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EXECUTIVE SUMMARY 

Introduction 

Cambridge Economic Policy Associates (CEPA) was appointed by Ocorion Limited and LHGP Asset 

Management 18 Ltd. to identify approaches to promote opportunities for local currency (LCY) 

denominated bond financings of infrastructure projects in Africa.  

The following project scope was agreed upon:  

• Establish the rationale for LCY financing of infrastructure projects and the associated benefits for 

different stakeholders.   

• Identify sources of LCY financing (including for construction) and incentives/limitations of these 

investors.  

• Propose approaches to the formulation of a tariff that is denominated either partially or fully in LCY 

and a cost-reflective manner.  

• Develop a stylised financial model to evaluate a (full/part) LCY refinance economics.  

• Identify the most favorable contexts for a partial or full LCY refinancing (i.e. operational projects).  

• Identify the type of projects likely to lend themselves more to LCY or partial LCY at the outset and 

under what conditions (i.e. greenfield). 

• Propose how domestic investment (and LCY) options could be incorporated into future projects. 

The rationale for local currency financing 

Mitigating FX risk 

As summarised in Figure 1, foreign exchange (FX) risk is created when there is a currency mismatch between 

the revenues received by utilities from customers in LCY and payment obligations to generators supplying 

power, which is priced in FX (necessary for the latter to raise FX denominated financing, both equity and 

debt). This risk crystallises when there is a depreciation of the LCY against the currency in which the tariff is 

denominated, resulting in the utility facing higher costs.  

Figure.1: Illustration of the currency mismatch when you have FX denominated tariffs 

 

Typically, this risk is borne by final consumers, with any cost increases passed through to them. Bringing in 

LCY financing would enable tariffs to be priced, at least partially, in LCY, providing a degree of a hedge against 

nominal and real exchange rate movements, which can be extremely volatile as illustrated in Figure 2.  

 

 



           

Figure 2: Percentage daily deviations in the nominal US$ exchange rate from annual average rates in select 

African currencies and the Euro, 4/01/2010 to 4/01/2021 

 

Source: CEPA analysis of Bloomberg data 

LCY denominated tariffs can mitigate the impact of exchange rate movements, including volatile and/or 

increasing bills, as well as payment risk to projects, albeit at a cost where LCY has higher interest rates than 

FX.  

Reducing FX resource pressure 

FX denominated Power Purchase Agreements (PPAs) can in theory be paid either in FX or in LCY at the 

prevailing market exchange rate, depending on the design of the PPA. If the former, the utility will need to 

access the host country’s FX reserves to pay the sponsor where its revenues are in LCY .1 These reserves may 

be limited and have an opportunity cost in terms of potential other uses.  

Creating opportunities for local institutional investors 

As economies in Africa develop there are growing local pension and insurance funds that are looking for 

long-dated debt assets, denominated in LCY, which match with their similarly dated liabilities and which offer 

a premium to competing government securities.  

How can local currency financing be increased? 

Local institutional investors tend to be cautious about investing in greenfield projects and may not fully 

understand the risks, particularly those relating to construction. Whilst the challenges should not be 

underestimated, there are ways in which bond issues can tap into local institutional investment. 

Refinancing existing projects 

In theory, there are many more existing projects that could be refinanced with LCY than new projects seeking 

finance. It will typically be easier to arrange LCY finance from the outset; however, there is no apparent legal 

 
1 This also defines who bears the convertibility risk. If this risk sits with the sponsor, it can increase payment risk to projects. 
Alternatively, a sponsor who takes on convertibility risk may require some form of convertibility insurance which will increase 
the overall tariff.  



    
    

impediment to refinancing FX projects with LCY, although it requires the agreement of the different parties. 

This will only happen where each of these parties can identify clear benefits in pursuing a LCY refinancing.  

For there to be an uptake in LCY refinancings from FX, it is therefore important to identify both the 

benefits of an LCY refinancing to each party and the contexts in which conditions are best suited to it.  

Developing local financing ecosystems to support Greenfield projects 

When considering how to bridge the gap between institutional investment and greenfield infrastructure, it is 

useful to look at the evolution of financing ecosystems in many developed economies, particularly those with 

highly developed capital markets and strong institutional investor bases. 

Increasingly, several advanced economies have developed strong financing ecosystems, in which capital 

is provided across the project cycle by those best placed to do so.  

• Regulatory tightening 2  has limited banks’ ability to solely meet the sizable financing needs of 

infrastructure projects. As a result, many banks are increasingly focused on the construction phase, 

where their ability to understand the risks associated with this most challenging phase of project 

implementation is best suited. Taking an active role and exercising their project financing expertise, 

banks can invest on a limited recourse basis.  

