usually linked to traffic
volume, ftraffic revenue and net
income calibrated ata level consistent
with a probability rate of 15%. The
triggers for this component are
usually included in the tender

documentation.

Foreign E xchange Guarantee : This
is the min form of insurance offered

by Government against financial risk.
It was introduced in response to a
lack of long term foreign exchange
hedging instruments and the negative
impact of the Asian crisis on external
financing availability for infrastructure
projects. Under this guarantee,
during the periodfor1 -2 years, from
the date of contract, PPP firms have
the right to opt for coverage under
the foreign exchange guarantee.
Under this guarantee, Government
compensates the firm if the currency
depreciates against the US $ by more
than 10% relative to a rate locked in
at the time of debt placement and the
PPP firm pays the government if the

rate appreciates more than 10%.
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project agreements  as

contracted obligations (as Indonesia

. Indonesia has an infrastructure guarantee
opposed to them being

) fund that is used to back guarantees by
issued under standalone
Contracting Authorities. The fund

GSM instruments). _ -
undertakes its own monitoring and due

(d) Some countries provide - .
diligence onthe project and has  the effect

have limited GSMs to three

of increasing the credit worthiness of the

forms 2 (i) a minimum project

revenue guarantee, (i)
foreign exchange
guarantees, and (iii) compensation for material governmental actions
(or MAGA events).

(e) Other GSMs noted sporadically across countries were

0] credit guarantees on debt instruments;

(i) export credit gua rantees;

(iir) letters of credit;

(iv) guarantees on refinancing;

(v) guarantees under dedicated fund pools 2 such as

infrastructure debt funds; and

(vi) budgetary undertakings 2 to support such commitments as
availability payments, off -take risks, hedging for defined
events, capital contributions where they apply, grants and
taxation.

()] All countries reviewed compensate for termination of contracts.

In sum, global practice demonstrates that there is a strong role of the public

sector in supportingandor facilita ~ ting private intervention in public infrastructure
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development. To effectuate that role, the public sector needs to make use of
various instruments and incentives. The choice of tools and incentives is largely
jurisdiction -specific, but tend to speak to un iversally understood investment
financing principles, hence represent a largely unified set of ideas. Importantly,

what is observed from around the world is not dissimilar in basic content from

what Kenya has done historically, and now wishes to structure and control more

efficiently.

In the sections that follow, further exposition around these observed practices is
provided, to illustrate actual practices supporting their issuance, and to

demonstrate practice applications and usages of the GSMs and their d eployment.

Main Forms of Public Interventions  in Public Investment Design

Broadly, and as noted in the preceding section, the review of global practices

shows that there are 2 main ways that Governments have intervene d in public
investment programmes: assistances to projects that create direct impact on
public resources and assistances to projects that create indirect impact on public

resources. Each cluster of GSMs is elaborated in necessary detail below.

Assistance having direct impact on public res ources - Fiscal Commitments

Under this mode of intervention, the public sector subsidizes the private sector

with contributions or grants whose purpose is either to reduce private
commitment orto increase the return of an otherwise unprofitable project. These
contributions can take place during construction or during the operational phase.

Grants during construction can be for free or could require the payment of a
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price (usually a concession fee) to compensate the public sector and typically
disbursed ba sed on the achievement of milestones. Contribution during
construction phase can also include the provision of public assets and/or the

possibility to use public land for free during the period of the concession.

Examples of grants during construction are used in India and Indonesia, with
Viability Gap Funding Schemes covering up to 20% of the total project cost of
infrastructure projects. The scheme provides financial support in the form of
grants, one time or deferred, to infrastructure projects undertak en through PPPs

with a view to make them commercially viable.

The other form of contributionis represented by subsidies during the operational
phase, e.g. feed -in-tariffs, minimum rental payment in school
accommodation/social housing projects, the provis ionof floor protection against
dropin traffic volumes in the transportation sector. In a sense, Availability Based
Payments are examples of revenue contributions from the Government aimed at

improving the viability of certain projects

Examples of cost 2 reduction mechanisms that Governments can opt for are the
contributions to debt service, where the public entity pays a portion of the
interest payment/margin that the project bears during the amortizing period of

the loans or any form of tax relief that re duces the tax burden of the
infrastructure project and increases the return to the private investors. Tax

reliefs have been used in Brazil and India.

Assistance having indirect impact on public resources 2 Contingent Liabilities

These forms of GSMs create contingent liabilities which are either Funded or

Unfunded: Funded Options include any formofco 2 investment with the private
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sector. Such co -investment

agreements are based on the

assessment of t he The State Guarantee Approach (Chile)
profitabili ty and the final objective is to For PPP projects, the Chile Concession law
getalevel of return proportionalto the provides that guarantees for Demand and
risk taken in the project. The co 2 foreign exchange risk can be issued to PPP
investment can take the form of equity, firms, who would be required to pay for
subordinated/mezzanine debt or a them in a series of instalments, which are a

debt contribution provided directly to function of their expected value computed

investment vehicles for infrastructure. the World Bank.

Unfunded options  are represented by Any private party coming on board for a
public guarantees or back - up liquidity PPP is required to obtain insurance for civil

facilities that are provided to an responsibility liabilities and Force Majeure.

i nfrastructure s cr eq o=l lirslonglresipieee el
structural problems incurred during its Government insures force  majeure

development. The guar antee to consequences above a certain threshold.
creditors can include or not a
maximum cap in percentage of the
total senior debt borne by the infrastructure. Unfunded options can also include

a guarantee in case of refinancing risk or standby letters of credit in the first 10

years of the oper ational life of the project

To illustrate , the EIB Loan Gua ranteed for TEN 2T projects in the EU provides
guarantees to the private  sector by means of a demand risk transfer during the

early years of operations of PPP procured transportation infrastructure. If the
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guarantees are enforced, the EIB funds are subordinated to senior lenders a nd

act as typical credit enhancement mechanism.

Approaches to Compensation Events under GSMs

Practice around the world shows that Governments generally give consideration

to compensation payments to project developers where the trigger events
a) occur after the project has been awarded and contracted ;
b) could not be foreseen at the time of awarding the contract;

C) is notin relation to a legal or administrative regulation issued with general
effect (i.e., on a non -discriminatory basis) or other form of Material ly
Adverse Governmental Action , exceeding the scope of the appropriate
investment industry and significantly altering the economic regime of

contracts .

Compensation triggers are typically classed into two types of events: political
and non -political force majeure events. Non  -political force majeure events are

typically that class ofactio  ns unrelated

to the acts or omissions of the parties -
Political Events

to the contract, and are also genera"y On Political Force Majeure Events, a mixed practice is observed:
insome jurisdictions, thelistof political risksis closed to a defined

referred to as —act S| shortlist, whilein others, it is an open list of risk events. A

; . h . common thread across alljurisdictions, however, is the presence
orce majeure events are those actions of a three preconditions: firstly, materiality; secondly, adverse

that are diI’ECﬂy attributable to two project impact; and thirdly, occurrence within the country of the
project. A less common element is explicitclarity on the meaning

main groups of actions: firstly, those of the concept of materiality — either in threshold or
_ ] characterization (i.e., whether reference should beto senior or all
acts th at are unique country risk forms of project debt, other monetary considerations, etc).
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commotion, general unrests and public

disorder including riots and similar actions,

blockades and embargoes, and more
recently, acts of terrorism or piracy).
Secondly, those acts that are d irectly

attributable to positive governmental action,
and include adverse changes in law and tax,
or acts of nationalisation, expropriation and
war.

It was also noted that in general,
Governments do not accommodate a rapid
resolution mechanism to the occurrence of

such events. It was noted that when they

occur, the typical contract response

mechanism is for the par ties to come

together and evaluate the effects of the

event, and agree on the fastest method and
necessary measures for the discontinuation
of the event, as well was the resumption of
normal project activities . It was further noted
that the key motivation for the first stage
process (the consultations  between parties)
is to find ways of minimizing, avoiding or
holding the private party or project developer
whole and harmless from the financial

consequences of such force majeure event,

MAGA EVENTS: APPROACHES

Among the middle andlow income jurisdictions reviewed, it
was observed that it is more common to also indude a
specific clause (under varying names) for what is typically a
Material Adverse Government Action (MAGA). Thiswasseen
to be the practiceinthe Philippines, South Africa and Brazil.
In the SA, MAGA events are called “Unforeseeable Conduct’,
and include qualifying changes in Law.

When a MAGA event occurs, the Private Partner will be
concerned about both its inability to meet its contractual
obligations during the continued presence of the MAGA
event. The investor will also usually want cushioning from
anyresultantloss of revenue.

GSMs in response to MAGA events include the following
specific forms —

Relief to the Private Partner from breach of
contract obligations duringthe subsistence of
the MAGA event, and includes provisions
preventing deductions of availability
payments under a contracted payment
mechanism during the subsistence of the
MAGA event.

(a)

Ifthe event occurs inthe construction phase,
the SPis typicallybe contractually entitied to
an extension of time for meeting key dates
such as scheduled dates for commencing
operations.

(c) Holding the investor whole by keeping it in
the positionit would have been in had the
MAGA eventnotoccurred: thisindudes such
interventions as the public partner paying the
private partner all payments due to the
private partner under the contract as if the
MAGA event never happened, and as if the
private partyis performing such obligations
during the subsistence of the MAGA ewent. It
alsoincludesanobligation of the public party
to compensate the private party for losses
and additional costs incurred as a result of the
MAGA event

Beside the foregoing, contracting models reviewed also
suggest that regardless to the various support measures
above, the investor is also contractually obligated to
mitigate its loss. Its right to relief is usually subject to its
compliance with any obligations underpinning such events
under contract. If the PPP contract is able to continue, the
CA may be able to negotiate compensating the SP through
tariffincreases and/or extension ofthe operating period.
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and, most importantly, to normalize project activities. The costs of any remedial
works necessitated by the occurrence of the force majeure event are also
typically agreed and any disagreements are determined by way of expert
adjudication or, where such determination is contested, by way of final

arbitration.

Termination of contract, and consequential payment of termination
compensation, is, in all observed jurisdictions, a very last mile action: after all

else has failed. Consequently, the practice in GSMs is to design interventions in

a manner that encourages resolution of problems, as opposed to creating
through GSMs moral hazards that operate as hair triggers to contract

termination.

Handling Termination and Calculating Termination Amounts

Firstly, observed practice demonstrated that a key consideration is clarity on
what events qualify as termination events. These are usually expressly set out

in the project contract. T ermination events tend to include unresolved :

(a) Private partner default 2 by the CA where the SP fails to comply with its

material obligations

(b) Voluntary termination 2 by the CA at its discretion for convenience of

public policy reasons ;

(c) Contracting Authority default 2 by the SP where the CA fails to comply

with its material obligations ;
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(d) Prolonged force majeure events (typically lasting beyond 12 months
and including both political and non -political FM events, and MAGA

events).

Where termination compensation needs to be made, the review also established

that Governments are guided by very specific considerations, among them being

(@) Certainty 2 simple and objective calculation methods  tend to provide

greater certainty for all parties, minimizing risk of disputes and enabling

the loweringof ri sk premium costed into the Priwv
(b)  Understanding relevant agreements 2 where termination

compensat i on provisions are defined by refer

agreements (including hedging agreements), equity agreements, or

the Project Agreements, the CA and its advisers typically review and

approve the agreements involved , prior to the start of the project, so

that such obligations are understood and accepted beforehand . It was

also observed that Governments usually reserve various approval rights

under those agreements in relation to changes to such agreements

which adversely alter its liability . Contracts also tend to carry clauses

to the effect that any unapproved adverse changes will not be taken

into accountinthe cal cul ating the CA s Iliability.
(c) Deductions 2 the SP may have cash standing in certain secure bank

accounts mandated under contract (e.g., its c urrent account, debt

service reserve account, maintenance reserve account or any collateral

accountin defined financier proceedsare drawn). Governmentstend to

prescribe explicitly in project agreements how these cash balances

should be treated under termination scenarios, and whether they

Page | 39



Government Support Measures- Draft Policy Document z Septl17, 2018

should be set off against any compensation due to the party which
ultimately receives such cash. Consideration is also given to how
insurance proceeds and any net payments the SP might receive as a

result of c losing hedging arrangements early, as well as any
outstanding claims against, or amounts owed to it by its counterparties

under such Project agreements  are treated (sometimes, as set  -offs to

termination amounts due).

With respect to valuation methods, the practice observed yielded two clear
trends. Firstly, for non -political force majeure events, compensation is more
often than not focused on a sharing of losses between the government agency

and the investor, while holding the lenders partially whole (throu gh repayment
of outstanding portions of debt already drawn and applied to the project,
compensation for equity injected into the project, and compensation for
necessary breakage costs under main project agreements). Secondly, for
political force majeure ev  ents, the treatment assumes government default, with
consequential full compensation valuation on all project obligations. In both
cases, considerations for compensation are senior debt, equity, and third party

costs.

Actual valuation rules vary across cou  ntries, with some countries using Book
Value compensation, while others use Financing -Based compensation methods.

The text box briefly explains these terms and approaches.

Compensation Approach es

Book value compensation : This is based on the investment costs the Private

Partner incurs in building the Project. Third party costs would be added on top.
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This method is less commonly used althoughi it is relatively clear and simple . The
explanation may lie in the concern it tend s to achieve unfair compensation
outcomes for the investor:t hereis a risk of underpayment (which would create
bankability issues for Lenders) or overpayment (which may wrongly incentivize

the Private Partner). There may also be problems if accounting rul es change
during the life of the  contract. Lastly, for long -term projects, the likelihood of

book values being different from the actual physical state of the project exists.

