Funded Risk Sharing Financial Instrument, Call for EoI No JER-003/2

ANNEX 2 to the Call for Expression of Interest No JER-003/2
Funded Risk Sharing Financial Instrument: Description and Selection Criteria
Part I: Description of the Financial Instrument
Capitalised expressions utilised herein shall have the meaning attributed to them in the above mentioned Call for Expression of Interest.

1 Rationale 

The purpose of the Financial Instrument is twofold. It:

1) provides funding to the Financial Intermediary to support new SME lending; and
2) shares the risk of new SME loans, thereby freeing up capital for the Financial Intermediary.
SME loan portfolios to be established on the basis of the Financial Instrument are geared towards eligible SMEs which are sound, well-performing and within the normal credit risk spectrum of SMEs in Latvia (i.e. bankable SME risk). The Financial Instrument will have a special focus on SME lending in the manufacturing industry. 
2 Structure
JEREMIE Holding Fund funds will be provided by EIF (acting in its own name but on behalf of the Republic of Latvia) to selected Financial Intermediaries pursuant to individual facility agreements. Subject to the risk-sharing element set out below, the Financial Intermediary undertakes to repay to EIF the disbursed amount and any interest accrued thereon. 
The Financial Intermediary further undertakes to originate a new SME loan portfolio partly funded from the disbursed funds. The origination, due diligence, documentation and execution of the SME loans will be performed by the Financial Intermediary in accordance with a pre-set origination model agreed with EIF but otherwise applying all normal standard procedures of the Financial Intermediary. 
In this context, the Financial Intermediary shall have the sole direct client credit relationship with each SME. 
Each Financial Intermediary will be responsible (in compliance with its internal operating guidelines) for the handling of payments, the ongoing monitoring, the reporting to EIF as well as the management and realisation of collateral backing the newly originated SME loan portfolio.
EIF’s repayment claim under the facility agreement will be decreased, contingently on losses occurring under the originated SME portfolio (under agreed conditions and at a predetermined ratio), thereby providing a risk-sharing element to the Financial Intermediary. 
3 Indicative Summary of Transaction Terms
	Structure
	Funded risk sharing financial instrument.

	Governing law and language
	The terms of the Funded risk sharing financial instrument are envisaged to be in the English language and to be governed either by the laws of England or the laws of Luxembourg. 

	Form
	Facility agreement for co-funding of a loan portfolio and risk sharing thereof on a loan by loan basis.

	Limitation of liability
	Liability of EIF vis-à-vis each Financial Intermediary will be limited to the amounts disbursed to such Financial Intermediary under the relevant facility agreement.

	Co-financing rate
	In addition to the funding provided through the JEREMIE Holding Fund, the Financial Intermediary shall provide co-financing of at least 50% of the SME loan portfolio.

	Risk sharing rate
	EIF and the Financial Intermediary will share the risk on each loan financed by the Facility on a pari passu basis. Accordingly, EIF will cover up to 50% of the losses on a loan by loan basis.  

	Eligible SMEs
	Micro, small and medium enterprises as defined in the Commission Recommendation 2003/361/EC, with applicable industry restrictions for JEREMIE, which is not “a firm in difficulty” within the meaning of Article 2.1 of the Community guidelines on State aid for rescuing and restructuring firms in difficulty (OJ C 244, 1.10.2004, p. 2.), as amended or substituted by future Community guidelines. 
A number of industries will be supported, except:

a. gambling;

b. production, supply or trade in arms, tobacco, alcohol;

c. human cloning; 

d. undertakings active in the fishery and aquaculture sectors, as covered by Council Regulation (EC) No. 104/2000 (1);

e. undertakings active in the primary production of agricultural products as listed in Annex I to the Treaty establishing the European Community.

There will be a special focus on the manufacturing industry as defined by Section C of NACE Rev.2 (the Statistical Classification of Economic Activities in the European Community). The loans to SMEs in the manufacturing industry shall be at least 70% in terms of volume of the SME loan portfolio. 
SME’s primary place of business is in the Republic of Latvia.

