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FOREWORD

Goods and services can be delivered by governments in a number of different ways. Governments that
previously both produced and provided services now tend to rely imgBasn the market for either
inputs to government production and provision or for direct provision of goods and services. This move
has been made both for ideological reasons and in the pursuit of value for ey to improve the
use of resourcedPublicprivate partnerships (PPPs) are part of this trend. With PPPs, the government
enters into a longerm contract with a private partner to deliver a good or service, and the private partner is
responsible for building, operating and maintaining @sfeat are necessary for delivering a good or
service to either the government or to individuals.

This book discusses important issues for countries that use PPPs or are considering their use. It also
discusses the extent to which countries are now ymibfic-private partnershipin service delivery. Issues
include affordability and value for money, how PPPs are accounted for and treated in national budgets, and
the institutional framework for a PPP process. The book also highlights ten good practimesyising
what countries should consider before entering into-tenm contracts such @siblic-private partnership

The book is the result of a project led by the Budgeting and Public Expenditures Division (BUD) of
the OECD Public Governance and Temidal Development Directorate (GOV), under the auspices of the
OECD Working Party of Senior Budget Officials. Additional input was received from the Regulatory
Policy Division (GOV/REG). The project was -codinated by Daniel Bergvall, Project Manager
(GOV/BUD). In GOV/BUD, the principal authors were Pppe Burger, Professor and Chair of the
Department of Economics, the University of the Free State, South Africa, and Daniel Bergvall. In
GOV/REG, the principal author was Stéphane Jacobzone, Principal istiatior, with support from
David An, consultant. Philipe Burger edited the final report.

The book has benefited from meetings and seminars organised by the OECD-opéarat®mn with
member countries as well as aoember countries, particularly in tlw®ntext of the Middle East and
North Africa initiative (MENA). It also includes results from a questionnaire that was sent toedelect
countries. The authors are grateful for the participation and discussion at meetings and for the responses to
the questinnaire. Any misinterpretations from these sources of information are the responsibility of the
authors.

The OECD Working Party of Senior Budget Officials aims to improve the effectiveness and
efficiency of resource allocation and management in the psblitor. Every year the Working Party
organises a number of meetings on topics of interest to budget officials. Soorgaised on a regular
basisi for example, the meetings of the network on financial management (accrual accounting) and the
network onperformance and results. In addition to those meetings; twpies are discussed on athoc
basis, as requested by the Working Party. Such is the case for this project opndikcpartnerships.

The OECD Working Party on Regulatory Management Ratbrm brings together the officials of
member countries responsible for policies to manage and improve the processes in government by which
regulations are designed, evaluated and improved. In this context, defining an appropriate boundary
between the sta and the private sector through suitable regulatory frameworks is a core issue. Issues
addressed by the Working Party include regulatory impact analysis, consideration of alternatives to
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regulation, the integration of risk in regulation, and enforceraadtcompliance. These policy tools and
issues are relevant foublic-private partnershipsThe Working Party is also increasingly engaged with
non-member countries where significant policy demand exists for adequate regulatory frameworks for
public-private partnerships, particularly as part of the MENA initiative. The Working Party is a constituent
member of the OECD Group on Regulatory Pol{@RP) which brings public governance, trade and
competition communities together on an annual basis. The GRPpensiidle for the 2005 OECD
fiGuiding Principles for Regulatory Quality and Performa@neadorsed by the OECD Council.
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EXECUTIVE SUMMARY

Although private firms have been involved in puldarvice delivery for a long time, the introduction
of public-private partnerships (PPPs) in the early 1990s established a mode of public service delivery that
redefined the roles of the public and private sectors. Throughout the 1990s and early 2088sngigr
more countrie§ both within and outside the OECD aiieatarted using this mode of delivery. The early
trend setters include Australia and the United Kingdom, but by 2004 the list also included countries such as
France, Germany, Ireland, Italyapan, Korea, Portugal, Spain, Turkey, Argentina, Brazil, South Africa
and several others. Governments introduced PPPs for various reasons: to improve the value for money in
public service delivery projects, or because PPPs had the potential of bringiag finance to public
service delivery. Because many governments experienced the pressure of fiscal deficits and increasing
public debt burdens by the mid 1990s, the perceived promise of private finance was alluring, especially for
large infrastructure pjects. During the last decade in particular, governments increasingly recognised that
PPPs are an instrument to improvalue for moneyalthough they do not necessarily constitute an
additional source of previously untapped finance. Having said thig ihetill a lack of clarity about the
definition of public-private partnershigpas well as the relationships between affordability, budgetary limits
and access to private finarce.

The introduction of PPPs also raised a series of political, economieemudal questions. The first
issue is whether there should be public or private provision of servicear#tedditionally provided by
the public sector. The answers to this question involve economic and political choices that depend on the
relative effciency of public services in a given country, on the potential availability of capital, and on the
social consensus about acceptable ways of delivering certain services. The public and social acceptability
of such partnerships is often a key factor. Tlvenemic questions concern issues such as contract
management and risk sharing, which are done to maxiwake for money A number of tests are
involved, relating to affordability, risk sharing and competition as well as providing a benchmark with a
public sector comparator. In these decision processes and tests, budget decisions are a key factor, as some
public authorities may see PPPs as a way to shift part of their debt off their books, particularly when they
are faced with fixed ratios of accepha pwlic sector indebtedness.

At a more general level, engaging in a PPP process will require governments to define clear legal and
policy frameworks and to ensure that the appropriate capacity exists thigdgovernment to initiate and
manage PPPs. Ensuriag enabling environment for PPPs also has implications from the perspective of
public governance, as the public sector needs to establish itself as a credible partner with appropriate
regulatory and oversight mechanisms. Thisndition is particularly imprtant, as public-private
partnership are often managed by decentralised authorities or local governments who musttldeal wi
major private sector actors.

Through a joint regulatory and budgetary perspective, dbak undertakes a systematic analytical
discussion of the issues mentioned above. The aim is to provide governments with a toolkit of issues to be
explored and resolved from a public governance perspective before engaging in a PPP projpecik The

! Private sector participation in infrastructwasdiscused for several core sectdrincluding electricity, water and
transporfi as part of the OECDnternational kturesProgramme(OECD, 200& and2007). In 2007, the OECD
publishedthe OECD Principles for Private Sector Participation in Infrastruct@ECD, 2007b)
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also defines possible good practices for theipudgctor to maximise the potential for PPP projects and to
ensure that they are used approplyaie maximum general interest.

The systematic analytical discussion begins with a clearer definition of PPPsbl&-private
partnerships defined as an agement betweethe government and one or more private partners (which
may include the operators and the financers) according to which the private partners deliver the service in
such a manner that the service delivery objectives of the government aeslaliigh the profit objectives
of the private partners and where the effectiveness of the alignment depends on a sufficient transfer of risk
to the private partners. In making thisarer definition of publigrivate partnerships, the boalso briefly
considers the distinction betwe PPPs and concessions: itrecognised that there are significant
similarities between PPPs and concessions (and, indeed, such similarities also mean that some of the
lessons learned with regard to concessions can be appiePs, andiceversg. Nevertheless, thieook
distinguishes betweepublic-private partnershipand concessions on the basis of the amount of risk
carried by the private provider, as well as the main source of income of the private progidese(
charges and fees paid the government).

Given the key role that affordability anhlue for moneyplay in the success giublic-private
partnership, the book discusses related issues in some detail. With regard to value for money, the
discussion focusesn risk transfer and competition. Theok argues that sufficient transfer of risk to the
private partner is necessary to enxffeiency andvalue for money. For the transfer of risk to be the most
effective, risk must also be transferred to the phest able to carry it. By defining risk as the probapilit
that the actual outcome.d. sales, costs and profits) will deviate from the expected outcome, and by
distinguishing between endogenous and exogenous’rtblkshook argues that efficiency depenan a
sufficient transfer of endogenous risk to the private partner.bbb& also refines the principle that risk
should be transferred to the party bestabletc ar ry i t , eyt abteltoacariydtnyeanathe t h at
party who can carry the risk least cost, be it the gesnment or the private partner.

Thebookalso emphasises the importance of sufficient competition to ensure the effective transfer of
risk. More specifically, a distinction is made between competition in the bidding processrapdtition
in the provision of the service once the PPP contract has been concluded. Competition in the bidding
process improves the bargaining position of the government and prevents opportunistic (monopolistic)
behaviour on the part of the private bidgleThus, competition in the bidding process helps a government
to attain bettevalue for money Once the contract is concluded, competition ensures that the private
partner delivers the agreelue for moneybecause competition prevents moral hazard lanids the
capacity of the private partner to force the government to renegotiate the terms of the contract. In the
absence of competition, the government may, in effect, continue to carry the risk, even when risk has been
transferredhccording to the PP&ontract.