Financing -based compensation : This method is based on the financing for the
Project (e.g. senior debt (whether in the form of bank or bond finance),
subordinated debt , equity , and third party costs . This approach is the more

common ly used valuation method.

On Senior Debt  Compensation : With respect to compensation for senior debt,

the valuation considerations include payment for the following -

(1) Principle outstanding under the senior finance documents (whether
bank or bond financing) (which may be capped by reference to

forecast amount s in the Original Base Case); plus
(i) Interest, penalties and fees; plus

(i)  Breakage costs arising under applicable hedging agreements of

floating rate loans
LESS certain amounts, such as:

(&) Amounts credited to the bank accounts of the SP (which are secured to

benefit the Lenders);
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(b) Net payments received as result of the termination of the hedging
agreements and, in some cases, profits from pre -paying fixed rate

loans;

(c) Insurance proceeds received or due to be received before the

termination payment date;

(d) Generally, any other sums recovered by the lenders before the

termination payment date ; and

(&Any contracted —-Lender Hair Cuts®° (essent
obliging lenders to forfeit a portion of their loans if they fail to do what

they are obligated to  do under any Direct Agreements).

On Equity Compensation : There were observed 3 different approaches by

governments inrespect to equity compensation:

(@) Original Base Case Approach 2 inthisapproach, the amount payable
is determined by reference to the original base case. The
government pays a sum which, taken together with all the amounts
already paid to the Equity investors before the date on which the
project contractis termina ted, will ensure that the Equity Investors
recover Base Case Equity | nternal Rate of Return (typically disclosed
in an Audited Financial Model that contractually is required to be
submitted to government by the private party at the start of the
project). T he review concluded that the key benefit of this approach
lies in its easy implementation and certainty and the fact that it
leaves less room fo r dispute that other approached. A material
drawback, however, is that this option assumes that the SP has been

performing as planned in the original base case 2 jt does not take
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into account the actual performance ofthe private partner under the
contract.

(b) Market Value Approach 2 In this approach, the amount payable is
determined by assessing the  price which third party investors would
be willing to pay for (i) shares in the project company and (i) the
receivables arising under the subordinated debt . Compared to the
original base case approach, this option takes full account for the
actual performance ofthe  invest or under the contract ,hence is seen
to be a fairer computation method . However, with this method, it
should be noted that it may be difficult to establish market value

(particularly if no market exists) and this could lead to disputes

(9 Adjusted Base Case Approach : Under this approach, the amount
payable is determined by reference to the distributions which equity
investors would have expected to receive under the original base
case, but only from termination date. The amount payable tends to
be the aggreg ate amount of distributions forecast in the Original
Base Case to be made after the termination date, discounted using

the Base Case Equity IRR

On T hird Party Costs : Such costs include redundancy costs, as well as other
costs payable to sub -contractors in accordance with the terms of the relevant
project agreements. The general principle is that the investor and is sub -
contractors should be left ina no worse no -better position as a r esult of early
termination. The main considerations brought to bear by governments when

considering third party compensation include the following
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(@) Reviewing Project Agreements: governments ensure there are
no excessive termination payments included in contracts with
parties who hold shares in the investor .

(b) Defining and capping liabilities 2 as far as possible, governments
take care to ensure project agreements set out the precise scope
of compensation for third party costs. Such third -party costs also
tend to be capped against liability fluctuations by reaso n of the
efflux of time (and thisis  typically achieved by defining the eligible
and controlling terms as opposed to setting a monetary cap ).

(©) Compensating for loss of profit 2 another key commercial issue
governments tend to address is the extent to which  compensation
should cover the loss of future profits for the sub -contractors .In a
number of the reviewed jurisdictions, this is typically achieved by

limiting the number of years that can be compensated on the

platform of equity returns (and this fluctua tes between 2 and 5
years).
(d) Redundancy costs 2 for the most part, reviewed jurisdictions peg

this compensation element on applicable local law and the abi lity

to redeploy affected staff.

On c ompensation  for Force Majeure -driven Termination : The cross -country
review established that generally, each party to a project agreement has the
same right to terminate the project contractas a result of force majeure events
that subsist for substantially long durations of time (with a broad rule of thum b
pointing to such periods being between 6 and 12 months, continuous or

cumulative within a 12  -month period).
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Compensation is calculated to reflect the principle that Force Majeure is treated
as a shared risk. Consequently, the government tends to be requ ired to repay
outstanding senior debt and drawn -down equity, as well as breakage costs at

the main project agreement levels, less any distributions already made to

investors. Lost profit is not compensated. In addition, equity returns are lost.

On Timing of Payment Events . The review observed that providing payment
by lump sumin the project contract isa common practice . It also emerged that
the decision whether to pay by lump sum or not is guided by various

considerations:

1 Payment Capacity 2 governments assess whether lump sum
payments can be accommodated in the event of termination, and if
a large payment cannot be budgeted for , then p ayment o ver time

may be preferable.

1 Private Partner/Lender Perspective 2 investors and lenders tend
to favour lump sum p ayment s. Investor expectations are generally

tempered by the budget flexibility as noted in the previous point.

1 Interest 2 public authorities tend to pay close attention to the
interest rate that applies to the project  due to the fact that interest
costs will begin to accrue if payment by the public authority is not

made in a timely manner

1 Asset Transfer 2 public authorities are concerned that | enders
sometimes exhibit reluctance in releasing their security interests on
failed or terminated p roject assets until compensation payments

have been made in full. In certain circumstance s, the public
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authority may be able to negotiate  an interim solution  at the time of
the termination, such as an arra  ngement which  allows the CA right
to access the project assets from the termination date , even before
compensation amounts have been paid, usually on public interest or
national security considerations, provided the authority eventually
complies with the p ayment terms with respect to such

compensation.

How Kenya’'s GSM Practice Compares to Internat

In this sub -section, Kenya is compared to the observed global trends in GSM

practice. The following main observations are patent 2

(@ The Government of Kenya provides GSMs that have both direct and
indirectimpact on public resources, including grants, letters of support,
letters of comfort and various forms of guarantees.

(b)  GSM practices in Kenya combine both contract -based GSMs as well as
GSMs through standalone GSM instruments.

(©) GSM forms and categories are not limited 2 they are controlled
principally by negotiated settlements. This makes Kenya compare
poorly relative to global trends.

(d) Kenya compensates for both political and non -political force majeu re
events. The treatment of these risks has however not been
standardized: in some transactions, they are not compensated at all;
in others, they adopt a 50% loss split; and in others, they are 100%

compensated.
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(e) Political events in Kenya is largely an open list of risk events.

Historically, the list of qualifying events has been very long, as depicted

in Schedule 2-1 of this Policy.

® Kenya s practice around termination show:

practices 2

(i) Valuation methods adopt the financing -based v aluation model,

(i) A 4-step process of notification of the event, curing of the event,
termination if curing fails, and actual payment (disbursement) of
compensation amount;

(i) The compensation scope disfavours Government 2 currently,
100% of debt is compensated , 100% of equity is compensated, a
substantial component of equity return is also compensated,
breakage costs under all main project contracts are compensated,;

NPV is compensated; redundancy costs are compensated.

(iv) Disbursements historically have been one b ullet lump sum
payment. More recently, two equal instalments inside of a 270 -day
continuous period has been negotiated into GSMs as the

disbursement sequence.

Conclusion

From the foregoing review of practice from around the world, issuance of GSMs
Is well established, and their forms are recognizable jurisdiction to jurisdiction.
Their scope of coverage is also not untypical: they seem to evidently be quite
ubiquitous, providing affirmation that the scope of the GoK GSM Policy Statement

responds well to gl obal best practice. Furthermore, this international review has
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demonstrated that to a large extent, the practice in Kenya compares well with
i nternational practice

, al beit evidencing ar e
improvement.
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CHAPTER 4

CURRENT INSTITUTIONAL AND LEGAL FRAMEWORK FOR ISSUANCE OF
GSMs IN KENYA

This chapter reviews the current legal and institutional framework supporting

the issuance of GSMs in Kenya. It traces the full value chain of the GSM
application, consideration and approval process, and links it to prevailing legal
frameworks. It concludes with a short critical reflection on the adequacy of the

prevailing legal and institutional framework for GSM issuance in Kenya.

Institutional Framework for GSMs in Kenya
The current instit utional framework with respect to the issuance of GSMs is as

outlined below.
The issuance of a GSM generally involves several actors: -
91 Developers - who submit the initial request;

1 Primary MDA or county government with whom a contractual relationship

exists with the developer;

9 Parent Ministry having the overall mandate for the contracting MDA, where

applicable;

1 National Treasury - PDMO, PPP Committee, Principal Secretary, Cabinet

Secretary;,

1 Attorney -General (legal approvals of final form of GSMs);
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In July 201 5, the National Treasury issued a Practice Guidance to the Energy

Sector titted Qy UUGDADGUdB+1 DB2U+adzii UnjBTI 1 Bluud+T DAZBI
yiOOT UUBNJ BUI d7B wriictztefinédahe diixdihietitaky requirements to

be availed with an application for a GoK Letter of Support. These requirements

are: -

a) Detailed and comprehensive Feasibility Study Report demonstrating

viability of the proposed project;

b) Due Diligence Report on the investors conducted by a Contracting
Authority confirming that the private party has the relevant experience

and expertise in undertaking projects of a similar nature;
c) Environmental and Social Impact Assessment Report;
d) Initialed Project Agreement;

e) Draft Letter of Support populated with the project -specific information;

and

f) Demonstration by a Contracting Authority of how the proposed project fits
into its larger development program, certifying that the application for the

GSM applied for meets all the r  equirements.

The National Treasury at the same time established an ad -hoc Technical
Committee on the Government Letters of Supportto assist it in the assessment
of the foregoing documentary requirements and to advise the National Treasury

on the appropria teness of issuing the requested support measure.

While the foregoing stipulation was addressed to the Energy Sector, the good

practice that has emerged from it has now, by administrative practice, been
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extended to all GSM applications since 2016. Nonethe

remained ad -hoc, and

practices.

less, the practice has

requires institutionalization for standardization of

In the process chart below, the current practice that is implemented with respect

to the application for and approval of GSMs (particularly the Lett

described above, is depicted.

er of Support),

Fig.1: Current Government Support Measures Approval Process
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The primary issuer is the Cabinet Secretary of the National Treasury following

requests or applications by MDAs or county governments. The process is
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triggered by an application by the person in need of the GSM. The procedural
steps are well elaborated, flowing through the sector ministry or host county
government, and once it is submitted to the National Treasury, is subjected to a
review and recommendation exercise by various departments of the Treasury,

prior to an approval being granted by the Cabinet Secretary.

Once approved, the draft GSM is submitted to the Attorney General for legal
clearance. In practice, the documentation requirements by the Attorney General
have not been stabilized. It has been obs erved that this lack of clarity on the
minimum requirements of the Attorney General has triggered delays in issuance

of legal opinions, which has in some instances delayed start to project activities.

Legal Framework

The current legal framework for GSMs is mainly grounded on the Constitution of
Kenya, the Public Finance Management Act, 2012, and the Public Private
Partnerships Act, 2013. The relevant provisions from these legal instruments are

summarized below.

(i) Framework under the Constitution of Ke nya

Articles 201 and 202 of the Constitution of Kenya lay down the core principles
that guide all aspects of public finance in Kenya. These principles are among
others that public finance shall be open and accountable, and allow for public
participation. In ad dition, the public finance system is required to promote an
equitable society through ensuring that the burden of taxation is shared fairly,

that revenues raised across the country is shared equitably between the national
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and county governments, and that e xpenditure promotes equitable development

in the country. This is particularly significant for GSMs, because GSMs are tools

used to promote public infrastructure development. The choices on which
infrastructure to locate where, are governed and controlled by the same notions
of equity, fairness, and balanced development. Lastly, these constitutional
provisionsrequire prudence and responsibilityin the use of public money 2 which
in infrastructure development are particularly critical notions, bound up in t he
idea of affordability, value for money, optimal risk allocation and public service

delivery.

Under Article 227, the Constitution adds an important guiding principle in public
infrastructure development: the idea that procuring the development of public
infrastructure projects needs to ensure fair, equitable, transparent, competitive
and cost -effective outcomes. Furthermore, this article creates obligations for
inclusive public procurement practices that among others guide decisions on
categories of prefe rence in the allocation of contracts, the protection or
advancement of persons, categories of persons or groups previously
disadvantaged by unfair competition or discrimination, sanctions against
contractors that have not performed according to professiona lly regulated
procedures, contractual agreements or legislation, and sanctions against persons
who have defaulted on their tax obligations, or have been guilty of corrupt

practices or serious violations of fair employment laws and practices.

As a subset of public finance tools, GSMs are inherently and inextricably bound

to these constitutional standards.
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(i) Framework under Public Finance Management Act, 2012

The Public Finance Management Act, 2012 was enacted pursuantto Chapter 12

of the Constitution to establish a framework for resource mobilization and
management of public finance at both the national and county government
levels. Some of the issues under that Act that have direct bearing on this policy
framework include provisions in sections 58 and 65 of the PFMA 2012, which

establish the following principles 2

0] The National Treasury has capacity and legal authority to guarantee
loans by county governments and national government agencies or
entities, where the borrowing s for the development of capit al projects,
and where the borrower is capable of repaying the loan and paying
interest and other charges associated with the loan;

(i) Any borrowing must be within approved ceilings for national debt stock;

(i) A private borrower may be guaranteed, where that private borrower is
borrowingto develop a public capital project, and the private party has
capacity to provide adequate security for such borrowings;

(iv)  Any borrowing must adhere to the principles governing public finance
under the Constitution including pa  rticularly compliance with the fiscal
responsibility principles and financial objectives of the national
government;

(V) Borrowing needs to take into account equity between the national and
the county government s interests so as

(vi)  The borrow ing must be affordable, and the recommendation of the
Public Debt Management Office is made a key requirement for both

borrowings and issuance of guarantees.
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From the foregoing, it is clear that a framework for the grant of a GSM for
borrowingby MDAs and county governments exists in law. This policy is designed
to address unregulated GSM tools, so excludes sovereign guarantees under the

PFMA, 2012.