• Post-commercial operation date (COD), banks are then able to exit through refinancings to long-

term institutional investors, such as pension and insurance funds, avoiding any penalties from long-

term lending and recycling capital back into higher-yielding activities.  

This arrangement, where banks and institutional investors meet financing requirements at different points in 

the project cycle, is highly optimal from an efficient financing perspective.  

In emerging economies where credit markets cannot provide term fixed-rate debt, it is at least arguable that 

traditional end-to-end bank finance approaches are largely irrelevant and lessons can be taken from the 

approaches used in certain advanced economies. Local banks represent one option for shorter-term LCY 

construction finance, whilst institutional investors can be targeted for longer-term finance, post-COD.  

Different approaches for existing FX projects versus Greenfield  

Existing FX projects 

Effecting a LCY refinancing of an existing project is likely to present a variety of challenges. One of the first 

ports of call will be convincing both the sponsor and the off-taker that an LCY refinancing might be a 

worthwhile endeavor, given the costs and complexity involved, including significant transaction costs. 

Depending on the remit of the sponsor, refinancing in LCY must end up being neutral, at worst, for equity 

(though arguably some reduced payment risk-benefit may be priced into consideration of neutrality).  

The high interest rate differentials between LCY and FX debt seen in many Sub-Saharan African (SSA) 

countries will limit the benefits typically seen in refinancing. There will be no gain-share opportunity and 

limited, if any, benefits from tenor extension, as the heightened interest payments will limit any equity returns 

brought forward through lower principal repayments.  

Thus, in these more challenging contexts (e.g. Uganda), other tools would likely be required to protect the 

equity return. This might take the form of a PPA extension, which would provide the sponsor with more time 

to recoup its returns, and/or allowing the sponsor to gear up with a partial or full pass-through of the 

additional interest costs.  

 
2 For example, capital adequacy rules under Basel III have increased capital charges against infrastructure loans, while the Basel 
III liquidity framework may incentivise banks to hold shorter-term assets to better match asset and liability maturities. Banks will 
also be subject to sector/country exposure limits. 



           

Conversely, in more favorable contexts (e.g. Botswana) where the interest rate differential is lower, the 

benefits of an LCY refinance appear clear and substantial and can be distributed in such a way that both the 

sponsor and the offtaker are better off. However, the willingness of project stakeholders to engage in an LCY 

refinance will ultimately depend on the currency depreciation risk-allocation, driven through tariff design.  

Figure 3 sets out a framework for assessing the relative costs and benefits of LCY refinancing. 

Figure 3: LCY refinancing assessment framework 

 

Source: CEPA analysis 

Greenfield projects 

Relative to existing projects, greenfield opportunities naturally allow for more levers that can be used to 

encourage LCY investment as they are not bound by existing agreements or expectations. The challenge 

remains as to how to bring in local institutional investment post-COD. Several pathways could be explored 

to achieve this: 

• Initiate the project with full equity financing (FX or LCY), and gear up with LCY debt post-COD;  

• Local commercial banks could provide LCY-denominated construction loans with a take-out 

agreement (although few banks in SSA are likely to take construction risk without a guarantee, which 

would likely increase the cost of debt);  

• International project finance banks or DFIs provide either: 

o FX-denominated construction loans with an aggressive mini-perm structure to encourage 

post-COD refinancing (potentially reinforced by a tariff with an increasing portion of it 

denominated in LCY); or 

o Construction finance with, for example, TCX providing a currency swap, to exit to local 

institutional investors post-COD at a fixed date (although this could create a cliff edge 

refinancing risk).  

• Specialist facilities could be created or existing facilities re-engineered to provide construction 

finance, whether through debt and/or equity, or indeed a form of credit guarantee to local commercial 

banks providing construction finance. 

Depending upon the specific circumstances, one or more of the above approaches could prove to be the 

most optimal. 



    
    

In the case of Greenfield projects, tariff design will drive the choice of currency financing as it determines the 

respective shares of LCY and FX in the revenue stream (unlike in the case of refinancing where it needs to 

accommodate financing choices). For example, a full LCY tariff from the outset will favor both local debt and 

equity, whereas a hybrid tariff could be used to “protect” equity-seeking an FX return and incentivise a split 

between FX and LCY financing.  