Following the discussion on the roles of risk transfer and competition to erauesfor moneythe
book examines the performance measurement of PPPs, with examples from several countries that use
public-private partnershipgn addition, thaeport discusses the need for an institutional capacity to create,
manage and evaluate PPPs. Dedicated units may help to ensybtitgprivate partnershigparehandled
properly and that there is appropriate knowledge available, and also regulatatimof PPPs to ensure
that they fulfil their requirements. These units need to be staffed with experts who are able to negotiate
with peer public agencies and regional agencies as well as the private sectovoRliiscusses thgpe
of expertise regired for PPPs, as well as tregjuired governance framework.

2 Unlike exogenous risk,nelogenous risk represents ttese wheréhe private partner can do something to ensure
that the actual outcome approximates the expected outcome
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Thebookalso discusses the policy framework paiblic-private partnershg Political commitment at
a high level is crucial for assuring private actors that commitment remains over the toagduhat
political risks will be minimised. The political commitment may also help convince the public about the
value of PPPs as a mode of service delivery. Bbek also highlights the importance of adequate
regulations concerning corruption and eth@axanduct as part of the PPP policgrhework.

Finally, thebookdiscusses regulatory questions such as transparency, the need for a legal framework,
and compliance and enforcement issues. Access to information at all stages of PPP development will help
increase transparency and efficiency in the process and may reduce opportunities for corruption. The
regulatory framework needs to ensure that the PPP contract will align the objectives of the government and
those of the private sector. Compliance and erfosnt require that public institutions be able to monitor
the conditions undewhich the service is delivered.

The book identifies possible good practices for the public sector to maximise the potential for PPP
projects and to ensure that they are usedogpjately to maximum general interest. These practices
involve: affordability; value for money;fiscal rules and expenditure limits; riskashng; the need for
competition and transparency regulatory issuesadequate institutionakapacity; the public stor
comparator; anthe importance of political support.

1C
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CHAPTER 1
DEFINING THE NATURE AND PURPOSE OFPUBLIC -PRIVATE PARTNERSHIPS

Goods and services can be delivered in a number of ways that may itlehgerernment and the
private sector to varying deses. As Musgrave (1959:44) already noted almost half a century ago, public
service provision does not imply that government is necessarily also the producer of the services.
Therefore, public service provision includes more than the rather limited ¢ese tive government is
responsible for the design, construction, financing and operation of capital assets and the services that these
assets generate. In fact, most government services are provided with assets that geamocoeatrom
the private sdor or through contracts where private companies build the assets, wst@digingto
government specifications. Theseassetsmay include buildings, computers, dams, roads, hospital
equipmentor military equipment. Governmenitmay alsocontract private ampanies to @ply certain
services such as maintenance or advisory services. However, none afrthegementmay qualify asa
public-private partnership. Thayayall still be categorised as traditional public procurement. So isltzat
PPP and how ds it engage the private sector differenthan traditional procurement? The answers to
these questions help to define PPPssamethingdistinct from both traditional procurement and
privatisation.

There is currently no clear definition of what constisuggublic-private partnershipthe literature
offers several possibilitieésee BoxlL.1). For example, according to the International Monetary Fund ,(IMF
2006:1 and 20044 PPPs fnérefer to arrangements wheretsthe p
and services that traditionall vy ,dcendieg tidtleearopgan ov i d
Investment Bank (EIB2004:2) P P P s  adlatonshigs formed between the private sector and public
bodies often with the aim of introducing privaector resources and/or experiis@rder to help provide
and deliver public sector assets and senvces.

The lack of definitional clarity may result from the fact that PPPs, according to Grimsey and Lewis
(2005: 346) , Aéef il aprosyved goeernment projeatsrand tfull @iehit ti iomma I( lay ¢
see Malong2005:420). This is a broad space to fill. In additioablic-private partnershiprepresent cases
where the private sector provides services tiate traditionally been povided by he public sector
(Grimsey and Lewis2005:346). PPPs are not the only type of relationship to fill this spdeespace
between traditional procurement and fedlale privatisation maincludei in addition to PPP contracts
shortterm management and sotircing contracts, concession contracts and joint ventures between the
public and private sectors. Furthermore, the degree of ownership of assets and capital expenditure by the
private partners may vary, with very limitemt no capital expenditure in thease of a management
contract, wiereasthe private sector is responsible for the design, buijdipgrationand financing of a
capital asset in a fullcale concession or PPP contract (MaJ&@05:420). To deliver the servicthe
private partner receiggpayment from either the governméait regular intervajsor user charge®r both.

11
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Box 1.1. Definitions of public-private partnerships

In this book, the OECD defines a public-private partnership as an agreement between the government and
one or more private partners (which may include the operators and the financers) according to which the private
partners deliver the service in such a manner that the service delivery objectives of the government are aligned
with the profit objectives of the private partners and where the effectiveness of the alignment depends on a
sufficient transfer of risk to the private partners.

According to the International Monetary Fund (IMF, 2006:1 and 2004:4), public-private partnerships (PPPs)
refer to arrangements where the private sector supplies infrastructure assets and services that traditionally have
been provided by the government. In addition to private execution and financing of public investment, PPPs have
two other important characteristics: there is an emphasis on service provision, as well as investment, by the
private sector; and significant risk is transferred from the government to the private sector. PPPs are involved in a
wide range of social and economic infrastructure projects, but they are mainly used to build and operate hospitals,
schools, prisons, roads, bridges and tunnels, light rail networks, air traffic control systems, and water and
sanitation plants.

For the European Commission (EC, 2004), the term fpublic-pr i v at e p B not defsedatiConpriunity
level. In general, the term refers to forms of co-operation between public authorities and the world of business
which aim to ensure the funding, construction, renovation, management and maintenance of an infrastructure of
the provision of a service.

Standard and Poor 6s def i ni ti on o-fto lang-t&R Rlationship detweenrthe gdublic end
private sectors, involving the sharing of risks and rewards of multi-sector skills, expertise and finance to deliver
desired policy outcomes (Standardand Poor 6s, 2005) .

For the European Investment Bank (EIB, 2004:2), fi pblic-private partnershipo is a generic term for the
relationships formed between the private sector and public bodies often with the aim of introducing private sector
resources and/or expertise in order to help provide and deliver public sector assets and services. The term PPP is
thus used to describe a wide variety of working arrangements from loose, informal and strategic partnerships, to
design-build-finance-and-operate (DBFO) type service contracts and formal joint venture companies.

Therefore, given thgbublic-private partnershigp occupya middle ground between traditional public
procurement and privatisation, it is necessary to distinguish them clearly from hbstalstbnecesary to
distinguish PPPs from concessions (though the two are closely related). To define PPPs and to distinguish
them from all other forms of public and private sector interaction, it is necessary to first understand the
main reason for implementing publprivate partnerships.

According to the European Investment Bank (E2B04:4) and Grimsey and Lewis (2005:346gre
areseveral reasons to undertake PPPs, some more legitimate thati Gttensain reason is to improve
service deliveryi that is, to ceate better value for money compared to the case vehgowernment
delivers the servicei.€.the case of traditional public procurement). Thus, even if delivery through
traditional procurement is effectived. the government dévers the quantity it itended, the servicanay

® For instance, the IMF (2004:36) and Quiggin (2005:446) note ihathe 1980sthe primary motivation for
obtaining private financing for public investment projectaswhat it allowed public sector enterprises and local
governments to escape spending controls. Other reasons for government involvement include R0@5ot?):
limited resourcesthe need for newnfrastructureand the replacement of ¢lfiscal rules that require the reduction of
debt a public that does not accept privatisatianshift towards a philosophy of service delivery instead of asset
acquisition and progressvith PPPsn other parts of the world. Ball and King (2006:37) note,talthough initially

the perception existed thptivate finance initiativesRFIg in the Lhited Kingdomwould allowthe government to

tap a pool of finance it could htap previously, this is a misperception sincea welldeveloped financial system
thegovernment and the private sector access the same financial markets and thus the same pool of finance.

12
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not necessarilype ofquality nor deliveed efficiently (i.e. at least cost)Thusgovernments may decide to
conclude PPP contracts and draw on the capacity of the private seefficiemtly deliver quantity and

quality. However the discussion below will showhat, athough private sector participation in PPPs
frequently contributes to higher levels of efficiency, the mere participation of the private sector in the
delivery of the service is not sufficient to ensure improvenmergervice delivery and efficiencysuch
improvements depend crucially on a sufficient transfer of risk from the medutorto the private partner.

In the absence of a sufficient transfer of risvicedelivery can be deemed as public procurement dve

a private company is involved. Thus, the distinguishing feature that determines whether a project is defined
as traditional public procurement asa public-private partnershighould be whether or notsafficient

amount of risk has been transferred

With this clear distinction between traditional procurement afPP, the focus camow shift to the
distinction between PPPs and privatisation and the quesfiamhether PPPs are not just a form of
privatisation. The distinguishing feature in thise#sthe focus on partnership. Some critibgect to the
use of the ternfipartnership  ipublic-firivate partnershigs they argue that partners usually share the
same objectives whijgiven their different natures, the public and private paitiesFPP do not share the
same objectives. More specifically, the objective of the private sector is to make a profit, whilethieat of
government is suppoddo be service delivery. However, this might be a too narrow interpretation of
fipartnership. A wider cefinition would not only include the cases where the partners share the same
objectives, but also the cases where partners with different objectives are nevertheless able to align those
objectives in such a manner that realising the objectives of one glaotymplies the realisation of the
objectives of the other party. Thus, if a PPP contract implies that the ppizeter will maximise its
profit if it delivers a service efficiently and effectivelhen thecontract constitutes partnership since
both parties’ thegovernment and the private partiewill achievetheir objectives.