(i) Framework under the Public Private Partnerships Act, 2013

The PPP Act 2013 gives power to the Cabinet Secretary of the National Treasury
to issue non -sovereign guarantees, binding undertakings and letters of comfort
where such are deemed to be necessary to support projects in order to reduce
premiums factored for political risks. Under this Act, guarantees may include
demand or revenue guarantees where Government retains demand or market

risk in public infrastructure projects development structured to rely on user fees

as the revenue base. Under this law, the GSMs mentioned are aimed at

supporting public pr ivate partnership projects.

The administrative process for the grant of a GSM under the PPP Act 2013
requires a recommendation of the PPP Committee to be made to the Cabinet
Secretary. In practice, the PPP Committee makes such a recommendation at the
time of approving negotiated contract terms for PPP projects. Thereafter, the
PPP Unit, working in close collaboration with the Public Debt Management Office,
processes actual requests by project developers, negotiates the terms of the
GSM instrument, and submi t, through the Principal Secretary of the National
Treasury, the negotiated GSM to the Cabinet Secretary for approval and

issuance.
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Constraints with Current Legal and Institutional Framework
Although there is a legal and institutional framework that curre ntly governs the
practice on the issuance of GSMs as set out above, th e current framework does

not comprehensively address the entirety of the identified problems.

It is noted from the problem statement that the main constraint resides in the
administrati ve practice on issuance of GSMs. The procedure is for the Cabinet
Secretary of the National Treasury to issue a GSM upon the request of MDAS or

county governments and in doing so consults the PDMO and PPP Committee.

This administrative practice has not always been clear to MDAs and county
governments, which has resulted in requests for these instruments being
channeled to different offices. In addition, the basic language of the law does not

on its face prescribe the  stage in a project cycle when such a request may be
made, which has led to the submission of requests for such instruments at widely

different stages in a project cycle.

Furthermore, the wordingin the law, coupled with actual administrative practice,
does not provide clarity on who the actual applicant for the supportinstrument
ought to be with the result that in some cases, it is project developers who
submit the request and in other cases the MDAs or county governments

themselves.

An assessment of the legal frameworks for GSMs also establishes that there is
no clear structure to the considerations that may be broughtto bear on whether

or not an application for a GSM should be granted. Similarly, there are no
regulatory standards defining what conditio ns must occur for a GSM to be
deemed to be effective 2 with the outcome that a GSM is a bankable instrument
from the moment it is signed, exposing Government to contingent liability
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crystallization from the date it is issued. The lack of liability exclusio n clauses
may drive moral hazard situations where a project developer can call onthe GSM
even when no actual investment activity has taken place. In principle, every GSM
instrument, where applicable, should have a clear liability exclusion provision

which delimit the risk exposure of Government.

Lastly, no specific guidance is provided either in the relevant legislative
provisions or in actual administrative practice on the supporting documentation

that needs to accompany an application for the supportins trument which yields
variances in the considerations that inform the decision whether or not to issue

the support instrument.

This policy paper thus establishes that there is need for scaling up the
administrative and legal framework to cover all types of GSMs and also making

that framework known to all MDAs and county governments.

Page | 57



Government Support Measures- Draft Policy Document z Septl17, 2018

CHAPTER 5

POLICY STATEMENT ON ISSUANCE OF GOVERNMENT SUPPORT
MEASURES

To address the constraints identified in the preceding sections, the following
policy statements are  adopted to inform, guide and regulate the issuance of

GSMs from the date of this policy and going forward.

GSM Policy Statement 1: Categories of Available GSMs
The GoK may issue the following categories of GSMs in support of public

investment programs -
a) Letter of Comfort and Assurances;
b) Letter of Support;

c) Non-sovereigh Guarantees such as Minimum Revenue Guarantees,
Market or Volume Guarantees, Partial Risk Guarantees, Credit
Guarantees, F oreign Exchange Guarantees, R efinancing Guarantees,

among other form s of guarantees;
d) Binding Undertakings;
e) Contract -based guarantees; and

f) Any other GSM, provided it is approved by the Cabinet Secretary of
the National Treasury, upon the recommendation of the Fiscal
Commitments and ContingentLiabilities Management (FCCL) Unit of

the National Treasury.
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GSM Policy Statement 2: To Whom and When May a GSM Issue
The GoK will issue a GSM following the request of a Ministry, State Department,

Agency or County Government, in the manner prescribed in this policy.

A GSM will be issued to the project company, and will stand to the benefit of the

project developers, their financiers and the Government, under its terms.

In considering whether or not to issue a GSM, the PDMO and the FCCL Unit, and,
as the circumstances of each applic ation for a GSM may dictate, other public
agencies such asthe PPP Committee,  will make recommendations to the Cabinet
Secretary on the advisability of such GSM being necessary for successful project

implementation.

For the avoidance of doubt, not all pro jects may be supportedby a GSM. It shall
be the policy of Government to encourage investors to structure transactions in

a manner that minimizes the need for issuance of a GSM. Where applicable,
Government will establish project value thresholds below whi ch projects shall
not be supportable by a GSM. This promotes the constitutional principles of fiscal

responsibility in public finance.

To provide clarity on the minimum project thresholds that a project will be
required to meet to receive a GSM, the Cabine t Secretary responsible for each
Ministry will be required to prescribe the minimum sector thresholds, and each

request for a GSM will be vetted based on the agreed upon thresholds. These
thresholdswill be based on the minimum project value below which a GSM shall
not issue. Once thresholds are established at the sector level, they shall be
submitted to the Cabinet Secretary ofthe National Treasury for concurrence and

noting. The set thresholds can be amended by the relevant Cabinet Secretary
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from time to time, to take into account shifts in the sector and changes in
Government policy and practice. Such changes in the set thresholds will only be
undertaken with the approval of the Cabinet Secretary, National Treasury. In
addition, other consid erations and limitations on which projects qualify for GSMs

will be established and reviewed from time to time by the Cabinet Secretary for

the National Treasury.

The National Treasury will develop and issue Guidelines, Practice Notes and
Templates for the practice on Government Support Measures, within 6 months
of the issuance of this Policy Statement, including standardization of the basic

forms provided in the Schedules to this Policy Statement.

If any Government entity or project developer which has be en issued with a

GSM, seeks to cancel or substantially amend the primary contract upon which

the GSM was based, then that entity will be required to (a) seek and obtain the

written approval of the National Treasury, and (b) seek and obtain the Attorney

Gener al s | egal advice and cl earance prior to

the case may be.

GSM Paolicy Statement 3: Scope of Risks covered by GSMs

GSMs may cover the following types of risks 2
a) political risks;

b) commercial risks where the Government retains payment or associated

project risks (such as availability, traffic volume or demand risks);

c) performance risks where the undertaking of a public infrastructure project
depends on the actions of other GoK entities that are not parties to the a

public infrastructure project development agreement; and
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d) any other matter the Government may from time to time add to this list,

subject to this Policy.

In each GSM risk category, the covered risks will be a closed list of risks, and

GSMs will exclude the use of t he p hrinaledi@g but not limited to the

following © typically seen in GSM instruments, and
list of covered risks is merely illustrative, not conclusive. Each GSM will establish

a conclusive list of risks, consistent with the FCCL Management Framework that

enables GoK to quantify and therefore properly assess the implications of each

GSM on public finance.

GoK will to the extent possible write in various GSMs into project agreements,

as contracted terms, in order to minimi ze the usage of standalone GSM

Il nstrument s. It I's Government s intention oV
greatly reduce the utility and scope of GSMs, as private parties build stronger

trust in public investments.

In addition to the foregoing general principles, the following key features will be

included in every GSM that imposes financial or contingent liabilities on GoK 2

a) A GSM instrument will include non -negotiable conditions that protect
Gover nment s upirant sches thes exclusion of coverage for
project risks expressly allocated to a non -public actor under a project
agreement, or capping of Government s over
even where a risk is allocated to the GoK, and excluding all insu rable risks
as well as project company statutory liabilities 2 these may also be termed

-Liability Exclusion Clauses of a GSM°,;

b) Every GSM instrument will have a date by when it becomes effective,

defined by clear preconditions;
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Every GSM instrument will  have a termination date;

A GSM shall have a clause disqualifying a transfer of the GSM instrument
to a third party without the consent and approval of the National Treasury,
and each GSM instrument will additionally include a statement imposing

its automa tic lapse should it be transferred contrary to this policy;

A GSM instrument will explicitly identify and allocate the risks to be borne
by the public sector partner in a project, by reference to the clauses in the

primary commercial or project document;

Each GSM will have a declaratory statement linking its issuance to an
obligation of the GoK under the primary project document, and no GSM

will be issued where the primary project documentation do not disclose,
expressly and on their face, an intention and obligation of the GoK to so

issue the GSM in question;

Each GSM issued to secure the obligations placed on Government, which
obligations are dependent on a public agency not party top the primary
project agreement, will be structured in a manner that make s the
performance of such obligations a preconditionto the effectiveness of the

GSM instrument in order to ensure that the secured contingent liabilities

never crystallize. !

1 This policy declaration is fundamental to note. Where projects depend on a public agency to
make project land available, forinstance, a GSM for that project will not become effective before
such land is made available. Similarly for energy sector projects, a PPA will not become effective
and an issued Letter of Support for example will not become effective, until the supporting
transmission line is constructed and commissioned. From a project delivery perspective,
effectuation of this policy principle will fundamentally alter, in a massively positive manner, how
contingent liabilities will become much more affordable through lowered risk.
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In Schedule 2 to this Policy Statement, illustrative templates for GSMs provision S
are provided. Template 2 -1 sets out typical political risk events covered under a
GSM. Template 2 -2 sets out standard terms for a commercial risks GSM.
Template 2 -3 provides an illustrative list of statements typically seen in a letter
of comfort and gen eral assurances. Template 2 -4 sets out illustrative terms for
binding undertakings GSMs. Template 2 -5 sets out an illustrative list of contract -
based guarantees. Template 2 -6 sets out typical wording for termination
compensation clauses in a GSM. Template 2-7 sets outgeneric and cross  -cutting
clauses that may be inserted into any type of GSM instrument, as the parties

may prefer. Schedule 3 outlines a project risk matrix for GSM applications.

GSM Paolicy Statement 4: Issuance of GSMs at County Level

Proje ct specific guarantees or undertakings can be issued by Counties or MDAs

at the sub -nationallevel withoutrequiring the approval of the Natio nal Treasury,
providedthat the risks associated with such GSMs can be entirely handled within
the fiscal framewor k of such sub -national actors, and provided further such GSMs

do not 2

a) create financial obligations beyond the financial ability of the subnational
public actor to meet out of its own budget;

b) create contingent liabilities that cannot be resolved by the sub-national
public actor should they crystallize;

c) provide for a multi  -year payment obligation, which would require budget
ring -fencing at the county level unless such commitments are approved
for county governments by the County Assembly and for other sub -

national actors, in accordance with the governance framework for such
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sub-nationals, and do not impair the ability of either sub -nationals to
implement their wider development programme  s.
Where any of the foregoing conditions exist, a county government o r other sub -
national entity seeking to issue such a GSM shall first seek and obtain the written

approval of the National Treasury.

GSM Policy Statement 5: Application and Approval Process

Any National Government Entity or County Government seeking to have a GSM

issued by the National Treasury for one of its projects, will be required to inform
the National Treasury, in writing, at the early stages of the projects development

(i.e., before s tartof procurementprocesses) and/or priorto engaging in contract
negotiations, that the project will require a GSM issued by National Treasury, for
concurrence. In reviewing such a request, the National Treasury will be guided

by the minimum sectorthre  sholdsas well asthe project  svalue formoney profile
and any other parameters that the National Treasury may prescribe . The
National Treasury will then communicate its concurrence, or otherwise to the

applying National entity or County Government.

In all cases, th e National Treasury will reserve the discretionary right and
flexibility, on a case by case basis, to revoke such concurrence, should significant

shifts in the project risk structure occur subsequently

In addition, no GSM will be issued where the primary project documents do not
disclose an intention and agreement of the parties that a GSM is a necessary
ingredient to make the transaction framework work, regardless of whether the

public agency had sought and obtained the early in -principle con currence of the

National Treasury as set out under paragraph one of this section.
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The application and approvals procedure will be standardized for all GSMs
whether issued at the national government or county government levels. In
figure 2 below, the standa rd application process is laid out. It will be noted that

the process depicts the following main steps 2

a) a projectdeveloper requiring a GSM originates the request for the desired
GSM, and directs that request to the User Department or contracting
authori ty 2 whether national or county;

b) a review of the request is undertaken by the User Department or
contracting authority and if supported, is sent to the parent ministry at the
sector level for certification and recommendation, and onward
transmission to the issuing authority at either level of Government (for the
National Government, this is the National Treasury, and for the County
Governments, this shall be the County Executive subject to County
Assembly approval);

c) Issuance reviews will be undertaken by ma ndated entities within either
the National Treasury o r the County Executive, as the case may be; and

d) Neither the National Treasury nor the County Executive may sign a GSM
without first obtaining the written legal clearance of the Attorney General

on the p roposed GSM instrument.