The tariff could also adjust following COD to create a window of opportunity in which to refinance in LCY. For 

example, it may switch from being FX-denominated to a hybrid, or from a hybrid to fully LCY-denominated, 

depending on the context and objectives. How design can be optimised will be very context-specific and will, 

amongst other things, need to take into account available sources of debt and equity financing. 

Providers of construction finance will require a degree of certainty that LCY finance will be available as take-

out financing. This will likely be more acute for debt than equity construction finance. Depending on the 

context, such providers may require take-out assurances and/or risk-sharing arrangements if a successful 

take-out were not to crystallise. This may even necessitate the offtaker sharing in at least some of the risk.  

Designing arrangements that enable an appropriate degree of risk-sharing between the project and 

consumer is likely to be both complex and project-specific and will require further consideration going 

forward. 

Key Takeaways from the Modelling  

The main objective of the modeling analysis was to explore whether the right incentives for both offtakers 

and project sponsors could be created to facilitate LCY refinancings of existing PPAs, through changes to the 

denomination of the tariff (off-takers) and the protection of equity returns (project sponsors).  

The optimal choice of currency in which to finance from the perspective of investors and offtakers will only 

be known ex-post, depending upon the extent to which the real exchange rate appreciates or depreciates.  

The decision of which currency in which to raise finance necessarily has to be taken based on expected 

movements, often based on currency forwards or on historical movements of the nominal elements that 

comprise it, such as nominal exchange rate movements and inflation differentials.3   

The analysis provided in the full report involves simulating refinancings within the different scenarios that real 

exchange rate extrapolations give rise to. For instance, all else equal, an anticipated significant real 

depreciation would suggest that LCY financing should be actively considered. 

The key practical consideration in seeking to refinance in LCY is the real interest rate differential. The greater 

the differential, the greater the expense of refinancing in LCY. This higher upfront interest cost has to be 

covered by either increasing the tariff and/or reducing the dividend yield of the project (the equity return).  

The strongest case for refinancing in LCY is therefore where a longer-term real exchange rate 

depreciation is anticipated alongside a relatively limited real interest rate differential.  

The analysis tested refinancing across a variety of stylized contexts based on the extrapolation of historical 

trends under different scenarios. As there are many factors at work, it is challenging to pinpoint the real 

interest rate differential that causes the LCY interest costs of refinancing to become more acceptable. 

However, the analysis conducted was suggestive of increasing feasibility once the real interest rate differential 

falls below ~7%. However, this should be seen as something of a hypothesis that needs to be tested more 

widely, as it may be dependent on the scale and financing structure of the stylized financing considered.  

There is also a question of whether a LCY refinancing (or financing) should be partial or full. 

 
3 In addition, it is more usual for investment decisions to be made in nominal rather than real terms. 



           

• This would be reflected in how the tariff is denominated (FX or LCY). The denomination should ideally 

be sufficiently dynamic to reflect the currency of net cash flow outgoings. The analysis explored this, 

for instance through protecting an FX-based equity return alongside LCY debt.45  

• It would also impact the risk profile faced by the (offshore) sponsor. Were the tariff is LCY-

denominated, this exposes the equity to depreciation as dividends are paid in LCY. The extent of this 

impact depends on relative currency movements and the extent to which costs such as operations 

and maintenance are indexed in the PPA. This risk could be partially mitigated by:   

(i) re-gearing by taking on new LCY debt in the future (or bullet repayments) – if lower interest rates 

than those at refinancing were subsequently to be become available; and/or  

(ii) selling down equity incrementally to local shareholders, including state pension funds. 

However, it is clear that a de facto LCY “refinancing” of equity through a fully LCY denominated tariff, would 

most likely be relatively unattractive to an off-shore sponsor unless it expected significant real currency 

appreciation or an ability to sell to local investors as an exit strategy. In the absence of this, an LCY refinancing 

limited to the debt will likely be more palatable, as the portion of the tariff reflecting the equity return 

continues to be set in FX. 

Apart from in the event of a real currency appreciation, the benefits to offtakers are much clearer than to 

sponsors, in both full and partial refinancings and associated tariff redenomination. Although we did not try 

to enumerate, the benefits of reduced nominal currency volatility would also be helpful to a utility and its 

financial management. 

Where outcomes look to be something of a zero-sum game between sponsor and offtaker, other approaches 

need to be considered. One option to explore would be to extend the life of the PPA as a quid-pro-quo.  