Thisbr oader def i nipaitnership loefps td distinguistke PRRs ffom privatisation.
Privatisation involves no strict alignment of objectives siitagsually neans thathe government is not
involved in the output specification of the privatised entity, while also allowing the privatised entity to
pursue maximum profitin the case of ublic-private partnership, thgovernment usually specifies in
some detaiboth the quantity and quality of the service that it requaed,thegovernment and the private
partner agree upon the price when they conclude the conirhet company would then expect to
maximise its profit at the agreed price.

Based on the precedjrdiscussionPPPs may be depicted on a spectrum that represents all possible
combinations and levels of public and private sector involvement in the various modes of service delivery,
classifiedaccording tathe risk allocation between parties (seeuFid.1). Except for the case whetiee
government ientirely responsible for the design, construction, management, financing and operation of
capital assets and the services that these assets generate, all these modes involve the private sector to some
extent. The modes of delivery range from traditional public procurement whergovernment procures
the assets and services from the private sector, to full private delivery tieegevernment is not
involved at all.PPPs are situated ihe middle of thespectrumHowever, the borders between the various
modes of delivery are not always rigid, and there can be overlaps depending on the amount of risk shared.

* Exceptionsexist, of coursei for example, wheréhe governnent continues toregulate the price and quality of
outpus of a public monopoly that becomes a private monopoly after privatisation.
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Figure 1.1. The spectrum of combinations of public and private participation,
classified according to risk and mode of delivery

100% 100%
Government Private
risk risk
0% 0%
Complete Traditional PPPs Concessions Privatisation
government public
production procurement
and delivery

In the case of traditiongublic procurementthe government specifies the quality and quantity of the
service requiré and negotiates the price with the private provider (often through a tender prdtess).
governmenimay also specify the design of the goods that it procures so that the private sector builds the
goods to specification. Usualiyhe government uses theggjoods and services as inputs itsrservice
provision to citizens or merely buys them from the privsgetor and transfers them to citizelmssuch
casesthe government then also carries the risk involved in the service deligei@arner 2006:39). In
the case of full private provisioit is of course the private providers that set the quality aadtdy of the
goods delivered, while they also specify the design and set the price (possibly after negotiating with their
clients)® In suchcasesthe private providers carry the riskaived in the service delivery.

PPPsare situatecbetweentraditiond public procurement and full private provision. Usualhe
government sets the quality and quantity regljiesd allowsthe private partnermtdesign anduild the
asset and servicef(Corner 2006:40). Leaving the design to the private partner eatem for the
private partner to be innovative in its design and thereby improve the level of efficiency of the service. In
addition, ifthe government prescribes the design, it would also have to carry the risk resulting from faulty
design (Corner200648). Thus,the government would rather leave that rigls well as the possible
efficiency gain to the private partner. As is the case with public procurentieaigovernment and the
private partner negotiate a price (usually also involving a tender g®ocklowever, in contrast to
traditional procurementhe government does not buy the capital asset directly from the private partner.
Rather, it buys the stream of services that the private partner generates with the asset. This means that the
private pamer is usually also responsible for the operation and maintenance of the capital asset and
delivery of the service. Fulfilling thee responsibilitesalso requires comgincewith the specifications for
guality and quantityhat wereagreed witithe governmentA further implication ighat the private partner
carries at least part of the risk associated with the delivery of the service. Furthermore, compliance with the
quality and quantity specifications at the agreed price shbeloreticallyyield the valuefor money that
the government intended tchievewhen it entered o the PPP agreement. Like amger of servicesthe
government wantsalue for moneynamelymaximum quality and features thaeetits specifications at
the bestpossibleprice Thus, tothe governmentvalue for moneyepresents an optimal combination of
guality, features and price, c al cThoel Uhiteck Kingdormv e r t h

® The government may nonetheless play a role through regulationsfohagxample set minimum standards for
design and mamum prices per unit.
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government (HMTIreasury 2006 2 9 ) defines it as: fivéholdlife cost@ndi mu m
guality (or fitness for purpose) to meet the wuser

Thus, to conclude, one can defiepublic-private partnershipas an agreement betwedhe
government andbne or moreprivate partnergwhich may include the operators @nhe finaners)
according to which the private partners deliver the service in such a manner that the service delivery
objectives ofthe government are aligned with the profit objectives of the private partners and where the
effectiveness of the alignmedéepends on a sufficient transfer of risk to the private partiéesservice
delivery objectives ofthe government involve efficiency and effectivenasbere the latter is defined in
terms of the quantity and quality of the serviBg.their very naturgthe profit objective of the private
partners also involve the improvement of efficiency and the minimisation of the impact of risk on profit.
This definition of a PPP implies thatele alsdMF, 2004:7; Corner2006:40):

1 The private partners usually degs, build, finance, operate and manage the capital asset, and then
deliver the service either the government or directly to the end users. The involvement of the
private partners in all these activities is a key distinction from past practices whqravidite
actor worked on either the construction or the operation of an asset, or only provided finance
when the government borrowed to finance its expendituree( Box1.2 for different
permutations of PPPs.)

1 The private partners will receiveither a gsream of payments fronthe governmenor user
charges levied directly on the end users, or both.

1 The gvernment specifies the quality and quantity of the service it requires from the private
partners. Ithegovernment is also responsible for a streamagfents to the private partners for
services delivered, these payments may depend aothgliance of th@rivate partners with the
g o v e r nquality &nd guantity specifications.

1 There is a sufficient transfer of risk to the private partners to etisirthey operate efficiently.
1 At the end of the contract, the government may become the owner of the asset after paying the

private partner a contractually agreed residual value. Since that value may fall short of or exceed
the actual market value of thesset, the government carries the residual value risk.
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Box 1.2. Different permutations of public-private partnerships

Public-private partnerships typically encompass a series of activities such as design, build, operate, finance.
Not all PPPs will encompass all of these activities; several permutations may exist. The classification below draws
on IMF (2004) and Malone (2005:421). The wording indicates the activities for which the private sector takes
responsibility. For instance, in the case of a build-own-maintain contract, the private partner builds the asset,
owns it and is also responsible for its maintenance. For more detail on the definitions, see IMF (2004) and Malone
(2005).

Build-own-maintain (BOM)
Build-own-operate (BOO)
Build-develop-operate (BDO)
Design-construct-manage-finance (DCMF)
Design-build-operate (DBO)
Design-build-finance-operate (DBFO)
Buy-build-operate (BBO)
Lease-own-operate (LOO) or Lease-develop-operate (LDO)
Wrap-around addition (WAA)
Build-operate-transfer (BOT)
Build-own-operate-transfer (BOOT)
Build-rent-own-transfer (BROT)
Build-lease-operate-transfer (BLOT)

Build-transfer-operate (BTO)

A PPP is ofterorganisedby way of a special purpose vehi¢ePV)which is typically a consortium
of financial institutions and private compies responsible for ale activities of a PPP (including theco
ordination of the financing and the service delivery) (IMB04:9 Hemmingetal., 2006:8). A public-
private partnershifgan be ld by the private contractor performing the service (theitgdd Kingdom
model) orby the financial institution responsible for the financing of the project (the Australian model)
(Grimsey and Lewis2005:363).

Having distinguished PPPs from both traditional procurement and privatisation, there is one
remaining gestion what distinguishes PPPs from concessions (and to what extent their definitions
overlap). The OECD (2006b:19) sets out the defining features of a concession:

1 A concession grants the right to a private firm to operate a defined infrastructure aadsice
receive revenues from it.

1 The concessionaire usually pays the conceggianting authority a fee to obtain this right.

1€
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9 The concessionaire carries the bulk of the risk.

1 The asset involved in the delivery of the service remains the legal propeltg gbvernment,
though the private firm has the right to operate it and use it to generate income. The private firm
is also typically responsible for the maintenance of the asset.

1 According to thestrictu sensudefinition of concessionghe asset must bgansferred tahe
government at the end of the contract term.

The first three pints constitute the essential characteristics. Concessions usually differ from
privatisation in that the asset remains the legal property of the government and the casteatitrited
duration (say, 1%0 30years) (OECD2006h:19). Compared to privatisation, the contractual negotiations
for concessions may also establish a much more detailed relationship bétegewvernment and the
concessionaire. Contracts may contdétailed clauses on the quality and quantity of the service that the
private firm must deliverand often these details determine which firm is awarded the concession (in so
calledfibeauty contestauctions). Typical concessions cover municipal water pranj cable television,
mobile phone services and toll road$ie assets involved in concession contracts may be notional and
intangible assets. Examples include the right of a television station or a mobile phone network to operate at
a contractually spéfied frequency.