Every GSM application, whether at the national or county level, will be presented
under cover of a formal application letter and supported by the following

documents at a minimum: -

a) Detailed and comprehensive Feasibility Study Repo rt demonstrating

viability of the proposed project, including documentary evidence of the
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study s approval or acceptance by t

mandated GoK entity;

Current Due Diligence Report on the investors conducted by the
Contracting A uthority confirming that the private party has the financial
capability to undertake the project, possesses the relevant technical
experience in undertaking similar projects, and has demonstrated

expertise or track record in undertaking projects of a simil ar nature;

Environmental and Social Impact Assessment Report 2 with or without
NEMA approval, but with evidence of its acceptance by the implementing

public sector partner;
Initialed or signed Project Agreement;

Draft of the proposed GSM, aligned in princi ple terms to one of the
templates Schedule 2 to this Policy (as may fromtime to time be amended
by the Cabinet Secretary of the National Treasury), populated with the

project -specific information;

A comprehensive risk matrix in the manner prescribed under Schedule 3
to this Policy, in which the MDA or county government explicitly quantifies
its risk(s) either as explicit fiscal commitments and/or implicit contingent

liabilities;

A risk management a nd mitigation plan to reduce the likely impact of the

identified risks if and when they occur;

Areport by the Contracting Authority confirming how the proposed project
fits into its larger development program within the wider national

development agenda,;
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1) A certification by national or county government public agency that the
application for the GSM meets all the requirements and the documents
submitted are in order.

In making the application, a developer will be required to indicate what type of

GSM it is seeking, and shall use the prescribed form for that purpose.

For purposes of (b), (e), (f), (g) (h) and (i) above, the National Treasury will,
within six (6) months  from the date of the adoption of this Policy, prepare the
relevant templates and tools that will enable National and County Governments
promote the objectives of this Policy by complying with the procedural
requirements for the grant of a GSM 2 which shal l'include a template for the due
diligence report, standardized templates for all categories of GSM instruments

set out under Schedule 2, template for a project risk matrix, and a template for

apubl i c aaerification report.

For the avoidance ofdo ubt, no GSM will be granted before a project agreement
is executed. A Contracting Authority may include statements in tender
documents relating to potentially available GSMs only with the prior approval of

the National Treasury.

Upon receipt of an applica tion, the MDA or county government will satisfy itself
that the application is consistent with

with regard to all evidentiary requirements set outin (a) to (i) above

When a decision to grant a GSM is reached, an d the form and scope of the GSM
agreed upon by all relevant parties, clearance in writing shall be sought and

obtained from the Attorney General before the GSM instrument is executed.
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GSM Paolicy Statement 6: Budgeting and Accounting for GSMs

A GSM may re late to explicit obligations as well as implicit obligations.

An explicit obligation is a clear, known and priced fiscal obligation placed on a
public agency at either the national or county government level under a project
agreement, and whose payment tr iggers are known, documented and dated. In
other words, explicit obligations constitute positive contractual obligations on a

GoK counterpartto a project agreement, requiring availability of funding sources

for the same.

An implicit obligation is continge  nt in nature, and has known triggers, but its
timing is not known or knowable. In addition, the extent of its impact is not
knowable prior to its occurrence, and may as a conseguence require time
extensions (a relief event) for the parties to perform their obligations, or
compensation (restoration of economic balance) or termination (with
consequential costs). Contingent liabilities may not be budgeted for wholly, but

a source of liquidity for their management will need to be found and implemented

by the pa rties to a project agreement, more so, public sector parties.

Budgeting for Explicit and Implicit Obligations

On Explicit Obligations . Government will ensure adequate budgets are
provided for all explicit obligations. A public agency at either level of Go  vernment
will, to this end, be required when submitting an application fora GSM , toinclude

in its certification, statements evidencing the availability of adequate budgetary
provisions and or a credible financing plan to meet such explicit obligations

imposed on the public agency .
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On Implicit Obligations : For implicit obligations, national and county
government public agencies  will be required to provide evidence of a source of
liquidity for the satisfaction of such obligations when they arise. National
Government entities or County Governments seeking a GSM to cover an implicit
obligation from the National Treasury may be required to contribute a
percentage of their budgets into a contingent liability liquidity facility under the

control and management of the National Treasury. The level of contribution will

be set by the Cabinet Sec retary, National Treasury and may be vary across
sectors. This amountwill serve as a source of liquidity for dealing with contingent

liability risks that crystallize, and may be payable once or over the lifetime of the

project being supported by the GSM.

Accounting for Explicit and Implicit Obligations:

Every entity that issues or is the recipient of a GSM from the National Treasury

will have an obligation to disclose in their financial statements, by way of a note,

any contingent liability  arising from the GSM and provide a quantification for the
contingent liability . The National Treasury , in consultation with th e relevant
government authorit ies, will provide a template for how such disclosures will be
made. This will then be communicated to all national government entities and
County Governments by way of a circular. The National Treasury will make this

template available within six (6) months of the adoption of this Policy by Cabinet.

GSM Policy Statement 7: Management Principles
For better management of risks related GSMs, the following management

principles will be implemented:

Page | 69



a)

b)

d)

Government Support Measures- Draft Policy Document z Septl17, 2018

The National Treasury will establish a GSM Risks Register, under which
each category of GSM issued will be booked. The Register will be closely
aligned to the Fiscal Commitments and Contingent Liabilities Management
Framework of the National Treasury.

Every National Government entity or County Government that has
received a GSM from the National Treasury will be required to promptly
notify the National Treasury of any changes to the substance or form of
the primary contract document, such as risk allocation structure, payment
obligations crystalizing among other significant shifts in transaction
structure. Failure by the relevant entity or County Government to i nform
the National Treasury of any changes may lead to penalties to be
determined by the Cabinet Secretary National Treasury, and may impair
the applicability of the GSM to the altered transaction structure, or trigger
the cancellation of the GSM altogethe .

Once the notification is made, the National Treasury will consider whether

to accommodate the altered transaction under the GSM, and if approved,
will update the GSM register and adjust the risk classification of the project.
The National Treasury wil | prepare and issue quarterly reports to the
Cabinet Secretary National Treasury, or sooner if required, on the status
of the GSMs issued, with a focus on any troubled projects.

Where a project slips into trouble and risk crystallization under a GSM
heigh tens, the Cabinet Secretary, National Treasury and the Cabinet
Secretary or County Governor of the project(s) whose Contingent liabilities
are likely to crystalize, shall meet to agree on how best to mitigate the risk
drivers and prevent any exposure to Go vernment.

Every GSM instrument that is issued outside of a project agreement will

be required to embed a Risk Management Committee, whose core
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mandate will be to monitor the performance of obligations by all parties to

a GSM to ensure no circumstances ar  ise that give rise to risk crystallization
under a GSM. It will be the responsibility of the implementing agencies of
projects to ensure that the Risk Management Committees are timely
constituted, and operational. A risk crystallizing under a GSM that is
attributable to the non -operationalization of a Risk Management
Committee will lead to accountability liability onthe part of the Contracting
Authority. A Risk Management Committee will adopt the institutional
characteristics set out at Schedule 4 to this Policy.

g Where there arise significant <changes to ¢
through amendments to the primary contract document due to policy
shifts, changes in the economic environment in the country, changes in a
project s aff or dranoney dudtgcauses beyond theeontrob
of the project developer, the Government may exercise its right to amend
a GSM. Such amendments can only take effect after approval by the Office
of the Attorney General.

For the avoidance of doubt, any changes to a project that impose project value
to increase by more than 15% will be considered significant.

Each MDA and county government in whose favour a GSM s issued, will be
under continuous obligation to report every 6 months on the general state of
affairs r elating to a supported transaction, and in particular, will be under
obligation to specifically report on any matter that arises which carries the risk

of triggering or accelerating a GSM risk event. Under such circumstances, it shall
also reporton all ac tions it has and is taking to avert the crystallization of the
risk, and will further outline any supporting actions required to be undertaken by

any other GoK agency, including the National Treasury, to minimize the impact

of the event, or altogether aver tit.
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Monitoring functions associated with contract management systems will require
to be documented, and structured around the obligations of the Parties and
reported to the National Treasury. These practices will need to respond to any
statutory requirem ents obtaining under Kenyan law and having direct impact on

the project supported by a GSM.

GSM Policy Statement 8 : Valuation and Computation o f GSMs

Any National Government Entity or County Government seeking a GSM from the
National Treasury will be req uired to undertake a value for money assessment
onthe project. The National Treasury will prepare avalue for money assessment
template . This template will be communicated to the National Government

entities and County Governments by way of a circular.

The National Treasury will make this template available within six (6) months of

the adoption of this Policy by Cabinet.

GSM Policy Statement 9: Documentary Requirements for Attorney

General

Applications to the Attorney General for legal clearance of a G SM instrument
prior to its issuance will be supported by the same documentary requirements

set out under Policy Statement 5

GSM Policy Statement 10 : Savings and Transitions
Except with reference to Risk Management Committees, this Policy will apply to

transactions that are not completed as at the date of this Policy.
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For the avoidance of doubt, a transaction will be deemed to be complete for
purposes of this Policy if a GSM  has been granted or issued, under the hand of

the Cabinet Secretary to the National Treasury.

The requirement for constitution of Risk Management Committees will apply to

all issued GSMs, regardless of their date of issuance.

The GoKwill fromtime to time revise, amend or expand this policy scope through
issuance of appropriate circulars, but in broad conformance to the principles

outlined in this Policy.
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CHAPTER 6
LEGISLATIVE, INSTITUTIONAL AND FINANCIAL IMPLICATIONS

Legislative Implications
By and large, this Policy is capable of substantive implementation without
immediate legislative changes. Nonetheless, it would benefit well from minimal

legislative changes to address the following issues.

From the pro posals in policy statement 1 2 10 in the pr eceding chapter, the

following legislative changes are recommended:

a) Amendmenttothe Public Private Partnerships Act, 2013to expand section
27 byamending t he meaning of the term ¢binding u
-l etters o7 thiswlprgmove any  doubt about the absence of a
legal framework for the issuance of letters of support, which are, in fact,

by their very nature and character , binding undertakings;

b) Amendments , as appropriate, to the Public Procurement and Asset
Disposal Act , 2015 and the Public Finance Management Act , 2012 to

provide for:
1 Value for money assessments for any GSM instrument; and
1 Issuance of GSMs under the PPADA 2012.

The changes in (b) and (c) can be undertaken by way of the annual Finance Bill

or the Miscellaneous Amendment s Bill.
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Institutional Implications

The implementation of this Policy will be undertaken by existing public
institutions, and will not require the establishment or fundamental realignment
of the existing system of Organization of Government Business. The
accountability and transparency framework built into this Policy will involve a
strong role for the National Treasury and departments within it, as well as the

Attorney General.

In view of the likely necessity to adopt new contracting models to better mana ge
project risks, there will be need to realign the institutional relations and role
allocation, and this may require the provision of institutional supportto the MDAs

and county governments.

Financial Implications

The implementation of this Policy will not require drastic shifts
overall budget framework. However, provision of liquidity allocations in MDA line

items to underwrite contingent liabilities may introduce new budgetary

requirements. This is not anticipated to be significant in q uantum, and should be
accommodated within sector budget ceilings without impairing or adversely

straining sector performance, overall.

In addition, the Policy recommends the need for contracting model adjustments

to ensure that all conceivable project risk s are appropriately allocated and
accounted for, and shifting from Government Support Measures those risks that

do not belong to such instruments, while ensuring their performance at
appropriate levels and spaces within the public sector, where such risks are

classified as public sector risks, be they commercial or political. The
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implementation of this Policy priority will require budgeting for administrative

costs earmarked for awareness creation among MDAs and county governments.
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SCHEDU LES
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SCHEDULE 1
MAIN FORMS OF GSMS
Sovereign Guarantees
Sovereign guarantees have mainly been issued

obligations. In the past, sovereign guarantees were available for many forms of
Government loan obligations, irrespective of the standing of the public borrower

2 and were issued by Ministries, Agencies, Departments and even Local
Governments. This rendered the practice of guarantee issuances an

uncontrolled, and an undisciplined activity.

Sovereign guarantees traditionally served the purpose of assuring potential
investors and fina nciers that Government would stand by any commitments

made on its behalf as well as by any of its entities.

With the enactment of the Public Finance Management Act, 2012, sovereign
guarantees are now mainly reserved for use in underwriting GoK borrowings ,at
both levels of government, including by private entities under regulated
conditions, specifically linked to delivery of public capital assets by the concerned

private party.

For public infrastructure investments (including public private partnerships and
other forms of joint ventures between Government and private sector investors

in public infrastructure development), therefore, it is no longer the policy of
Government to use the instrument of sovereign guarantees to backstop
investment decisions by  private sector players and their financing parties. It shall

be the policy of Government to supportsuch investments throughnon -sovereign

guarantee instruments elaborated below.
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Project Guarantees

Project guarantees are non -sovereign guarantees. Typicall y, these are

agreements under which a sovereign or assimilated entity such as a county
government (-Government®©®) or a state owned en
or all of the downside risks of a project or other government investment

programme. They may be called state guarantees, or government guarantees,

or project guarantees, or Treasury guarantees.