	Eligible forms of SME financing
	1. Investment loans (tangible and intangible assets)
2. Working capital

	SME Loan Maturity
	Minimum 12 months and maximum 60 months including a grace period (for capital repayment), if any. Loans with a fixed repayment profile (both amortising and bullet) are eligible, subject to suitable maturity criteria to be established.

	SME Loan Amount
	The maximum loan amount to an individual SME final beneficiary shall be set ex ante by EIF and in such a manner as to allow the newly formed portfolio to be sufficiently diversified. The maximum obligor concentration will be set at 2% of total loan portfolio.

	Availability period
	Up to 24 months from date of signature of the facility agreement.

	Origination Model
	Newly originated SME loans to be covered by the Financial Instrument are automatically included in the portfolio subject to pre-set loan inclusion criteria defined on a loan-by-loan basis.
As part of its due diligence, EIF will carry out an in-depth review of the SME loan origination and credit risk assessment procedures (including SME credit rating systems) of the Financial Intermediary and define loan inclusion criteria on a loan as well as portfolio basis, thereby allowing the application of a portfolio approach in EIF risk analysis. It is expected that each SME portfolio which is risk-shared will contain at least 100 SME obligor exposures after full ramp-up. The newly originated SME portfolio shall be representative of the SME portfolio generated under the lending policies for comparable (in terms of maturity, collateral, risk, size etc) loans of the Financial Intermediary. 

	Risk sharing arrangements
	Cover of residual losses (following recoveries/realisation of collateral) on a pari passu basis by EIF acting through the JHF and the Financial Intermediary. EIF’s repayment claim under the facility agreement will be reduced accordingly.


	Loss Cover
	EIF’s liability will be limited to its share of the residual losses (on the principal amount only) calculated at the applicable risk sharing rate. 

	Default definition
	Applicable default definition of the Financial Intermediary in the context of Basel II.

	Disbursement under the facility agreement
	Disbursement in one or several tranches based on actual utilisation of the Facility. 

	Repayment under the facility agreement
	Repayments would occur regularly (e.g. quarterly) on a pro rata basis mirroring principal repayments of the underlying SME loans covered by EIF risk sharing component of the facility. 
EIF’s repayment claim will be reduced/written-off in proportion to the losses occurring under the risk-shared portfolio.

	Pricing 
	At market terms both at the level of the Financial Intermediary (facility agreement) and of SMEs (underlying portfolio of new loans) to ensure the Financial Instrument does not entail any element of state aid. 

To the extent funds drawn by the Financial Intermediary are not utilized (i.e. not disbursed for SME loans), the Financial Intermediary pays a commercial deposit interest rate as applied by the Financial Intermediary for an equivalent maturity period on such funds. 

To the extent funds provided are utilised for SME loans, EIF will share pro rata with the Financial Intermediary (i) any interest accrued on the SME loans included in the portfolio; (ii) the principal repayments thereof, as well as (iii) any recovered amount according to the risk sharing rate (equal to the co-financing rate), i.e. repayment of the facility granted by the EIF will reflect repayment of the SME loans included in the portfolio.
The Financial Intermediary shall apply pricing and other lending terms for the new SME loans originated under the Financial Instrument according to its normal lending policies for comparable (in terms of purpose, maturity, collateral, risk, size etc) loans. The lending terms and conditions, especially pricing policy, under this Financial Instrument shall not disadvantage the SMEs as compared to normal lending policies of the Financial Intermediary.

The pricing for the new SME loans originated under the Financial Instrument in euro shall be at least the reference rate set for the Member States of the euro area according to the Communication from the Commission on the revision of the method for setting the reference and discount rates (OJ C 014, 19.01.2008, p. 6 – 9). The application of the reference rate set for the Member States of the euro area shall be based on the condition that the Financial Intermediary primarily raises financing for its operations in euro currency. Otherwise, the reference rate set for Latvia shall be applicable.
Financial Intermediaries might receive a management fee in accordance with applicable rules
 for their origination and servicing of the portfolio. The management fee shall be calculated as a percentage of the pro rata share (i.e. on the co-funding contributed by EIF acting through the JHF) of the average outstanding amount of the SME loan portfolio.

	Reporting
	Financial Intermediaries shall provide the EIF with periodical information in a standardised form and scope, as agreed earlier by EIF.