Concessions and PPPs have in common that both use the private sector to v@a®vyer money
(VFM) and efficiency and both see risk transfer to the private operatoha®ssential element to drive
VFM. Both a concession andpablic-private partnershipypically involve a private firm that operates,
maintains and finances the asset during the contract period and a government that regains control of the
asset at the end of the contract. Concessions and PPPs also typically use-@f-ifeofgoject cycle
approach when considering the net benefits of a project. Thus, PPPs and concessions share many features,
so that the question remains: what distinguishpaldic-private partnershifrom a concession? The two
distinguishing charactesiics concern risk and payment. Figdthough both PPPs and concessions involve
the transfer of risk to the private operator, the level of risk transféresgecially demand risk (a typé o
risk discussed further below)might in general be higher e case of a concession. Secasithough
both PPPs and concessions might receive paymenttfregovernment and user charges leviliactly
on theusers of the service, concessions usually depend on user charges for the majority of their income,
andmany do not receie any payment fronthe government. In fact, instead thfe government paying the
private operator for services delivered, in the case of a concéissiprivate operatgrays the government
for the right to operate the asset. Having médedistinction it should also be mentioned that much of the
literature does not draw a clear line between PPPs and concessions when discussing the problems that give
rise to contractual renegotiations or issues regarding affordabiligloe for moneyThe omission of a
clear distinction is not necessarily a failure to distinguish clearly, but may result from the significant
overlap in definition as well asom issues and problems that affect botbdes of service deliveryrhe
discussion willconsidetthis overlap where necessary.
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CHAPTER 2
THE TREND TOWARDS PUBLIC -PRIVATE PARTNERSHIPS:
WHAT ARE COUNTRIES D OING?°

Although some countries have a longer experience muitlic-private partneships (in oneform or
anothey, thepast two decades have seen a huge increase inusiegis a mode of public service delivery
in the countries thaimplement themin the experience of most countries, the trend has been to begin with
PPPsdn the transpdation sector and then, as tepectedenefits (most commonly measuredvajue for
money begin to materialiseto move gradually towards other sectors. Other services that governments
deliver through PPPs in thearly stage®f their useare water andvaste management and health care
(PricewaterhouseCooperg005:38). The majority of the projects undertaken by OECD countries have
been in transportation infrastructure such as airports, railroads, roads, bridges and tunnels. Other projects
include publicutilities and services such as waste and water management, educational and hospital
facilities, care for the elderly, and prisons. In additigayernments of botlOECD member and noen
member countriehave often used PPPs to build new assets or upgraeeodating onesDespite the
rather extensive rolbut of public-private partnershigpin some countrieghey should not be seen as a
mechanism that will largely replace public procuremarthe future For a number of years ithe Lhited
Kingdom, privag¢ finance initiative dealsPEl’) have made up merel0-15% of the total annual public
investment expenditure, thus a small proportion in the country probably best known for its lyelative
extensive use of publprivate partnerships.

AECOM (2005:4) repds that between 1985 and 2004prldwide public-private financing occurred
in 2096projects and totalled nearly USD887billion. Of this total, USD325billion went to
656transportation projects. Of thed®6projects 1 121 were completed by 2004 (AEGQ 2005:4) with
a totalvalueof USD 451 billion. Several developed countries as well as some emerging nea@mies
increasingly engage ipublic-private partnershipso deliver services thatwere previously delivered
through traditional procuremensde Grimsey and Lewis2005:348350, for a comprehensive list).
Developed countries with extensiBPPexperience includéustralia andthe United Kingdom. Recent
large players includ&orea, Portugal an8pain, while countries such as France, Germanyghiyn Italy,
Japan and the Nordic countriaso have experience wittublic-private partnershigp Table2.1 lists the
top ten countries engaged in PPP/PFI project finance deals in 2003 and T2@94ableshows that the
large players includ@ustralia, Kaeg Spain andhe United KingdomIn both yearsthe Uhited Kingdom
led the groupwith PFI deals in excess &fSD 13 hillion. The EiropeaninvestmenBank (EIB, 2004:5)
reports thatby 2004 the Unhited Kingdomhad 650projects of whichd00 were in opertion. Total capital
expenditurewas GBP48hillion or approximately 12% of total annual capital expenditure (also see
KPMG, 2007:4). The list of signegrivate finance initiativeprojects of HMTreasury as of April 2007
shows 590projects with a total capgal value of GBF53.4billion (HM Treasury, 2007) or

® Consstent international statistidsased on agreed definitions do motrrently exist. The overviewn this chapter
draws on several sources to obtain an indication of the scope of PPPs. As such, the statistics reportedtin differe
sources are not necessarily comparable.

" In much of the literaturgthe UnitedKi n g d o m privaée financefinitiative (PF1) is used interchangeably with
fipublic-private partnership(PPP), a conveian that is also followed here.
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GBP 35.8billion if the three London Underground projects to the valu&BP 17.6billion are excluded.
These three contracts constitute the largest &Pihgementin the Lhited Kingdom Of the remaiing
contracts the two largest PFI projestconcern defence (the largest with a total capital value of
GBP 1.26hillion, and the second largest with a valueGBP 1.08billion), while the third largest is a
health contract (with a total capital value@BP 1 billion) (HM Treasury 2007).

Table 2.1. Top ten countries with the largest PPP/PFI project finance deals, 2003 and 2004

Rank Country Value Deals % share Rank Value Deals %
2004 uUsD 2003 usD share
millions millions

1 United Kingdom 13 212 81 326 | 1 14 694 59 56.7
2 Korea 9745 9 241 | 3 3010 3 11.6
3 Australia 4 648 9 115 | 7 611 4 24
4 Spain 2 597 7 6.4 |2 3275 8 12.6
5 United States 2202 3 54 | 4 927 2 3.6
6 Hungary 1521 2 3.8 |11 251 1 1.0
7 Japan 1473 15 3.6 | 10 274 5 1.1
8 Italy 1269 2 311|5 714 3 2.8
9 Portugal 1095 2 2.7 | na. n.a. n.a. n.a.
10 Canada 746 3 18 | na. n.a. n.a. n.a.

Source: Deal ogi c, quotterdi m nReOELIDt (R0 0t6h e

GOV/TDPC/URB(2006)5, OECD, Paris, page 57.

Rdolne of Private

Participeé

Korea has recently accelerated its PPP initiatives. It has followed a similar path to other OECD
countries, starting off withransportation infrastructure projects, after which there is a gradual expansion
into schools, hospitals, and public housing projests.of August 2006 Korea had 64projects under
operation, 7@inder construction, 3reparing to construct, Shder negadation and 32under review

(Park 2006).

To a large extentpublic-private partnershigpin Spain focus on transportation, with private sector
participation set to be a key element in the 2R0Stransportation plan of the governmentaiplan
entails an nvestment ofEUR 248 billion over the 15year periodof which the private sector isaidto
contribute approximately 20%Sévilla, 2008). The OECD (2006a:57) reports that in 2001 the French
government concluded a §2ar concession contract with ALIA\toroute de Liaison SeirBarthg to
design, build, finance and operate a k&b motorway in thenorthwes of France at a total cost of
EUR 900million. The motorway opened in October 2005. In addition, the French government announced
35 PPP projects that @ude part of the TGV RhinRhonehigh-speed trairine (train grande vites9ethe

renovation of the zoo at Vincennes, and the rebuilding oMhei s o n

d 6 ar rSantépridom)inl a San

Paris (OECD2006a:58). The French government also plans tquiskc-private partnershigpto construct

18 prisonsand for 30 schemes in health care (Poult2005:14). In Germanyhe federal government as
well as several of thednderbecame interested in usipgblic-private partnershg in particular to deliver
infrastructure services (OEGR006a:58§.In addition, several municipalities in Germany also use PPPs to

8 In 2001, Nordrheh-Westfalen became the first Germiaand to establish a legal and policy framework farblic-
private partnershijg Because of the significant interest in BfPthe federal government as well as in ti#nder,
Germany hagstablished several competeneatces to assist governmein setting up PPPs (OEGR006:58).
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deliver local government servigaen new projects to the value BUUR 500 million entered the market in

2005, with the total market estimated to bartivt EUR 1 billion (Drémann as quoted in OEC[2006a:58).
Portugal has also extensively expanded partnership projects across secious. With a ratio of between
1.2% and 1.3%f GDP, Portugal has the highest RPRIPGDP ratio in Europe (nearly doubilee Uhited
Kingdom ratio of between 0.6% and 0.7%) (PricewaterhouseCopp665:37). In addition to several
large transportation projects, Portugal also initiated PPP projects in water and waste management. In
addition to transportation projects, Irelanthas seen several water and waste projects
(PricewaterhouseCooper2005:38). Thdrish government also announced PPP deals in prisons, courts,
and the health and education sectors. In IRBP projects focus especially on transportation, but there are
also projectsegardng health, water and central accommodation (PricewaterhouseCpap8£38).In
Australia, the largest toll road is the MitchdamFrankston scheme (called Eastlink), to the value of
AUD 2.5hillion; it includes a 4km road in Melboura (PricewaterhouseCoopers, 2005:54). Other
projects include the Sydney Harbour Tunnel, the M2, M4 and M5 motorways, the Eastern Distributor, the
Western Sydney Orbital and the Lane Cove Tunnel (Brown, 2005:431).