A state or project guarantee may be structured as a primary or a secondary
obligation. When structured as a primary obligation, it takes the form of a fisca I
or financial commitment, requiring Government to incur fiscal or financial
obligations upfront in support of the project 2 such as waiving a tax obligation

of the project, or making budget resources available to execute residual
obligations of Government . These obligations are frequently structured as
conditions precedent to be performed by the Government. In some other
instances, they may be ongoing obligations for a defined period of time during

the life of the project(such as capital contributions dur ing the construction period

of a project).

Where it is structured as a secondary obligation, it legally binds the Government

to take onan obligationif a specified event occurs. In this form, a state or project
guarantee constitutes a contingent liability , for which there is uncertainty as to
whether the Government may be required to make payments, and if so, how

much and when it will be required to pay. In practice, these types of guarantees

are used when debt providers (e.g. commercial banks, national an dinternational

financial institutions, capital markets, hedging counterparties) are unwilling to
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lend to a project company as a result of concerns over credit risk and potential
loan losses (in situations where private capital mobilization is required). T hese
types of guarantees can also be used to benefit the equity investors in a project

company when they require protection against the investment risks they bear.

Project Guarantees may take various forms and be aimed at an entire market of
public invest ments, procured under any of either the Public Private Partnerships
Act, 2013, or the Public Procurement and Asset Disposal Act, 2015, as from time
to time amended, and may be utilized in support of specific programmes or just

individual projects.

Project guarantees are usually driven by either policy, financial or project risk

factors. These are explained in succinct detail below.

Policy Risk Drivers

The Policy Risk Drivers include a desire by a Government to build up confidence

in say, a PPP Market, or to demonstrate government commitment to public
investment programmes involving external and or third parties, or the strategic
desire to accelerate implementation of investments (through reducing the time

taken to negotiate deals where confidence building is a critical process driver),
as well as the desire, frequently, to safeguard the credibility of public investment
programmes, such as the nascent PPP programme in Kenya (e.g. the failure of

one project or transaction in the early phase of a public invest ment programme
may be perceived as a failure of the concept, pushing other investors to shy
away from future or further engagement in similarly structured projects without

costly forms of government support).
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Financial Risk Drivers

Financial risk drivers i nclude a desire to leverage additional sources of finance

from the private sector, to partly plug the substantial infrastructure financing

deficit, as well as the desire to reduce the cost of capital (through lowering risk

premia factored for political and associated projectrisks) and improving a public

i nvest ment s over all value for money Pproposi
address instability in financial markets and getting the asset built without public

sector spending upfront, or tapping new sources of funds from the private sector.

Project Risk Drivers

Project risk drivers represent a rather aggressive cluster of project -based
guar ant ees, and include guarantees to under wr
risk, demand/usage risks, construction risks, technology risks, sub -sovereign

risks (e.g. risks arising from the standing of a county government or a state

owned enterprise that may or may not have any or adequate independent

revenue streams), policy risks (including policy stability, institutional st ability or

regul atory stability), macr oeconomic ri sks
resilience to global economic drivers as well as foreign exchange risks) and

residual value risks (to cover the residual value of investments in situations of

early termin ation, regardless of termination trigger).

Forms of Project Guarantees

Project guarantees tend to take mainly three forms in practice: financial
guarantees, project risk guarantees and sub -sovereign creditworthiness
guarantees.
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Financial guarantees include loan guarantees and refinancing guarantees. In a

loan guarantee, a state financial guarantee provides that the Government will

honor acceleration of loan facilities where acceleration events occur, and may

adopt a full guarantee to repay the outsta nding loan amounts in one instalment

or through several installments, and may or may not accommodate a ranking of
obligations (i.e., statutory, senior, mezzanine, subordinate, equity). Loan
Refinancing Guarantees usually take two main forms: undertakings t 0 repay
lenders if refinancing efforts fail, and or undertakings to pay the difference in

cost of refinancing if refinancing terms are more onerous (i.e., refinancing loss

sharing).
Project Risk Guarantees typically cover a wide range of possible obligatio ns,
some of which (for illustrative purposes only) include the following - revenue or

usage (demand or volume risk) guarantees, guaranteed minimum service
charges (e.qg. stabilized electricity tariffs), change in law, tax or other significant
regulation un dertakings (including discriminatory changes in law), termination
payments to cover outstanding loans, equity, contract and breakage costs,

labour redundancy costs, and other elements that may be agreed on a project

to project basis), debt assumption under takings, where the primary contractual
relationship is not broken by breach, as well as residual value payments (to pre -

empt the doctrine of unjust enrichment crystallizing).

Sub-sovereign creditworthiness guarantees have taken the following main
forms: un dertakings to enhance creditworthiness of sub -sovereigns through
standing behind their obligations, including through commitments to underwrite

their payment obligations to improve the quality of such payment obligations.

These commitments are usually stru ctured as direct undertakings by the national

government to project financiers at the sub -national level, and tend to obligate
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the national government to intervene where the sub -sovereign defaults 2 to
make payments to the project company on behalf of the sub-sovereign. The sub -
sovereign in this instance could be a state owned enterprise, or a county
government and its county corporations, as the case may be. It may in rarer

cases also include a Kenyan corporationinvolved in the delivery of a public capita

asset, as defined under the Public Finance Management Act, 2012 (as from time

to time amended)

Undertakings

Undertakings are written statements of positive promises to do something or
provide something for a project, or a promise to refrain from doing something
(also known as negative pledges or covenants). By their nature, they are
binding: and are from the start structured in a way that communicates the
intention of participating parties to create legally and contractually binding
obligations. Of nece ssity, undertakings are usually anchored by a remedy
regime, that grants a party relying on an unperformed undertaking to seek
remedy for breaches, whether by way of specific performance, liquidated
damages, compensation or other penalties, whether financi al or material or a

combination of both.

Undertakings are usually provided by a party that has authority to make the
undertaking and to bind the Government. They are usually specific in both scope

and time. And they usually identify the specific remedies a vailable for breach.

In terms of form, undertakings are given mostly by way of statements in contract

documents, or separately under a standalone agreement. Undertakings have
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been granted to support the following types of obligations (merely as an

illustra tive list):

9 construction of a transmission line to support public investment in an
energy generation project;

1 relocation of utility services on a road reserve to pave way for a road
project;

1 implementation of Resettlement Action Plans;

9 provision of proj ectland;

1 amendment of a law, promulgation of enabling regulations or other
statutory intervention required by a project;

1 notto change a law or the prevailing tax regime without commitment to
restore a project s economic equilibrium;

I not to pursue comp eting projects either generally or within a defined
radius or prior to defined trigger events, or other similar conditionality;

1 not to expropriate, nationalize or do similar act whose effect is to
dispossess an investor of its investment, and where such r adical action is

undertaken, to provide for full and fair compensation to the investor.

Letters of Support

A GoK Letter of Supporthas adopted varying forms over time: in some instances,

it is almost a contractual undertaking by Government to do various s upporting
undertakings for a public investment project, failure to which GoK incurs a
financial consequence. In this instance, it is a contingent liability instrument. In

other instances, it has adopted a non -binding, non -legal and non -contractual

form, pr oviding broad comforts to project participants, and making broad
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statements of recognition and goodwill intent on the part of Government to

support such investments.

In addition, letters of support have been used to address various risks: both

political an d commercial.

Among the political risks covered by a letter of support are the following, where
their occurrence occasions a materially adverse impact on the project and or
otherwise impairs the ability ofthe private party in the undertaking of its proje ct

obligations 2

1 blockade, embargo, insurrection, civil commotion or any act of sabotage 2
only where such risks are relevant;

9 riot, or public unrest or disorder, excluding those (A) that arise solely as a
result of labour disputes attributable to the action or inaction of the
investor; or (B) are excluded under specific liability exclusion clauses set
out expressly in the letter  of support;

1 change in Law or change in tax;

1 expropriation, confiscation, cancellation, or compulsory acquisition of, or
limitation to, any rights, or all or a portion of any property or assets of, or
shares in (or rights pertaining to the shares in or properties or assets of),
the investor or any other project party or any restriction or limitation on
theinvestor s ability to conduct its business;

91 declared war, act of foreign enemy, invasion, armed conflict or military
action;

1 any failure or refusal by a Governmental Authority to issue or renew

authorizations or the revocation, termination or suspension of existing
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authorizations despite t he l nvestor
pursuit and its compliance with all applicable regulatory requireme nts;

9 continued viability of sector institutions through sustainable economic
management.

A letter of supportcovering commercial risks in a project would typically feature

the following forms of commercial undertakings 2

1 underwriting of the sufficiency of GoK project -dedicated funds e.g.
sufficiency of a roads annuity fund, or a national toll fund, or housing fund,
as applies, to meet GoK payment obligations under a project agreement;

1 backstopping public investment -linked project payment obligations of
state agencies and county governments;

1 backstopping public sector offtaker creditworthiness (e.g., guaranteeing
commercial, financial and technical capacity of state counterparty demand
offtakers and their successors in the event of reorganization by GoK)

1 committing and underwriting viability gap funding or GoK counterpart
funding for public investment projects as the case may be;

1 underwriting events of Force Majeure affecting a state entity acting as
project offtaker (e.g., Kenya Power for electricity gene ration projects, or
the National Housing Corporation for housing programmes);

1 anyreduction to or restructuring of the project tariff and/or any reduction
to any other amounts payable under the project agreement, unless such
reduction or restructuring has been agreed in advance in writing by all
parties: GokK, the investor and financing parties;

1 underwriting GoK promise or undertaking to pay for a service rendered in

pursuit of a public investment programme or project (such as leasing of
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medical equipmentf or public hospitals, or acquisition of election materials
by a designated public agency, among many other possible permutations).
The GoK Letter of Support has been issued extensively to supportinvestments
in the electricity generation sub  -sector. More re cently, Letters of Support have
also been used to support investments in health infrastructure projects, roads
and transport projects, university student hostels projects, water projects, solid
waste management projects and manufacturing projects. This tre nd will
continue for the foreseeable future: with this GSM, substantial private capital
and private sector participation is anticipated to be secured in order to speed up
Government s ability to deliver public servic

muc h higher standards.

Letters of support will thus continue to remain a very versatile tool providing a

|l evel of comfort of the Gover nmwithautaffecticgo mmi t me
its sovereign credit rating . Given the expanding scope for its usage, this Policy

provides greater clarity in the core considerations that need to be brought to

bear in the issuance of such GSMs. It also promotes standardization and

stabilization of risk treatment and risk contracting for GoK emanating from

issuance of such GSMs .

Letters of Comfort, Letters of Intent and Memoranda of Understanding
Like letters of support, Letters of Comfort, as well as Letters of Intent, have been
utilized to provide comfort to both public and private foreign counterparties in

public investment undertakings.
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For the most part, letters of comfort and intent feature softterms, and frequently
carry no financial obligation on GoK. However, some of these instruments have
created legally binding obligations, demonstrating the danger of lack of clarity in

classification of GSMs.

Regardless of intention notto create le gally binding obligations under any specific

GSM tool, where foreign partners are involved, there is usually the general

doctrine at international law that agreements are made to be observed or kept,

0 r paeta sunt servanda ©° . This doctr i ne supportedpstrictarali ce has
default in contract -based relationships where one party is a non -Kenyan entity,

and where such entity leverages on the outer limits of the doctrine to drive sub -

optimal outcomes at a bilateral inter -governmental level.

In effect, a Go vernment commitment to a foreign party, whether stated in a
legally binding or non -legally binding instrument, tends to create certain
obligations under general international law, which tend to drive a commitment

to oblige, to avoid bad behavior, and to st and by the spoken or written word. It

Is thus critical to ensure that any form of GoK statement likely to be construed

as a GSM, whether intended to create binding legal obligations or not, is made

and or given where GoK is fully committed to standing by t he tacit, patent or

implied implications of the actual or deemed GSM.

In this regard, letters of comfort, and memoranda of understanding, may thus
be crafted as gentlemanly agreements and understandings, ostensibly not

intended to create binding undertak ings, but in practice, could drive hard claims
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at international law, when other incidental factors are broughtto bear as tends

to happen in the ordinary course of such events.

A cautionary approach is thus recommended for all Government entities to
ensure both Treasury and Attorney General written approval and clearances are
obtained prior to committing Government to any instrument that might be

construed as a GSM in any form, shape or expression.

Promisory Notes

Promi sory notes wer e aes,pmisingdhle Ipnpmiseel tiat) ©
Government (the promisor) was indebted to the promisee to the extent of the
promisory note, and that the promisor would pay the promisee the amounts

stated in the promise, within the time specified in the promise or agains t the
occurrence of the event stated in the promise. Promisory Notes were therefore

debt instruments,

The practice of issuing Promissory Notes has since 2002 been discontinued,
owing to the wide exposurethese instruments loaded on the GoK. Their issuance
was not closely managed during their currency, enabling MDAs to use it without
maintaining a close hold on the contingent liabilities and fiscal commitments
riding on such instruments. Their discontinuation represented an important risk

management move by  Government.
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Pledges
Pledges and general promises have been utilized by Government to support
investment decisions. In other instances, even statements of general recognition

of an investment activity have been used.

Pledges and recognitions typically  take the form of positive statements by the
Government that it recognizes the investment and financing of a stated party

with respect to a stated public infrastructure project, for instance, and may carry
wordingto the effect that Government welcomes suc h investment and financing,
and further commits the GoKto pursuit of sometimes explicitly stated policy tools

or commitments in public sector management, either at the sectoral level or

generally.