	Monitoring and Audit
	Financial Intermediaries and the relevant SMEs (final beneficiaries) shall agree to allow and to provide access to documents related to the relevant Financial Instrument for the representatives of the GRL, the European Commission (including the European Anti-Fraud Office (OLAF)), the Court of Auditors of the European Communities, EIF and any other authorised bodies duly empowered by applicable law to carry out audit and/or control activities. To that effect, the Financial Intermediaries shall also include appropriate provisions in each agreement with the SMEs.

	Publicity
	Financial Intermediaries will have to carry out adequate marketing and publicity campaigns as will be specified in the Operational Agreement, focussed in the relevant territory as appropriate, aimed at making the JEREMIE initiative known to the SMEs in Latvia in line with applicable law.


Part II: Selection Criteria for the Funded Risk Sharing Financial Instrument
	1.
	ELIGIBILITY CRITERIA
	System of appraisal

	
	
	Yes/no

	1.1.
	Banking institution authorised to carry out business in the Republic of Latvia under the applicable regulatory framework
	

	1.2.
	Ability to deliver nationwide geographical coverage in the Republic of Latvia
	

	1.3.
	Total new loan volume to SMEs of at least EUR 30 million per annum (at least 20% of that to projects in manufacturing industry as defined by section C of NACE (Statistical Classification of Economic Activities in the European Community) Rev.2.) and at least 100 new SME loans (at least 20% of that to projects in manufacturing industry as defined by section C of NACE Rev.2.) annually over last three calendar years
	

	1.4.
	External rating by Moody’s Investor Service Limited, Standard & Poor’s, a division of The McGraw-Hill Companies, Inc. or Fitch Ratings Ltd. assigned to the Financial Intermediary
	

	1.5.
	The Expression of Interest is prepared in accordance with Annex 1 to the Call for Expression of Interest. All necessary supporting documents are provided.
	

	1.6.
	The Expression of Interest is completed and submitted in English and Latvian
	

	1.7.
	The Expression of Interest is submitted within the Deadline

	

	1.8.
	The Expression of Interest specifies at least the items included in Article 43.2 of EC Regulation 1828/2006

	

	1.9.
	The Expression of Interest addresses all the items of the Financial Instrument, including any special conditions, set out in the relevant parts of the Financial Instrument description (Part I of this Annex)
	

	2.
	QUALITY ASSESMENT CRITERIA
	

	
	
	

	2.1.
	Financial standing

· Capital adequacy

· Provisions

· Liquidity

· Financial ratios
	Assessed during due diligence to check whether Financial Intermediary reaches necessary quality level to be accepted as eligible counterparty 

	2.2.
	Credit assessment and risk management

· Credit policy: internal procedures and guidelines

· Origination

· Risk assessment (rating/scoring)

· Loan approval procedures

· Collateral requirements

· Monitoring

· Recovery procedures

· Risk management
	Assessed during due diligence to check whether Financial Intermediary reaches necessary quality level to be accepted as eligible counterparty 

	2.3.
	Leverage offered by Financial Intermediary (80 multiplied by amount of Financial Intermediary’s own co-financing offered in addition to the JEREMIE Holding Fund funding divided by the highest offer of co-financing in the Call for Expression of Interest No JER-003/2)
	80 points

	2.4.
	Annual management fee (20 multiplied by the lowest offer of management fee in the Call for Expression of Interest No JER-003/2 divided by management fee offered by Financial Intermediary)
	20 points


� Council Regulation (EC) No. 104/2000 of 17 December 1999 on the common organisation of the markets in fishery and aquaculture products (Official Journal of the European Union L17 of 21.01.2000).


� According to the Commission Regulation (EC) No. 1828/2006 of 8 December 2006 setting out rules for the implementation of Council Regulation (EC) No 1083/2006 laying down general provisions on the European Regional Development Fund, the European Social Fund and the Cohesion Fund and of Regulation (EC) No 1080/2006 of the European Parliament and of the Council on the European Regional Development Fund (Official Journal of the European Union L371 of 27.12.2006).


� As described in the supporting documents to be submitted in accordance with Appendix 2 to Annex 1 of the Call for Expression of Interest JER-003/2
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