Turkey has experienced some obstacles in iripflementation, especially in the energy sector (a
sector that has been a source of considerable debate since 1984) @DP&ke The challenge derives
primarily from a constitutional clause that prevents ownership transference of natural resourges to an
entity, public or private. An inadequate legal framework for PPPs and lacklustre political supp@isha
hindered PPP implementation. The most recent government effort has been to attempt partnerships with
stateowned enterprises instead of privasgetperships or privatisation.

The countries usingublic-private partnershig are not limited to developed countries, but also
include several emerging marketonomiessuch asBrazil, Chile, China andouth Africa. In some of
these countriesthe implemetation of PPPs is well underay, though some of them do experience
problems. According t@ellier and Zhou (2003)theinitial PPPexperiencan China highlights the fact
that traditional joint venture frameworks weredatjuipped for PPP implementation.

In contrast to developments in Turkey and China, Chile and South Africa have a more positive
experience with PPPs, primarily because the legal frameworks in both countries have been geared to deal
effectively withpublic-private partnership(IMF, 2006:58-61 and63-64).

Although many countries implemented PPPs, not all sectors experienced the same level of PPP
activity. The European Investment Bank reports that the most prominent sectors are transportation,
followed by schools and hospitg]&IB, 2004:5) Sectors such as waste, ports and housing have not seen
the same level of activity, though there are signs of heightened levels. An analysis of the regional
breakdown shows that road and rail PPP projects are dominantgeoghiaphic areasxcept the Middt
East and Africa where water projects were the largest category (AECORDO5:8).
PricewaterhouseCoopers (2005:35) reports that, amongsoHrance, Ireland, Italy, Portugal, Spain and
the Uhited Kingdom closed a substantial humber of road and bridggepts. ltaly and he Uhited
Kingdom closed numegus projects in health and hospitals, whiBreece and thé&nited Kingdom are
prominentin airport projects. With regard to schod&ermany andhe United Kingdomare majomplayers,
while Spain closed krge number of port projects. Frandeeland, Italy, Portugal, Spain and theitéd
Kingdomare prominent in the area of water and wastewater projects. In addition to the abovetkectors
UnitedKingdomhas also closeprojects orlight railways, centrahccommodatio, housing and prisons.

Thus it is clear thatvith the exception of ports and heavy railwagsblic-private partnerships ithe
UnitedKingdomarequite prominent in almost all these sectors. HiMasury (200&20) reports thatwith
regard ¢ the approximately 200rojects with a total value @&BP 26 billion, the majority(with a value in
excess ofGBP8 billion) are administered by the Department of Health, while the second largestigroup
administered by the Ministry of Defence (in exce$sGBP5 billion). Of those projects already closed
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(and excluding the Londodnderground projects), the majority are in health (24%) and education (20%),
followed by transportation (18%) and defence (16%) (KRNM@)7:4). Using the April 2007 data that
cover the 59(PFI contracts signed to date, the projects administered by the Department of Health are
worth GBP 8.3 billion, those of the Ministry of Defenc8BP5.7 billion, andthose of the Department of
Transport (excluding the London Underground projeetsd the Department of Education are worth
GBP4.9billion andGBP 4.4 billion (HM Treasury 2007). The threeondon Undergroungrojects ofthe
Department of Transpodonstitute another GBF7.6billion (HM Treasury 2007). As Tabl&.2 shows,

the inclwion of the three London Underground projeuntsans thatransportation projects constitute 42%

of the capital value of hited Kingdomprivate finance initiativeleals. In second, third and fourth place

health (16%), defence (11%) and education (8%).

Table 2.2. The capital value of United Kingdom PFI deals up to April 2007 (GBP million)

Including London Underground

Excluding London Underground

projects projects
Total capital % of total Total capital % of total
value value

Health 8 290 16 8 290 23
Transportation 22 496 42 4902 14
Defence 5 644 11 5 644 16
Education 4 388 8 4388 12
Others 7 203 13 7 203 20
Scotland, Wales and Northern 5380 10 5380 15
Ireland

Total 53 404 100 35 807 100

Source: HMTr easury (2007) , iPFI Signed MaRresjtgdtss Tl iesatsawwhmAp rLioln,d on

treasury.gov.uk/documents/public_private_partnerships/ppp_index.cfm.

° Although data are currently not broken down to distinguidfow large a part of the contract value ohitéd
Kingdomprivate finance initiativelealsconcerngnvestment and how ach invohesother expenditure, estimates of
the share of the unitary charge in a typical PFI project sugjggt€0-70% of the unitary charge goes towards capital
and 4030% to services (although this is likely to differ across sectors).
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CHAPTER 3
THE ECONOMICS OF PUBLIC-PRIVATE PARTNERSHIPS:
IS THE PPP ROUTE THE BEST ALTERNATIVE?

In essencea publicprivate partnershifis a mode of service delivery that attempts to improve the
value for moneyof governmat service delivery compared to the case of traditional public procurement.
Merely concluding a contract with a private operator to deliver a service is in itself no guarantakithat
for moneywill improve. This chapterdescribesthe preconditions torsurevalue for money It also
discusses affordability, particularly since some governments in the past believed, fallaciously, that if a
project is off thegovernmentbooks, itbecomesnore affordableThe fAoff t he booksodo ¢
PPPs has beesmecially appealing for countries with sefiposed fiscal rules or budgetary limits that can
create incentives for governments to move expenditures to the future, instead of financing them up front.
Affordability, as such, has nothing to do with the sebaoks on which the project appears. Rather
regardless of whether thgovernment usef-house productiontraditional procurement or public-
private partnership affordability depends on the intertemporal bedgonstraint of the government. This
chapteralso discusses the related issue of limited budget allocations and legally imposed budgetary limits.

1. The criteria of affordability and value for money

Affordability andvalue for money\{FM) are the benchmarks for PPP viability. Because of the off
balance sheet nature of PPPs, their use has led to some misconceptions regarding their impact on the
affordability of projects? Though PPPs magnablesome projects to become affordable, this does not
stem from their ofbalance sheet naturaffordability is not only related to publiprivate partnerships,
but to government expenditure items in general. A project is seen as affordable if government expenditure
associated with a project, be it a PPP or other mode of delivery, can be accommodated within the
intertemporal budget constraint of the government.

A public-private partnershigan make a project affordable if it increasesvaleie for money\{(FM)
compared to the VFM realised through traditional public procureraadtthen only if the increased VFM
causes a project that did not fit into an intertemporal budget constrainé gbvernment under public
procurement to do so with a PPRAccording to the European Commissjamalue for moneymust be a
primary objective in PPP desigithe Commission assiatesVFM with reduced lifecycle costs, better
allocation of risk, faster implementation, improved service quality, and generation of additional revenue
(EC, 2003). Governmentsof OECD countriesecho #milar sentiments in using VFM whedeciding

191t should be notedhough, thati for examplei the United Kingdomsometimes putits PFI projects on the books

and sometimes off the books. Using April 2007 dat& B8PFI projects, representing %6(GBP24.3billion) of the

total value,were recorded on the books. Of that aumt three projects &ll concerning thd.ondon Underground)
representGBP 17.6billion. Not counting the London Underground projects, 13% of PFI projects are recorded on the
books, representint@% of the total value.

1 Because projects considered foridaly through a PPP mechanism involve investment as well as future revenue
and expenditure flows, the correct budget constraint concept to use irgetfiemporal budget constraint othe
government, and not juthe annual budget constraint.
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whetheror not tochoosethe PPP route. According to the Arthur Andersen and EnterpB&estudy
(2000:18), obtaiimg value for moneydepends on risk transfer, outgadsed specificatian the longterm
nature of contracts, performance measurement and incemdrapetition and private sector management
expertise. The Fitzgeralceporton PPPs in Victoria, Australistates thathe governmenfollows the
guideline that VFM can be delivered through risk transfer, innovation, greater asset utilisation and
integraed wholeof-life management(P. Fitzgerald, 2004:17) A distinction between the Australian
approach tovalue for moneyand that of the &@opeanCommissionis that the EC perspective views
exante VFM analysis separately from a second VFM assessment nfigiettee procurement stage but
prior to the finalisation ofhe contract. According to tf@ommissionthe exanteVFM analysis focuses on
the potential of thepublic-private partnership generatealue for moneywhile the second VFM analysis
examines VM achieved(EC, 2003)

When the government must decide between traditional public procurement gmubla-private
partnershipthe question is which of these options is the most affordablevitindeliver the highestalue
for money The more effectivand efficient the outcome, the higher the VFM will be. The choice is not
straightforward and depends on several determinactading:

9 affordability and value for money;
affordability, limited budget allocations anedally imposed budgetary limits;
therole and nature of risk transfer;

1
1
1 the level of competition;
1

the nature of the service.