Where pledges operate as negative covenants, the net effe ct is that Government
promises NOT to do something inconsistent with the rights, entitlements and or

benefits of the private party with whom it is under contract, and such negative
covenants or pledges may be time bound or limited by some pre -defined trigg er
event that allows for reasonable opportunity for the private party to recoup its

investment and return.
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TEMPLATE?Z2 -1

SCOPE OF POLITICAL RISKS COVERED UNDER A GSM

Consistent with the Policy on GSMs, a GSM instrument underwriting defined

political risks will feature the following core elements at a minimum 2

a) It will be limited to acts of Government (not inaction);
b) It will be controlled by material adverse impact th at impairs the ability of
the investor to perform its obligations under a project agreement;
c) It will be limited to actions of Government that occur within the Republic
of Kenya; and
d) It will be limited to a closed list of specified events; and
e) It will set out express qualifications of liability, or the exclusion of liability

linked to specific events.

To illustrate the above principles, a political risk clause in the applicable GSM

instrument may be worded as follows 2

Political Event
Political Event defined

For the purposes of this [insert name of the GSM instrument], (Political Event AB & dz# 1 U B
any of the following events or circumstances occurring in the Republic of Kenya, arising

from an action of the GOK or any Governmental Authority, which adversely and materially

affects the Company, any party under a Project Agreement, any contractor, sub -

contractor or supplier to the Company, any Financing Party, [Contracting Authority] or

2 In practice, this means that a GSM will not provide political risk cover for acts of terrorism or

piracy, these being acts that cannot be attributed to the actions or failings of Government.
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the Shareholders in the Company to the extent that they imp air the continuation of the
project:

(i) any blockade or embargo, *

(ii) general insurrection, public disorder or any act of sabotage targeted atthe
project;

(i) riot to the extent that it is not attributable to the action or inaction of the
Company;

(iv) Change in Law whi ch has not been addressed within the provisions of the

Project Agreement;
(V) expropriation confiscation, or compulsory acquisition, of the properties or
assets of the Company
(vi) declared war or act of foreign enemy;
(vii) failure or refusal by a Governmental Autho rity to issue or renew
Authorisations in spite of compliance with requirements

(viii) discriminatory Change in Tax;

Liability Exclusion

The following events do not constitute a Political Event under a GSM, and shall not form

a basis for any redressal under GSMs Dz

(i riots and civii commotions attributable to actions or inactions of the
Company.
In addition, a claim under a GSM will not be ad missible and no GoK liability shall be

incurred where

(ii) the Company is required to perform specified pre -conditions and
specific obligated actions under the GSM, and fails to do so by the date

indicated for the effectiveness of the GSM;

3 Government will endeavour to limit political risk exposure to both embargo and blockades to
the period relating to the construction phase of a project for the most part. Extensions of this
risk cover to periods beyond construction will be subject to project by project review and
approval of the Cabinet Secretary of the National Treasury.
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(i the Company has failed to abide or comply with any Authorisations
unless such failure to comply has been caused by a Change in Law;

(iv) the Company is responsible, under a project contract, for procuring,
whether through lease or purchase, the required land on which the
proje ct is to be implemented and has failed to do so and does not have

the requisite legally valid documentation to evidence such lease or

purchase;
(V) the Company engages or has engaged in fraudulent and corrupt
practices under Kenyan laws and such action is d irectly linked to the

crystallization of the risk event that gives rise to a claim under the GSM.

A GSM instrument will also prescribe the procedure to be followed by the parties
in the event a covered risk event occurs. Typically, the following wording w ould
be the broad approach to regulating the conduct of the parties under those

circumstances:

Procedure Following Occurrence of a Political Event
Political Event Notice

The Company shall promptly and in any event not later t han 30 days a fter its
percepti on of the relevant event notify the CA and the [Independent Engineer ]
of the occurrence of a perceived Political Event through the issu ance of a Political
Event Notice. The Independent Engineer will certify whether the perceived event

is a Political Event.

Where parties dispute the determination of the [Independent Engineer], the
matter shall be referred to expert determination, in accordance with the procedure

set out under [insert name of GSM instrument].

4 This is a party that is usually appointed under a project contract to perform specified functions

in support of the performance of obligations by the Parties.
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If it is determined that a Political Event has occurred, the Company shall, unless
otherwise stated in the PA, be excused from its failure to perform its obligations

under the PA.

The Government shall take all reasonable steps to prevent, limit an  d minimis e the

effect of events of a Political Event.

If any Political Event prevents the performance of any material obligation for a

period of more than 6 months within the delivery of a Political Event Notice to the
[Contracting Authority], then the Company may, by notification , request
modifications to the  project contract which shall be fair and equitable, having
regard to the nature and effects of the Political Event. If the Parties fail to reach
agreement within 60 days of any such naotification, the Company s hall be entitled
toterminate the project contract by issuing a Termination Notice . The Termination
Notice will terminate the project contract prior to the contracted expiry term of

the agreement, and entitles the Company, subject to the terms of the contr act
and this [insert name of GSM instrument], to the compensation set forth in this

[insert name of the GSM instrument].
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TEMPLATE?2 -2

SCOPE OF COMMERCIAL RISKS COVERED UNDER A GSM

A letter of supportcovering commercial risks in a project would typically feature

the following forms of commercial undertakings 2
1 underwriting of the sufficiency of GoK project -dedicated funds e.g.
sufficiency of a roads annuity fund, or a national toll fund, orhousing fund,

as applies, to meet GoK payment obligations under a project agreement;
backstopping public investment -linked project payment obligations of
state agencies and county governments;

backstopping public sector off -taker creditworthine ss (e.g., guaranteeing
commercial, financial and technical capacity of state counterparty demand
off-takers and their successors in the event of reorganization by GoK)
committing and underwriting viability gap funding or GoK counterpart
funding for public  investment projects as the case may be;

underwriting events of Force Majeure affecting a state entity acting as
project off -taker (e.g., Kenya Power for electricity generation projects, or
the National Housing Corporation for housing programmes);

any red uction to or restructuring of the project tariff and/or any reduction

to any other amounts payable under the project agreement, unless such
reduction or restructuring has been agreed in advance in writing by all

parties: GoK, the investor and financing par ties;

underwriting of GoK promise or undertaking to pay for a service rendered
in pursuit of a public investment programme or project (such as leasing of
medical equipment for public hospitals, or acquisition of election materials

by a designated public agency, among many other possible permutations).
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TEMPLATE?2 -3

ILLUSTRATIVE STATEMENTS OF COMFORT AND GENERAL ASSURANCES
UNDER A GSM

Comforts and assurances are GSMs issued to provide soft underwriting for
projects and investments, and are not designed to commit Government to
explicit financial risks by making such comforts and assurances available. They

are therefore worded in non  -compulsive terms, and carry no liability -creating

language. lllustrations are provided below.

To give recognition to a project or an investment, the following wording may be

drafted into a GSM 2
Qe V¥ UdzUT7 &dzd UB (i dZADZ &dziB UljdZB NJ UdziU&dd OB 7V LB UIjdZzB 51 %
implementation of [name of project] and commits to promoting supportive policies

that ensure this investment isac  corded equal treatment under Kenyan law relative
OV BY Olj d2UBNJ UdwiUadd OuB T LIBfBUNBNA+UBDE # U+ DAOd2U0A
Or
Qa1 Udz207 add UB #DAjI 7 ( AdzDAjdzu BUIj dZBNJ Udz2i Uadd UBT LIB5ST #&d
or project and geographic location] and commits to pursuing supportive and stable
policies in support of [either the project or the sector into which the investment is
to be made][and commits not to take any measures that may impair or limit the
investment contemplated, provided the investment is compliant with all applicable
lawi B# 1 DB U U+1 Dz# UDa b 8 A
To commit to a particular public policy strategy in terms of economic
management of a sector, the following wording may be drafted into a GSM 2
Qa1 Udz2UT &add UBGNAABIA GG UdZBUIj +UBUIj dZBd2DZ 17V ANDB &+ 1T # Ljc
be undertaken NJ B+ BuU#! AdzB+1 DBOUJZDDANDAO +! AdzB a+1 1 dz2U0B DA UNJ

Or, with respect to sustainability of public sector partners in a project 2
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Qa1 Udz207 add UB GT D200 %+ njdzu B UV Bdd uGUdzB Ulj + UBNJ B 0lj dZB d?
partner in a project contract] is changed or wound up or otherwise ceases to exist
during the investment period, it shall be replaced by an equally capable successor,

whoshallperf T UaB # AABUIj dZBT ! ANLj* ONJ T UBYT LJB527 TS BaIl DozUB U
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TEMPLATEZ2 -4

APPROACHES IN ISSUANCE OF BINDING UNDERTAKINGS AS GSMs

Binding undertakings are firm commitments by Government to do a specifically
stated thing, or to refrain from doing that specific stated thing. Undertakings
carry explicitly stated financial cost implications for Government where

Government fails to stand by its undertakings.

Undertakings are usually drawn from the category of obligations accepted under

Schedule 2, Template 2 -2.

In terms of wording, binding undertakings are introduced by the following types

of phrases 2

Qe UdzUT &adzZ UBGT DAzUU & afdd BOLIBO 5 a7B ¢20 A NDANIU B ! NJ DANJ LjB ¢
Or
Q1T BudGOOT UUBY LIBUIj NI BOUYT Nd-bDgBai UdzUT add UB ulj
27 Udz207 add OB GT DOZ200# njdzti B UY BOdZ2ULY U&as A
Or
QZIljNIB OUT NjdzDAD B QLjUdzdza dz OB Ulj#+AAB 17 UB DZ 4dzB NJ U7 B
6500+ Udzadd 0 Bsé lisfBfaBtiond GKNS expected and required to perform
+UBDA T DNUNJ T 0B OUdDAHDAA Us A
Or

Q11T BUIjdzBdz0dZ UB5 QBT UBqbs BT DDA UtigBet UdzUT add UBUlj + AAE

action Government commits to take, usually aimed at explicity holding the investor
harmless, or making the investor whole from the financial consequences of the
00+ 0dDdB dz20dz 0% A
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By their very nature, binding undertakings are intended to establish clear legal
obligations, can form the basis of a legal suit and a financial claim, and, in
extreme circumstances, can justify contract termination by a projectinvestor, to

the detriment and cost of Government.

Binding undertakings, to this extent, create contractual reliance and

dependence, including at common law.

In the paragraphs below, the p  receding principles are given basic illustration, but

not as an exhaustive list of possible considerations.

UNDERTAKINGS

Undertakings come in various forms as illustrated in the following provisions.

Undertakings Provided in Contract:

This is specific to the project scope. Some of the general clauses provided for

include:

a) Provision of unencumbered project land and an undertaking to
undertake any resettlement action of project affected persons

inhabiting the project land;

b) Revenue stream s 2 undertaking to fund revenue streams adequately
where the project is to be paid from a specified public fund e.g., the
Roads Annuity Fund, the National Toll Fund, the Railway Development

Fund and so on;
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Budget allocations 2 undertaking to provide budget allocations to meet
any contractual payment obligations under a project agreement or

other contractual instrument;

Undertaking to collect any project related fees and remit to the private
party specified payments (e.g., availability payments, or revenue

share);

Undertaking not to withhold any approvals requested by the private
party unreasonably or without due cause if the private party has fully

performed their obligation;

Undertaking to provide reasonable support in obtaining the necessary

project permi ts and approvals;

Undertaking to use all reasonable endeavours to enforce the applicable
law e.g. gross vehicle weight and axle load regulations on the project

network;

Undertaking to procure police assistance where necessary e.g.

provision of security for  the project;

Undertaking not to pursue economic policies harmful to the investment

(also known as negative covenants and pledges);

Undertaking warranting that the particular CA has full power and
authority to enter into a contract of this nature and carr y out the

obligations bestowed on it in the contractual document;

Undertakings on how any performance security shall be held, used or

drawn down upon and released,;
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[) Undertaking to move any geological or archaeological findings on the

project site at the cos t of Government;

m) Movement of utilities situated on project sites 2 can be a shared

undertaking with the private party;

n) Undertakings to supply utilities to the project site (typically, bulk
infrastructure including water, electricity, sewers, and sometimes

supporting infrastructure like access roads);

0) Undertakings to provide relief from performance obligations by the

private party as agreed in contract;
p) Undertakings to provide compensation for breaches of contract;
g) Undertakings to pay residual value of the a sset at handover date.

The various undertakings issued will vary from project to project and the extent

of the matters to be covered cannot therefore be limited to a closed list of events.

1. VGF and Availability Payment -based Undertakings:

While the primary contractual document may provide that the Government will
provide any viability gap funding (VGF) or availability based payments, a
separate undertaking may need to be provided by Government to provide the
private party with comfort that this oblig ation will be undertaken and a remedy

provided for failure to meets the terms of the undertaking.

Page | 103



Government Support Measures- Draft Policy Document z Septl17, 2018

Sample Availability Payment Undertaking
I [] being the Cabinet Secretary at the time in charge of [Ministry], and having
the power and authority to bind the Government of Kenya, hereby undertake to
make an [annual/quarterly/half yearly] payment of [Kshs] to the account
designated by the private  party and or Financing Parties, save for any deductions
provided for in the primary contract document, which amount is payment for
services provided under the primary contractdocument dated [ ] for the provision

of [ ] services.

| further undertake t o at all times ensure that the [Fund] has sufficient funds to
meet GoK payment obligation as outlined in the primary contract document.
Should there be any shortfall, | undertake to ensure that sufficient budgetary

funds are allocated to the Fund to meet t he GoK payment obligations.