Avenues to Explore in Future 

Though the relative cost of LCY debt creates a challenge in SSA markets, the hedging benefits associated with 

LCY investment, and therefore tariffs, can help to offset this, depending on currency performance. We have 

set out a framework that enables a comparison of certain costs and benefits. Through this framework, we 

show that LCY finance is a clear choice in contexts with low-interest rate differentials and significant risk of 

real currency depreciation (e.g. Botswana), but maybe more challenging elsewhere in SSA (e.g. Uganda), as 

summarised in Figure 4. 

   Figure 4: Country assessment framework 

 

 
4 Although not explored, there is also the option to have multiple currency financing also accommodated by the tariff. 
5 The local currency component of the tariff will also provide for variable costs that are subject to local inflation. 



    
    

Source: CEPA analysis 

Importantly, however, the benefits associated with LCY financing extend beyond depreciation-related 

hedging. Even in Kenya, we see that stability plays an important role in policy decisions regarding LCY PPAs. 

More widely, enabling the entry of LCY capital in infrastructure projects in emerging markets creates 

opportunities for local institutional investment, deepens financial systems, and reduces reliance on 

external FX debt capital.  

Whilst it is possible to reflect current and historical data, forecasting the performance of a currency and/ or 

local interest rates remains challenging, particularly in emerging economies. Ultimately, as set out, the net 

impact of depreciation-hedging benefits and interest rate differential costs will depend both on the ongoing 

performance of the currency and the tariff design. So, whilst our results contribute to the evidence base in 

support of LCY financing and inform potential approaches, they could be bolstered and refined through 

greater exploration of elements both within and beyond this framework. This might include: 

• A country scoping exercise, where interest rates and forward-looking real exchange rates are 

mapped against one another to identify countries of highest potential. A more in-depth assessment 

of currency performance could then be undertaken, as well as an assessment of wider, yet equally 

important considerations such as capital market depth and restrictions.  

• An in-depth tariff design assessment, considering how tariffs might best be used to effect LCY 

financing at various stages of the project cycle, assessing currency performance risk-allocation 

mechanisms, and determining which tariff design elements will necessarily be context and/or project-

specific.  

• Developing approaches to take-out financing, creating the degree of predictability required to 

generate confidence amongst different stakeholder groups. In the event of a performing project, this 

should be as automatic as possible; however, there will still be potential risks around pricing that could 

complicate the provision of take-out financing. Approaches to sharing these potential risks between 

the transaction parties will need to be found so that they can be addressed equitably. One approach, 

for example, could be a risk-sharing structure that involves pain-gain clauses, supported by tariff 

currency adjustments. These approaches require greater consideration as they are complex and are 

likely to be highly context-dependent.  

To develop approaches that effect LCY finance, creativity and a shift in approach will likely be required. In 

particular, the creation of opportunities for local institutional investors to enter by filling the construction 

finance gap. We have put forward a select few suggestions herein, but there are a wide variety of ways that 

this can be approached.  

These innovative approaches require greater exploration and may come with a greater degree of risk. There 

is nonetheless clear potential for forward-looking approaches to achieve meaningful development through 

the inclusion of capital from local financial markets.  

 

 

 

 

 

 

 

  



           

 

 

This document was prepared by CEPA LLP (trading as CEPA) for the exclusive use of the recipient(s) named 

herein. 

The information contained in this document has been compiled by CEPA and may include material from other 

sources, which is believed to be reliable but has not been verified or audited. Public information, industry, 

and statistical data are from sources we deem to be reliable; however, no reliance may be placed for any 

purposes whatsoever on the contents of this document or its completeness. No representation or warranty, 

express or implied, is given and no responsibility or liability is or will be accepted by or on behalf of CEPA or 

by any of its directors, members, employees, agents, or any other person as to the accuracy, completeness, 

or correctness of the information contained in this document and any such liability is expressly disclaimed.  

The findings enclosed in this document may contain predictions based on current data and historical trends. 

Any such predictions are subject to inherent risks and uncertainties.  

The opinions expressed in this document are valid only for the purpose stated herein and as of the date 

stated. No obligation is assumed to revise this document to reflect changes, events, or conditions, which 

occur after the date hereof.  

CEPA does not accept or assume any responsibility in respect of the document to any readers of it (third 

parties), other than the recipient(s) named therein. To the fullest extent permitted by law, CEPA will accept no 

liability in respect of the document to any third parties. Should any third parties choose to rely on the 

document, then they do so at their own risk. 

The content contained within this document is the copyright of the recipient(s) named herein, or CEPA has 

licensed its copyright to the recipient(s) named herein. The recipient(s) or any third parties may not reproduce 

or pass on this document, directly or indirectly, to any other person in whole or in part, for any other purpose 

than stated herein, without our prior approval. 
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