These aspects must all be considered inettemte VFM assessment of a project. In addition, such
assessments must be made on a prbjegiroject basis. In the discsisn that follows these aspects will
be explored in turn. fle discussiomvill then turn to thepublic sectorcomparator (PSCaninstrumentfor
assessing value for money that is usegdnernments such as thosefafstralia andhe UnitedKingdom.

1.1 Affordability and value for money

In principle affordability is about whether or not a project falls within the intertemporal budget
constraint of government. If it does not, then the project is unaffordable. However, because the cash flows
and balance swt treatment of PPPs differ significantly from that of traditional procurement, some
confusion exists regarding the effect glublic-private partnership on affordability. Traditional
procurement typically involves the followirld:

1. On the expenditure side:

- capital expenditure by government to create an asset necessary for the provision of the
service. Usuallythe government incurs this expenditure during the stprphase. However,
later during the life of the assdahe government may also undertake joraupgrading or
rehabilitation;

12 The methodf analysis differs depending on the tygfePPP revenue generatidre. is it a financially freestanding
concession contract with public grants, or is the public sector the primary client and revenug source

'3 The flowsdescribed in this section areseal on casibudgeting, which is most commonly used. Accrbased
budgeting will have other entries in the books. For more on cash and accrual bydgetiGhaptet.
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- current expenditure bg government which entails two main components, namely operating
costs (including salaries, consumables and maintenance) and interest payments on the loans
thatthe government made to finance the pobjé

2. On the revenue side:
- general tax revenue to cover expenditures
- fees or user charges, if applicable.

Current expenditusesuch as operating costs are incurred over the lifetime of the asset, while interest
payments are usually liable in perpetuitycgirgovernment debt is typically rolled over and not paid back
although exceptiondo exist For example, when the defotGDP ratio is considered excessively high
exceeding for instance the 60% benchmark of the European Union Stability and Growih aPact
government may have to repay d&bif a government incurred debt to finance the asset, public debt also
increased though given the creation of the asset, the net wortthefgovernment may not be affected.

The positive net worth ahe government dpends on whether or not the present value of expected future
primary surpluses equsbr exceed the value of existing public debt. If the present value of expected
future primary surpluses falls short of the value of existing public dbbt dt least eme projects
procured bythe governmentill be unaffordable. Given thain practice budgeting occurs within a short
planning horizonand very often without the detailed calculation of present values, governments use the
rule of thumb that groject is &ordable if the expenditure it implies fahe government can be
accommodated within current levels of government expenditure and revenue and if it can also be assumed
that such levels will be sustained into the future.

Though in the case of a PPP thereem vari ous permutations of fAdes
public-private partnershigontrasts with public procurement in the following ways (Fourie and Burger
2001:150151; also compare Figes3.1a and3.1b):

1 The private partner usually undertakbe capital expenditure, meaning tita government has
no capital expenditure. Furthermore, the private partner finances this expenditure through debt
and equity’® Therefore, compared to public procurement, the capital expendituréneof
government shdd be lower, while that of the private sector should be higher.

1 The government may pay a fee to the private partner for the services mtovide private
partner uses Ht income to pay operatingostsand interestharges as well as to repay debt.
Alternatively, the private partner may impose a user charge on the direct recipients of the service
(such as a toll in the case of a toll road). A combination of a fee pditelgovernment and a

4 However, since the budget deficit is merely calculated as the extent to which ev¥alhshort of expenditure,
government borrowing is rarely earmarked or linked to specific expenditures.

5 When nominal GDPi.both its real and deflator components) is growing, the growth in the denominator in the
public debtto-GDP ratio will put dowward pressure on thdebt burden over timeThis may even allow
governments to incur additional debt without necessarily putting upward pressure on ttee@BBt ratio. It also

means that debt in absolute terms might never be repdisimply rolled over. A government is able to do this since,

unlike individuals, it does not have a limited life expectancy. This meana tp@ternment can expect to collect
revenuewhich, among othethings it needs in ordeto service its debt into perpetuity. Noteatthe infinite time

horizon under whicla government operates does not mean that its budget constraint is any less stringent than that of
individuals. Rather it means that it has to balance its income and expend@arassbver an infinite horizon.

' Neverthelessjn some casea government also contributes to the capital as part of theshaking agreement
betweerthe government and the private partner.
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user charge is of course also possifiteshould also be remédrered that determining factor in
deciding whether a project is classified as a concession or asR®iether a private operator
receives the majority of its income from the fees paithiegovernment or from the user charges
levied on the direct uses the servicg The fee thathe government pays is classified as a
current expenditure. Thus, compared to traditional procurement, the current expendituge by
government should be higher.

A public-private partnershigan be said to baffordable if the present value of the future revenue
stream ofthe government equals or exceeds fresent value of theum of expected future interest
payments and the present valuglidg o v e r n me nt 6 sinteeest pxpenditeral whilecarportion of
such future ependiture streams is allocated to such a PAmis definition, though technically correct,
has one shortcoming: although PPPs andpihiglic sector comparatarsed in PPPs involve detailed
presentvalue calculations over the whole life of a PPP contetnentioned above, governments rarely
use present value calculations for the rest of their activities. Governments also rarelyfetauddenger
horizon than the upcoming year, although many also include a m#eiontiscal forecast that can be
more a less bindingThis raises the questiai howto assess thaffordability of a PPP in an environment
where the planning horizon is not very long. As with other government activities in such an envirenment
PPP project iaffordable if the expendituretiimplies forthe government can be accommodated within
current levels of government expenditure and revenue and if it can also be assumed that such levels will be
and can be sustained into the futurhis working definition allows for the detailed usemé&sent value
calculations when estimating the cost gdublic-private partnershipersusthat of tiaditional procurement
(using a public sector compardgtdout in an environment with a short planning horizon.

Figure 3.1a. The typical flow of services, payments for services and funding

in the case of traditional procurement
>
Payment for capital
goods

Capital goods provided

Taxpayers

>

Payment of user charges

Flnanclal markets

" Note that if a project involves user charges, then theradbility of the projectdr consumersshould also be
considered. For instance, if public procurement would have been financed by taxes (now or in the future), while the
public-private partnershipvould have involved a user charge, the present value of the revenueecbbigca
government wil all things being equalbe lower in the case of a PPP. However, while the present value of the
average revenueplus-user charge burden of consumers might remain unchanged, the rplamuser charge

burden ofthe consumers who use the service migbtease, while th burden of those who do not use the service
might decrease. Therefore, a PPP might have a different replusiesercharge incidence than traditional
procurement, which might affect the affordability of the serf@rehose who consumie A typical example is inner

city toll roads that are often very unpopular among users and often have another distributional effect compared to
funding from general tax revenues.
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Figure 3.1b. The typical flow of services, payments for services and funding

in the case of a public-private partnership
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Given that a PPP implies a reduction of governmenttalapkpenditure, the shettrm effect of a
public-private partnerships to reduce total government expenditure and the budget défidibe long
term the future stream of fees and payments to the private partner must also be taken into consideration.
When that is donethe PPP may not be cheaper in present value terms when compared to public
procurement (as measured through ghiblic sector comparatprWhether it will be cheaper will depend
on the interest expenditure in the two cases (since theeshteate paid by the private sector usually
exceeds that of the public sector) amthe relative levels of efficiency achieved in the two cases. Thus, if
the efficiency gains are such that government derives wadtee for moneythrough thepublic-private
partnershipthan through traditional public procurement, the net present value of future revenue and
expenditure streams might improve, thereby rendering the PPP project more affordable. Therefore, it can
be argued that aublic-private partnerships relatively more affordable than public procurement if it
delivers morevalue for money However, in both the case of public procurement and g &pdelute
affordability depends on whether or not the stream of government expenditure can be accommodated
within the intertemporal budget coratit of the government. Thereforendertaing a public-private
partnershigpecause a project is not affordable if delivered through traditional procurement at best rests on
a partial analysis that did not consider theafability of the PPP route. This means that whether or not a
project is affordable must be based ooomparativeassessment of affordability fdwoth the traditional
procurement and PPP routéEor a brief overview of how a selected group of countriesuee the
affordability of PPP projects, see B8XL.)
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Box 3.1. What practices do countries follow to ensure affordability?

In a questionnaire sent by the OECD (see below) to key PPP officials in Australia (the State of Victoria),
Brazil, France, Hungary and the United Kingdom, the officials were asked to indicate whether or not their
government requires that government departments and entities demonstrate the affordability of PPP projects. The
answer was that the requirement exists in all five countries, although there are differences in the methods of
demonstrating affordability.

In Victoria (Australia) the decision about how a project is funded is separate from the decision about how it is
delivered. Potential PPPs compete for limited budget funding along with all other capital projects (to ensure that
all projects fall within the range that is considered affordable). Funding is approved on the basis of the preliminary
public sector comparator (PSC) for the project (see section 2 in this chapter for a discussion of the PSC), thereby
allowing a project to proceed under a traditional delivery method should private bidders not offer value for money.
The PSC forecasts both the capital cost and the whole-of-life operating costs, discounted to a net present cost
(NPC). Bids are measured against the PSC.