This undertaking will terminate/expire once the project term provided in the
primary contract document comes to an end. If the contract document is
terminated for any reason prior to the end of the contract term, then this
unde rtaking will fall aside and the termination provisions provided in the primary

contract document will prevail.

Sample VGF Undertaking
I [ ] being the Cabinet secretary at the time in charge of [Ministry], and having
the power and authority to bind the Government of Kenya, hereby undertake to
make a VGF payment to the project in the sum of [KShs]. This payment shall be
made at [insert time when VGF will be disbursed [e.g. upon effectiveness] pari
passu with Debt drawdown tranches]. The payment shall be made as a [lump

sum/instalment] as outlined in the primary contract document.

In exchange for this project VGF, it has been agreed that Government will receive

a return of [insert percentage return] for [insert period of repayment]. A failure
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to make such repayments will result in a setting off of any payments due and

owing to the private party by GoK, [on demand].

2. Undertakings by line Ministries/Contracting Authorities/Counties

a)

b)

During the project preparation stage or implementation, various
undertakings may be required from different Government institutions.
For example, if the land is owned by a different government agency,
an undertaking may be required from that agency, in fav our of the
relevant project implementing institution, providing that they have
allocated the desired project land to them and will not interfere with
the land or repossess it during the life of the project and or any

extension thereatfter.

The [line minis try/County/State corporation] can also provide a direct
undertaking to the private party providing e.g. that the projectland will

be made available unencumbered; that the supporting bulk
infrastructure e.g. access roads, water, sewer and electricity
conne ctions will be provided by a particular date [as outlined in the

primary contract document].

When making undertakings, the issuing institution should think about
remedies for breaches of such undertakings, and the affordability of the
remedial measures. Breach of undertakingsis likely to delay the project
and result in penalty payments to Government, and may in some

instances, depending on the length of time that the undertaking has
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been breached, result in termination. It is important to give
considerati on to the recourses that each party has for such breaches:
(i) the Private entity; and (ii) the [ Ministry/State Corporation/County ]

that breached the undertaking.  Such considerations should extend to

options on how to build up aliquidity reserve for deali ng with such risks
crystallizing.
Undertakings as Political Events 2 breaches of some undertakings may

result in a political event arising, and in such circumstances, the
resolution procedure is bundled up with contract provisions relating to
management of political events, and how compens ation amounts are

computed.
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TEMPLATE?Z2 -5

ILLUSTRATIVELIST OF CONTRACT  -BASED GUARANTEES

In this Template, the main types of guarantees and undertakings are illustrated.
There are five main types of guarantees typically made available for project
support, and numerous forms of undertakings, and both are GSM forms capable

of, and typically issued under, project agreements as contracted obligations.

The five main types of guarantees are minimum revenue guarantees, partial risk
guarantees, partial cre dit guarantees, foreign exchange guarantees and

refinancing guarantees. Each of this is illustrated below.

Minimum Revenue Guarantees (MRG)

Under a minimum revenue guarantee, a government grants to a private partner

a minimum level of revenues for a defin ed period during the life of a project
agreement. These revenue assurances can be yearly or quarterly or semi -annual
in computation. They are usually described as the difference between the
predetermined level of the revenue parameter sufficient to covert he investment

requirement and the actual projectincome.

The benchmark for minimum revenue guarantee calculation can be anything that
is agreed between the government and the investing partner, such as actual
traffic (toll) income, traffic volume (number of vehicles), or financial values
benchmarked by the parties such as EBITDA, EBIT, profit or loss, operating or

maintenance costs, among others .
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Thresholds for such guarantees should be defined on a project to project basis,
and should be guided by value for money considerations, as well as overall
affordability of such guarantees, tested against national obligations arising from

all GSM-supported projects.

Minimum revenue guarantees, like many other forms of contingent liability
obligations, are typicall y not reported in Government accounts. They can
however expose Government to significant contingent liabilities which may turn

out to be unaffordable if not responsibly granted and managed. >

There are three variants to minimum revenue guarantees in practi ce (and in this
illustration, a toll road project is employed ):

I. A variation where the government grants the private partner the
payment of the amount defined as the difference between the
predetermined level of traffic income and actual traffic income (the
put option of the private partner) i.e., private p ar tigconse is
not capped (there is no cash sweep of any surplus funds by

government) ;

ii. A variation where the government grants the private partner the
payment of the amount defined as the difference between the
predetermined level of traffic income and actual traffic income and
in reverse the private partner grants to pay the government all the
revenues that exceed some predetermined level (the put option of

the private partner and the call option of the public partner ).

> By way of illustration, during the 1995-2004 Financial Crisis that ravaged South America,
Colombia’s minimum revenue guarantees crystallized, and when paid out, turned out to
account for up to 70% of the total investment, and that was for 11 concession projects.
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In this form, the guarantee is capped or limited by the call option of
the government 2 with transfer of revenue surpluses back to a

publically controlled account (such as the Exchequer) ;

ii. A variation where the government grants the p rivate partner the
payment of the amount defined as the difference between the
predetermined level of traffic income and actual traffic income and
in reverse the private partner undertakes, by contractual obligation,
to pay the government all the revenues that exceed some
predetermined level, whereby both partners are entitled only to
some percentage of the determined lack of income or income
surplus (the put option of the private partner with limitation
and the call option of public partner with limitatio n). This acts
as a motivation to the private sector to improve the management of

the infrastructure project.

The choice of which form of minimum revenue guarantee should be applied
depends on project specific nuances and characteristics. In choosing the form of
guarantee, attention should be paid to value for money considerations, and to

affordability considerations.

Partial Risk Guarantee

Partial Risk Guarantees typically cover risks such as government payment
obligations, guarantee on contractual perf ormance of a public counterpart to a
project, availability or convertibility of foreign exchange to facilitate repatriation

of projectincome by the investors, changes in law and associated regulatory risk

(sometimes generally defined, sometimes limited by discrimination
Page | 109



Government Support Measures- Draft Policy Document z Septl17, 2018

qualifications), expropriation and nationalization of project or its assets or any
shares in the project company, war and civil disturbance, and other political force

majeure events

Partial Credit Guarantee

Partial Credit Guarantees are instruments typically used to gain access to longer
tenure financing, and may also be understood as a form of loan guarantee
instrument. The risks typically covered by this type of guarantee include loan
repayment obligations  (principal and interest) for both senior and subordinated

debt.

Foreign Exchange Guarantee

Foreign exchange guarantees are used to regulate the risk tolerance levels of
investors around projects, mainly driven by country risk ratings and economic
stand ing. They are typically addressed to the management of extreme currency
fluctuations beyond thresholds that are usually predefined in contract
agreements. It is also not uncommon to see the use of local currency financing

to manage foreign exchange risks, but where foreign investors are concerned,
the local currency component is typically a small portion of overall project

financing.

Refinancing Guarantees
For long -term investments, such as public private partnerships, which span over
15 years, the investor may be required to re -finance the project mid -stream as

loan tenures expire. At the point of refinancing, the risks are that the investor
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might find refi nancing at more onerous terms than those that preceded the
refinancing point. A refinancing guarantee is thus usually a statement in a project
agreement that the Government will take over, or underwrite or otherwise
support the payment of the debt componen t for the project should the private

party be unable to refinance the project on reasonable refinancing terms.

Sometimes, it may include provisions on how refinancing losses may be shared
between the government and the investor. This may take the form of an
undertaking by government to pay the difference of a refinancing achieved on

more onerous terms than the terms before the refinancing.

In all cases, a refinancing guarantee that obligates a government to repay the
i nvestor s debt f ad fhilorewillrbognamowly erhditionedmodhie
following key considerations
I.  Refinancing efforts failing due to the laws of the project host country;
ii. Refinancing failing due to the economic or political situation in the
country; or
iii.  Refinancing failing due to instability in the global financial markets, with

clear domestic level consequences.
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TEMPLATE?2 -6

ILLUSTRATIVETERMINATION COMPENSATION CLAUSES UNDER A GSM

Termination clauses in a GSM instrument are guided by the type of covered risk
event. Political force majeure events will trigger different compensation regimes
compared to non -political force majeure events. The typical scope of

compensation for either type of risk event is set out below.

A: Compensation for Political Force Majeure Events

The basic rationale for determination of compensation for political or commercial
force majeure events is that Government is perceived to be in control of all
relevant risks, and should be in a positionto prevent their occurrence, and where
it fails, to have the capacity and obligation to mitigate their effect on the project.
In essence, it is based on an ascription of responsibility for their occurrence on
Government. Consequently, it is obliged to make the investor whole from the

financial consequences of such events when they occur.
The compensation amounts therefore typically cover the following 2
()  Outstanding debt at the date of termination;

(i)  Allamounts paid to the Company by way of subscription of
shares in capital of the Company less dividends and other

distributions paid to the shareholders of the Company;

(iii) Equity compensation (but capped to a stated number of

years, based on awell -defined formula);
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(iv) Redundancy payments for employees of the Company that
have been or will be reasonably incurred by th e Company
as a direct result of termination of the contract and any

other related breakage costs,

(v)  Value of construction works done up to such termination
which have not been paid for but as certified by the

Independent Engineer

B: Compensation for Non -Political Force Majeure Events

Unlike political force majeure events, non -political force majeure events are not
interpreted from a fault allocation basis. Rather, they are approached from a
loss-sharing viewpoint, and aims to mitigate the impact of the event, to the
extent the consequences can be mitigated, and in all cases with the view to the

resumption of normal project activities at the earliest possible opportunity.

Where the effects cannot be abated, mitigated or otherwise managed in a
manner that allows project activities to resume, and the project fails and the

contract is terminated, the typical compensation terms cover the following main

items 2
() outstanding senior debt;
(i) drawn -down equity less any distributions already made to investors ;
(iir) break age costs at the main project agreement levels ; and
(iv) no compensation for equity return.
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TEMPLATE?2 -7

GENERAL CROSS -CUTTING CLAUSESUNDER A STANDALONE GSM

A standalone GSM such as GoK Letter of Support will have various provisions
addressing different issues relating to the GSM objectives. In the template below,
the key clauses that would typically appear in any GSM instrument of this nature

are provided.

It is to be noted that each GSM is designed to serve a distinct purpose, and the
template below is more aligned to Letters of Support and other instruments

under which binding GSM undertakings are provided to investors.

REPUBLIC OF KENYA
The National  Treasury

GOVERNMENT OF KENYA [INSERT NAME OF GSM] FOR [INSERT NAME OF]
PROJECT

1. Purpose:
This (" GSM name ") is issued by the Government of the Republic of Kenya (" GOK™") to:
51T Ud200B PT 40+ 1 (i BomgaaydA B @ lj NZBAOB dz20 OUdzi u NI T B ulj # AAgB i lj dz20d
Udzo G NDdz2ti g B NI DAGDOZBUOIj dZBPT 40T GAUBUG DDAz U7 UuB NJ BUNIDA d7
[Insert Financial institution] banks, and other financial institutions and/or other lenders,
from time to time providing financing or refi I #1 DAJ LjB U7 B Ulj dzBFtaheingdzDA g B 0 ) d
Parties AD9 B
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2. Nature of GSM:
Itis understood and agreed thatthis [GSMname] does notconstitute afinancial sovereign
guarantee under of S 58 of the Public Finance Management Act Cap 412C as the same
may be amend ed, modified or replaced from time to time of the payment obligations of
the [Contracting Authority] to the Company . Neither does it constitute a financing

agreement between GoK and the Financing Parties.

3. The Project:
The Company entered into a Proje ¢t Agreement with [Name of GoK Agency] dated [insert
Dz Udz B Plj dz2U0dz LI0dzUB U R0 § &oyB Wa (Bk+H UBBU0)TdBB(Q] ND4j B Ulj dZzB PT a4 O4
[Insert the Scope of work to be undertaken by the developer as per the PA] (a)
0060000600006 ©B blteMds (B)MI(f) incl usive constituting the basic elements of
UljdB58661 T ud200B +BulGaa+U0BDAA DANDUONI T BT LIBUIj dZBOUT NjdzDA 1
of Kenya (" Project "). Save where expressly defined otherwise in this [name of GSM], any

expressions used in this [name of GSM] which are defined terms shall have the same

meaning as ascribed in the PA.

4. Financing Arrangements and other Project Agreements:
The Financing P arties will enter into a [Direct Agreement] relating to the Project with the
[Contracting Authority] and the Company pursuant to which the Financing Parties will be
granted certain cure, step in and transfer rights relating to the Project, the PA, the

Company and its assets.

5. Financial Model:
The Company has submitted an Audited Financial Model as approved by the [name of
GoK Project counterparty] to GOK indicating that the cost of [financing, designing,
procuring, constructing, installing, testing, co mmissioning, operating and maintaining]
Ulj dZzB5 00T NjdzDABauudz0s BGNAAB! d72B566 66666686 zyB Di AA+ UuBS
the Company (" Shareholders 6 DB i NAAB OUT UNDAB 5 6 6 6 okqity A BODIND A BUIj BZBD t
Udza + NJ NJ LjB g & DB Angogng TABIDR) diNJ Led 16Y the Kinddxing Parties.

<
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6. GOK Acknowledgement:
GOK acknowledges and welcomes the investment which is being made by each of the

Shareholders and the Financing Parties for the implementation of [insert project name].

7. GOK Confirmation:
GOK confirms that the investment and financing referred to in paragraphs 4 and 5 of this
[GSM name] are in accordance with GOK's national policy on [insert name of economic
sector under which the project in question falls] and private sector participation in the
[name of sector] of Kenya. Further to which, GOK confirms that in exercising its powers,

it will actin a fair, impartial and non -discriminatory manner and in good faith.