In Brazil, project studies must include a fiscal analysis for the next ten years. In addition, the commitment of
the federal budget to PPP projects is limited by law to 1% of the net current revenue of the government.

In France, affordability is demonstrated by reference to the ministerial programme (a pluriannual indicative
budgeting exercise) and not to the individual annual budgets of the departments.

In Hungary, starting in 2007, there is a limit on the amount of expenditure on PPPs within the budget, so
each programme must fit within this limit. The use of budgetary limits on the total amount that can be spent on
PPP projects also relates to the discussion in section 1.2 of this chapter on affordability and limited budget
allocations.

In the United Kingdom, procuring authorities are required to complete an affordability model for any planned
private finance initiative (PFI) project. The affordability model includes a sensitivity analysis. The procuring
authorities complete these affordability models based on agreed departmental spending figures for the years
available and on cautious assumptions of departmental spending envelopes in the future.

OECD Questionnaire on PPPs: Affordability and value for money

Governments often require that proposed affordability and value for money of the project should be
demonstrated if the PPP route is to be taken. To better comprehend the information that governments
require, this questionnaire asks questions on affordability and value for money. If information that is asked
for is available on line, please add the relevant URL or web address to the answers or comments.

Affordability

A PPP project is affordable if the expenditure it implies for the government can be accommodated within
current levels of government expenditure and revenue and if it can also be assumed that such
accommodation will be available in the future.

Question 1: Does your government require that government departments and entities demonstrate the
affordability of PPP projects? (Yes, in all or most cases; Sometimes; No)

If Yes or Sometimes in Question 1: Given that the typical PPP is long term in nature, while budgeting
rarely exceeds a three-year horizon, how do these departments and entities demonstrate affordability and
what information must they submit when they demonstrate it? (Please specify)

Value for money

Value for money represents an optimal combination of quality, features and price, calculated over the whole
of the projectdés |ife.
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Question 2: In some countries, the government assesses value for money in the pre-contract phase of a
PPP with a public sector comparator (PSC). Do PPP contracts contain performance measurement indicators
that will be used to assess value for money once the contract is concluded? (Yes, in all or most cases
[please comment]; Sometimes [please comment]; No)

Question 3: In addition to key performance indicators, do PPP contracts contain key performance
benchmarks, e.g. target levels for the performance indicators? (Yes, in all or most cases [please comment];
Sometimes [please comment]; No)

Question 4: If PPP contracts contain performance measurement indicators, which of the following are
typical?

9 efficiency measures in terms of inputs and outputs (e.g. the provision of a health service at the fee [if
the government pays] or user charge [if the user pays] agreed with the government)

effectiveness measures in terms of outcomes (e.g. quantity, level of coverage of area or population)

service quality measures

= =4 =4

financial performance measures

9 process and activity measures

Question 5: In the typical case, how often must the private party or special purpose vehicle report its results
to the government? (Never; Annually; Other [please specify])

Question 6: How often is performance officially measured? (Never; Annually; Continuously; Other [please

specify])

Question 7: If a private partner falls short on a key performance indicator in the case where the government
pays a fee to the private partner, is the payment of the fee reduced in line with the extent to which it falls
short? (Yes, in all or most cases [please comment if you want to qualify your answer]; Sometimes [please
comment if you want to qualify your answer]; No)

If No or Sometimes in Question 7: What other incentives exist to ensure that the private partner performs?

1.2 Affordability, limited budget allocationsand legally imposed budgetary limits

The issue of affordability and hence the necessityafgovernment to operate within the boundaries
of its intertemporal budget comaint should not be confused wifiscal rules, mediurterm expenditure
frameworks, obudgetary limitamposed either legally or as political commitmensr instance, in many
countries there are limits on the extent to which secand thirdtier govenment authorities can borrow,
with many cases where they cannot borrow at all. There are also countries with fiscal rules that limit
government expenditure, deficits or debt. In the absence of such,algoiternment entity such as a local
authority midnt have been able to borrow to finance a traditionally procured project and service the debt
with its expected future revenue flows. As such, the project and the borrowing it implies might be
affordable, even though the legally imposed budgetary limitipitstborrowing. A further example refers
to the budgetary allocations of government departments and authorities, where such allocatiaue are
from a central budget. A department, for instance, must fit its expenditure plans within its expected future
budgetary allocation®. This means thaeven if the addition of a traditionally procured project would not

18 This, of course, raises issues such as the extent to which a centret Wilblgllow for soft budgets of government
entities and departments.
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violate the intertemporal budget constraint of the overall government, such a project may still exceed the
future expected budgetary allocations ofpeecific government department. There tree cases where

such budgetary limits creaen i ncent i v e off tbe bgokstby wsingparPBR. &avérnménts
should be aware of these cases, since the incentives to get these projects off the kddite tmdo with

the potential for increasedhalue for moneythat public-private partnershipmay offer andas suchmay

cause projects to offer less VFM compared to traditional procurement.

Thefirst caseis when a project cannot be delivered throughher traditional procurement or a PPP
within budgetary limitsThis casehas three features, but a sham focus on the first and a disregard for
the second and third lire government creates the incentivetaethe PPP route (even when the PPP is
also not affordable)i) If traditional procuremenis used the large initial capital outlay will cause a
government entity (such aentral government, government departmerdr a regional orlocal authority)
to exceed its allocated budget. Givenimposed budgetary limit or a limited budget allocation from the
central budget, such an entity does not currently have the funding to finance the project and might thus
think thatby using private sector financing, the project can be purdilidisuch arentity then decidgto
takethe PPP route, it may not be able to make future fee payments to the private partner without exceeding
its expecteduture allocated budgetSiii) In addition, the private partner also cannot ingpasiser charge
on the direcusers of the service. The combination of these three features means that the project should not
be undertaken even if the addition of the project is affordable in terms of the total (intertemporal) budget of
thegovernment and evehthe project represestvalue for money.

Thesecond casshares the same features viltk first,with the exception that instead of receiving a
fee fromthe government, the private partner can impaseser charge directly on theers of the servic®.
In this caseany persoraccessing the service might suffer an increase in thpltauser charge burden
Therefore, due to budgetaoy other limitsand limited budgetary allocationa government entity might
not be able to pay partially or in total for the initial capitalay(in the case of traditional procurement) or
future service fees (in the case where a PPP entailed the payment of fieegdernment to therivate
partner). However, ifisers can pay a user charge, the project might fit within the budget allocditibe
government entity. It might also be affordable from a social perspective if the increase inghesteser
charge burden of those individuals benefiting from the good or service is acceptable and fits within their
intertemporal budget constrisn

The third case occurs whena government operates underfiacal rule that sets a limit on the
government 0s o v(eg.requilingtlie goyecnanént td mlbnaenits leudget or run deficits not
exceedingsay, 3% of GDP, like the requiremerfisr EMU countries under thet&bility and Growth Pagt
Unlike the private sectpmwhere operating surpluses and profits are always defined as the difference
betweercurrent revenue and cofibws, deficit limits imposed othe governmentreusuallydefined (but
of course need not p& terms ofthe conventional rather than the current deficit. The conventional deficit
is the difference betweemotal income and expenditure flows. Given the bulky nature of large
infrastructure capital outlayshe resultmight be that the large financial size of capital projects may
contribute to breaking the budget deficit limit in the year in whitdhgovernment undertakes the outlays.
Shouldthe project be completed in terms of a PRBtead of traditional procuremerthe private sector
will be responsible for the initial bulky capital outlaghe government will then (in the absence of user
charges)on a regular basis and as part of its current expenditure, pay the private partners a ifiéiedsr se
delivered. In adition, the governmeniight be able to dso without exceeding the deficit limit. Thus,

9 Note that exceeding such departmental budgets might also teig@vernmentas a wholeto violate its
intertemporal budget constraint. This mapt only place the project outside g¢hbudgetary allocation of the
government entity, but also render it unaffordable.

2 |1t should also beecalkd that the extent to which the private partner depends on the user charge will be a
determining factor in deciding whether such a projbaoutd bea public-private partnershipr a concession.
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althoughthe government might not have been able to fit the bulky capital outlay into its budget without
breaking the deficit limit had tiakenthe public procuremenbute, it might nevertheless be able to fit the
future payment of fees to a private partner into its budget without exceeding the budget émicértive

is thuscreatel to build the asset through @ublic-private partnershipNote however thati althoughsuch

a partnership would be affordablgtrictly speaking the reason for preferring the PPP route would be
because of the budgetary limit problem and not because the project reprakenfer money

Thus, PPPs can allowhe government and govement entities to undertake projects that are
affordable in terms of the overall intertemporal budget constraint of government, but cannot be undertaken
through traditional procurement because of the existence of budgetary limits, fiscal rules or lthiéts to
budgetary allocations of entities from a central budgetuch acase value for moneys not the onlything
that agovernment or government entigyhould consider when decidivghether or notd takethe PPP
route. Moreover, since failure to gepeojectiioff the governmenbook® may imply thatthe government
cannot undertake the project, the danger existstha he dr i ve Dfbthedb@kemightbe pr o e
strongenough to cause tlgovernmento ignore or neglectthe VFM considerationdn many countries
that use publigrivate partnerships, this has been the cksieed, where &aluefor-money assessment
using a piblic sectorcomparator is made to compare PPP service delivery to traditional procurement and
where it is made in the facd egally imposed limits and budgetary allocations that in effect preclude
traditional procurement, the VFM assessment is compromised. It may even lead to a wrong assessment.
Thus, value for moneyshould receive more attention when PPPs are undertakensbeotbudgetary
limits and budgetary allocations thaeplude traditional procurement.