8. [Political Event] or [Commercial Event]

[insert from Schedule 2 Template 2 -2 or 2 -3 as appropriate to the project in question]

9. Effects of [insert name of Covered Risk Class — political or commercial]
[This is the procedure in the event of the covered risk event occurring: insert from

Schedule 2 Template 2 -2 as appropriate]

10. Compensation as a result of Termination Due to [insert name of Risk Class covered]
0 [insert from Schedule 2 Template 2 -?? As appropriate for political or non  -political
force majeure events]
o The Transfer Amount inthis sub-O% U LjU+* Olj B58% Bulj# AAB! d7B * LjU dzdzDB !
the Company within sixty (60) days of service of the Transfer Notice by the
Company. Where the Transfer Amount is not agreed as aforesaid it shall be
determined by an Expert (appointed in accordance with Pa ragraph [..] below) on

the basis of the Audited Financial Model.
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11. Liability Exclusions

A claim under this [GSM name] shall not be valid where:

[insert conditions from Schedule 2 Template 2 -2 as appropriate]

12. Transfer of Project Assets

1 Upon reaching agreement on the Transfer Amount and the payment terms, if the
PA has not already been terminated in accordance with its terms, the PA will
terminate and the Company shall promptly provide GOK or any other transferee,
subject to the agreed pa yment terms, with all necessary documents to effect the
transfer of legal title to the Project Assets.

1 Atthe request of GOK or any other transferee, the Company will additionally give
GOK or such transferee reasonable assistance in ensuring the transfer o rre-
execution on substantially similar terms, of any material contract relating to the

Project (excluding the Financing Documents) to which it is party.

13. Collateral Project Support Services by Government
GoK confirms that risks in relation to support infrastructure will be borne by GoK where

GoK has undertaken to provide such support infrastructure.

14. [Contracting Authority] Successor
1 GOK confirms that in the event it revokes or suspends or amends the contracting
+0017T UNDGAUB &% 1 D# U doB Agledisnl BnO NediB @ Gransi@s that
mandate to another entity, it shall ensure, that such successor or transferee
assumes the rights and obligations of [Contracting Authority] under the PA..
1 Where rights are transferred, vested or created in more than one successor, each
such successor shall be jointly and severally liable for the obligations of

[Contracting Authority] under the [Contracting Authority] Project Contracts.
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15. Binding Undertaking:
This [GSM name] is intended to create legally bind ing undertakings on and to inure for
the benefit of GOK, the Company and the Financing Parties (upon the Financing Parties
executing a Deed of Adherence to this [GSM name] as provided for under Paragraph 17)
and be enforceable between them and their respec tive successors, assigns and

transferees.

16. Waivers of sovereign immunity
Pursuant to the provisions of the Government Proceedings Act, Chapter 40 of the Laws
of Kenya (the " Government Proceedings Act "), the commitment of the Government
expressed unde r this [GSM name] constitutes commercial activities (rather than
governmental or public activities) of GOK and GOK is subject to private commercial law
with respect thereto. Furthermore, to the extent that GOK may in any jurisdiction claim
for itself orit s assets or revenues immunity from suit, execution, attachment (whether in
aid of execution, before judgment or otherwise) or other legal process and to the extent
that in any such jurisdiction there may be attributed to itself or its assets or revenues
such immunity (whether or not claimed) GOK agrees not to claim and irrevocably waives

such immunity to the full extent permitted by the laws of Kenya.

17. Notice to Financing Parties and transfer to substitute party:
Subject to the terms of this [GSM name], any notice given to the Company under this
[GSM name] shall be given contemporaneously to the Financing Parties. To the extent
that, in accordance with the Direct Agreement to be agreed between the Company, the
Shareholders, the Financing Parties and [Contracting Authority], the PA is to be
transferred to a third party (subject to satisfaction of all Legal Requirements), GOK agrees
that it shall within 60 days following receipt by GOK from the Financing Parties of a
transfer notice enter into a replacement [GSM name] on terms substantially similar to the

terms of this [GSM name] with the transferee and its financing parties and shareholders.
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18. Transfer of GSM to Third Parties

This [GSM name] is not transferrable wi thout the express approval of the GoK, and no

liability shall accrue to the GoK where such transfers are effected without GoK approval,

approval not to be unreasonably withheld.

19. Governing Law and Dispute Resolution:

f

= =4 =4 =4

This [GSM name] is governed by and construed in accordance with the laws of
the Republic of Kenya.

Any dispute, arising out of or relating to this [GSM name] shall be settled by
arbitration in accordance with the UNCITRAL Arbitration Rules.

The number of arbitrators shall be [insert number] who shall be appointed in
accordance with UNCITRAL Rules, failure to which parties shall refer the
appointment of the arbitrators to the Chairperson of the Nairobi Centre for
International Arbitration [or to such other appointing authority as the parties and
GoK may agree] ;

The seat of arbitration shall be Nairobi ;

The location of the arbitration shall be Kenya;

The language to be used in the arbitral proceedings shall be English ;

the award rendered shall be in English and shall apportion the costs of the
arbitration;

the award shall be in writing and shall set forth in reasonable detail the facts of

the Dispute and the reasons for the tribunal's decision;

the award in such arbitration shall be final and binding upon the parties to this

[GSM name] and judgment thereon may be entered in any Court having
jurisdiction for its enforcement; and the parties to this [GSM name] renounce any

right of appeal from the decision of the tribunal insofar as such renunciation can

validly be made.
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20. Expert Determination:
S1ljdz20dB 0+ U+ LjU+ Ol B58% BT LIBUI NUBS52y  BI +4ds BOUT UNDdzuiB Ulj #
an Expert or the parties to this [GSM name] otherwise so agree the following provisions

shall apply:

1 the Expert shall be anindependent person with relevant experience andwilling
to act, agreed between the Parties to this [GSM name], or if not agreed within
fourteen (14) days of a request in writing by either Party, appointed by
[Chairman, Nairobi Centre  for International Arbitration];

1 for a period of forty -two (42) days after the appointment of the Expert or,
such other period as the Parties to this [GSM name] may agree, each Party
may make such written submissions as it wishes to the Expert and shall
simultaneously provide a copy to the other Party, and atthe end of such forty -
two (42) day period each Party shall have a period of twenty -one (21) days
to make counter -submissions to the Expert (with a copy to the other Party) in
reply tothe other Party's  written submissions made during the aforementioned
forty -two (42) day period provided that neither Party shall during such twenty -
one (21) day period make any written counter -submission which purports to
reply to, raise or refer to, any new matters not ra ised or referred to in any
submission made during the aforementioned forty -two (42) day period;

1 atthe end of the twenty -one (21) day period referred to in sub - paragraph (b)
above, and no later than a further twenty -one (21) days thereafter, either
Party m ay, with the consent of the Expert and at a time and place decided by
the Expert, make an oral presentation to the Expert in the presence of the
other Party commenting on or explaining matters previously submitted to the
Expert in writing;

1 the Expert shall render his determination in writing within fourteen (14) days
of the completion of the oral presentation given in accordance with sub -
paragraph (c) above or at the end of the twenty -one (21) day period referred
to in sub -paragraph (b) above where no oral presentations are made and give

reasonable details of the reasons for his determination;
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1 the decision of the Expert shall have retrospective effect from the date any
matter was referred to the Expert and shall be final and binding on the Parties
to this [G SM name] save in the event of fraud or manifest error or mistake;

1 the Expert shall act as an expert and not as an arbitrator; and

1 the costs ofthe Expert shall be borne as determined by the Expert or, in default

of such determination, equally by the Parties to this [GSM name].

21. Counterparts:
This [GSM name] may be executed and acknowledged in (XX) counterparts. Each of which

is an original and all of which together evidence the same agreement.

22.Term
The obligations of GOK under this [GSM name ] shall come into effect from the date of
[state effectiveness trigger, and link to any conditions precedent expressly set out in this
2y TsB+1 DBUI|j +AABUdza+ NI BNJ BLY UDAZBGT ONABUIj dZzB56 6 00% BBQ]l 1

unless the PA is terminated byt he parties.

23. Assignment and Deed of Adherence:
The Company may with notice to GOK and for so long as the Debt Amount remains
outstanding, provided such assignment is made after first obtaining GoK approval as set

T 0UBGOT DOZ2UBDA+ G UdB56% BT LIBUIj NIB52y  BI #4&ds

1 assign any of its rights under this [GSM name] to the Financing Parties for
purposes of providing security under the Financing Agreement ; and/or

f #O00T NJUB#T 0GBY LBUIdB2aNJ #1 DANJ LjB 0+# UUNH2u B BT UB UIj dZB 2
security agent) asthe PT a0#1 GAuUB* Ljdd UBDPGIjdz20ljdz2UB! (1 BG+#0GBT LB+
or other legal instrument) to implement its rights under this [GSM name].

1 The Company shall notify GOK of the identities of the Financing Parties as soon as
this is known to the Company. Immediately th ereafter, GOK, the Company and
the Financing Parties shall execute a deed of adherence (in the form set out under

schedule one) to make the Financing Parties a party to this [GSM name].
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24. Risk Management Committee:

For better management of risks covere d under this [GSM name], GoK will establish a Risk
Management Committee comprising of the Company, National Treasury, [name of sector
Ministry], the Office of the Attorney General, [Contracting Authority] and any other
relevant office. The mandate of this committee shall be defined based on the precise risk

allocations on the parties under the Project Agreement and this [GSM name].

25. Legal Opinion:
Concurrent with the delivery of this Letter to the Company, GOK shall deliver to the

Company a legal opini on from the Attorney General as legal counsel to the GOK
confirming, inter alia, the validity of the obligations contained in this [GSM name] (so far
as they relate to GOK) and that the transactions contemplated herein on the part of GOK

are in accordance with all applicable laws of Kenya.

26. Survival:
GOK acknowledges and agrees that termination of the PA shall be without prejudice to
UljdZB PT a0+1T GAUBUNL]jUUB*T DB2uvTAUBT ! ANLi#UNI T uBGT DdzUB U
project agreement is terminated, provid ed that such obligations shall extinguish on the

expiry of sixty dates following the payment of Termination Amount under [GSM name].
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SCHEDULE 3

OUTLINE PROJECT RISK MATRIX FOR GSM APPLICATIONS

The project risk matrix for a GSM application will be prepared by the applying
entity. It will be reflective of the main contracted risk allocation structure in a

project agreement. It will be designed to achieve the following outcomes 2

(a) It will be presen ted in tabular format;

(b) It will identify the key project risks allocated to the private party;

(c) It will identify the key project risks allocated to the public party;

(d) It will provide an estimated financial impact value for the risks in (c);

(e) It will bear notes to the table identifying the main areas, events and

circumstances likely to trigger risk crystallization for risks under (c).

The table may be designed as follows 2

S/No. RISKEVENT GoK INVESTOR FCCL VALUE RISK LEVEL
(USD) (1,2,345) °

1 Risk’ \Y; 500 3

2 Risk Vv 0

6 Risk Level assesses likelihood of occurrence and financial impact if it occurs, 1 being low, 5
being very high likelihood of occurrence.
7 Type of risk, e.g., construction design failure; construction time or cost overruns; operational

failures; and soon, in line with the main project risk matrix under the project agreement.
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Schedule 4

RISK MANAGEMENT COMMITTEES

Risk Management Committees may draw its membership from 2

a) the MDA or county government acting as the contracting authority,

b) the parent ministry where this applies,

c) aregulatory body where the substance of the individual subject matter so
requires,

d) the National Treasury, and

e) the Attorney General

Each Risk Management Committee shall have the liberty to co -opt any other
representative depending on the specific issues at stake with respect to each
case.

A Risk Management Committee will be responsible to the National Treasury for

2

a) ensuring necessary actions are taken by each MDA or county government
intended to secure that any GoK residual obligation touching on a GS M is
properly performed, by the responsible GoK entity, in a timely manner;

b) ensuring necessary actions are taken to conclude any cooperation
agreement or other inter -agency coordination framework where a GSM
relates to risks linked to the relationships bet ween a County and National
Governments;

c) ensuring adequate budgets are allocated for any residual GoK obligation,
and that implementation programmes around such obligations are clarified

and adequately resourced and executed;
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d) establishing early warning mech  anisms and protocolsintended to alert the
National Treasury of likely default scenarios, including delays in the
delivery of any GoK residual obligation under a GSM likely to trigger a GSM
risk crystallization event, and recommending clear remedial measur es that
minimize or altogether rule out the risk triggers;

e) reporting regularly, in accordance with a protocol to be agreed with the
National Treasury on a case by case basis, on the progress of attaining all
conditions precedent t o ad parScMarlg oneiyf ect i v e
matter qualifying under the liability exclusion clauses of a GSM, with the
view to the National Treasury being in an informed position to shield GoK
from undue risk exposure;

f) undertaking all other actions necessary to ensure that a G SM remains a
credit risk enhancement tool, as opposed to a payment guarantee.

To supportthese obligations, all GSM beneficiaries will be required to disclose all
contingent -liability driving GSMs in their reporting obligations, as well as in their
financi al statements, and the public sector counterparty will be required to do
the same in its financial statements. Such disclosures will need to be a full

accounting note, applying relevant IPSAS and PSABs standards and rules.

MDAs and county governments will, in consultation with the PDMO, establish
institutional systems and processes to manage the effective performance of
obligations by parties, with the view to minimizing risk crystallization under a

GSM 2 both prior to its issuance, and throughout the life of a GSM.
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