1.3. The role and nature of risk

Risk plays a fundamental role in the successmfldic-private partnershipndeed, whether or not an
activity is deemed to be a PBPtraditional procurement primarily depends on who bears the bulk of risk.
The key to understanding the role of risk ipublic-private partnershigs the link between the carrying of
risk and the efficiency of the project. As mentioned above, the rmtionale to enter a PPP agreement is
the possible improvement in service delivery and efficiency by the private partner relative to what
traditional procurement can deliver. In terms of economic theodistinction should be made between
three kinds ofefficiency: allocative efficiency (i.e.the use of resources so as to maximise profit and
utility), technical efficiency (i.e.minimum inputs and maximum ugputs), and X-efficiency
(i.e.preventing the wasteful use of inputs) (Fourie and Bu2f@00:697).The decision by government
to deliver a service in the first place, irrespective of whether this is done through traditional procurement or
a public-private partnershipinvolves allocative efficiency. Once a decision about delivery is nthde,
governnent must decide on the mode of delivery: to delivagittherthrough traditional procurement or
through a PPP. The choice largely involves considerations about technicakdiitiency >

Though the finding cannot be generalised to other countries, H@O§#:38) 1 citing United
Kingdomstudies indicang that government departments that implemented PPPs registered cost gavings
between 10% and 20%argues thaprivate sector participation brings improved efficiency. In addition,
according to the002census of thé&nited KingdomNational Audit Office (NAO) only 22% ofPFI deals

% Note that allocative efficiency is only one of the grounds on which a government can decide to deliver a good. The
government might also decide to deliver goods on the basis of their distributional effgdtee education or health

care to all, including the less walff who would not otherwise be able to afford it. As is the case with allocative
efficiency, once the decision to deliver the goods has been taken, the next decision is about the nivdeypf de
i.e.deliver the goods through traditional procurement or a pydrliate partnership. If a PPP is selected, the
distributional element might impact on the decision whether the private partner will receive a fee from the
government, thereby obviag the need to charge a user charge on the relatively lessfivelinsumers of the goods,

or whether to allow the private partner to charge a user charge, but with the government then subsidising the
relatively less welbff.
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experienced cost overruns and 2é%periencedlelays, compared to 73% and 70% of projects undertaken
by the public sector and reviewed in I[dAO survey in 1999 (NAQ2003:3).Furthermore, HMTreasury
(200&:53) reports thataccording to astudy for theScottish Executivdey CEPA (Cambridge Economic

Policy Associates)50% of authorities administering PPPs reported that they received vgdwel for

money with 28% repoihg saisfactory value for money On the side of the private operators, 59% of
respondents in the KPMG survey among private project managers reported that the performance of their
projects in 2006 was very good, compared to 49% in 2005 (KPMG/:12). A furtheB6% thought that

the performance was good, with no one thinking that it was less than satisfactory. KPMG (2007:13) also
reports that 83% of hited KingdomPFI projects made a profit, with 70% having made a profit in each
year of their operation (though 38%ede less profit than expected.report to Infrastructure Partnerships
Australia by the Allen Consulting Group (2007:1) comparedAg@dtralian PPP projects with
33traditionally procured projects. The study found AB8®million of overruns on PPP projecwith a

value of AUDA4.9billion. These results compared favourably to the A&M3million overruns on
traditionally procured projects with a value of AULbbillion. The report further found that the PPPs
were completed 3.4%head of time, compared taraditionally procured projects that were completed
23.5%behind time (Allen Consulting Group, 2007:1).

All these numbers for Australia and the United Kingdom suggest that PPPs perform better than
traditional procurement. A note of caution is neverthelessder: when government departments identify
projects for delivery through PPPs, they may pick projects wheyeateemoreassurd of achieving value
for money i.e. projects that are expected to cause fewer technical difficulties or other problembebtad
projects been delivered through traditional procurement, their performance in terms of creating value for
money would also have been above the average of all traditionally procured projects. Thus, identifying
projects suitable for delivery throught PPP mechani sm may be a <case
(Acherry pickingo), in which case a comparison
procured projects might be biased in favour of the PPPs. Also, one has to bear in mind thaethese ar
relative comparisons with traditional procurement or governmehnoirse production and, as such, do not
mean that PPPs are automatically the most efficient way to deliver services. Thus, theahméceing
the mode of production should bedeon a pojectby-project basis and, more specifically, on the basis of
each projectds merits.

Notwithstanding this possible bias, there is still a strong argument that having a private partner may
improve value for money Merely having a private partnéo deliver the service is not a sufficient
condition to ensure an improvement in service delivery. To achieve such an improuwher@ntust be
sufficient risk transfer to the private partner (Corr#306:44). Stated differently, if a mere agreement
cannot ensuraction to improvevalue for money then failure to transfer risk will result in inaction.
Indeed, according to the Arthur Andersen and Enterfy&e study (2000:7), 60% of cost savain the
PFI projectsexamined took plee as a result of risk transfen six of the 17cases examinedalue for
moneydepended completely on risk transfer.

Risk, sometimes calletheasurable risk is defined as a case where there is a range of possible
outcomes thahare each associated with an objective.(statisticallydetermined) or subjectively ascribed
numerical probability? Formally, risk is defined as theeasurable probability that the actual outcome
will deviate from the expected (or most likely) outcortiesufficient dataare available, the probabilities
involved can be estimated statistically. Alternatively, based on experiequtgective numerical
probabilities can be ascribed to the various possible outcdrireaormal everyday private sector activity

%2 Risk that is immeasurablshould be distinguished from measurable risk. Immeasurable risk, or uncertainty, is
discussed later in this chapter

% Risk analysis seeks to identify risks and their potential impact in order to assess the best response. There are two
primary methods ofjuantitativerisk analysisSensitivity analysismeasures how the depent variablechanges a
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that does not involvéhe government, risk drives compias to be technically and-&fficient. In other
words, companies attempt to manage and influence the factors that may cause actual outcomes to diverge
from expected outcomes. These factors incliedgthing that may cause costs to escalate beyond
projectiors or revenue to fall short of projectigsnboth causing profits to fall short of projectsorior
instance, financial riskharing gives private companies an incentive to finish pro@cténe and within
budget, to improve efficiency, and to provide arenaccurate forecast of expenditubegovernment is not

profit driven, which means thataccording to conventional understanditige government does not have

the samemotivation as the private sector to be efficient. Thus, by concluding a PPP agreement,
government may wish to harness the efficiemmtivationof the private sector for public service delivery.
The ability of the private sector to improve efficiency may also result from the private sector being skilled
and equipped with better managemeapacity. Such capacity is required to operate large and complex
projects, which PPPs usually are.

Achievingvalue for moneydepends on the ability of the public and private actors to identify, @naly
and allocate risks appropriately. The failure to daranslates into financial costs. Good risk management
allocates risk (and the different types of risk) to the party best able to mianalgeugh this sounds like a
straightforward statement, it may generate questions such as the one raised by L(8D0E@06) as to
whether the party best able to manage the risk is the party that has the largest influence on the probability
of an advers®ccurrence happeniray the party that can best deal with the consequence after an adverse
occurrence. This confusn calls for a clearer definition of what is meantithye party best able to manage
the rislo. Corner (2006:46) provides such a definition by stating that to best manage risk means to manage
it at least cost and thereby reduce the lwmrgh cost of the mject. Thisinterpretationhelps to solve
Lei ri nge r ibtlse cabtiof peeventing an adverse occurrence is less than the cost of dealiitgy with
consequences, then risk should be allocated to the party best able to influence the probability of
occurence be it the government or the private partner.

Allocating risk to the party best able to manage it does not imply that the maximum risk is transferred
to the private partner. Indeed, as FigBi2 shows, insofar awalue for moneyand efficiencyare
concernedone might argue that there is an optimal allocation of risk betwezgovernment and the
private partnersDesigning the optimal level of risk shariingncluding the respective level of feesrsus
subsidied involves complex tradeoffs, arikde optimal contract may depend on the specific circumstances
of the project (Engettal., 2007). In addition, there adifferent degrees aisk allocation involved in the
various permutations of PPP contra¢see Figure3.3). For instance, desigbuild-operatemaintain
finance contracts involve more risk than dedigiild contractsWith the addition of each activity to the
responsibilities of the private partpéne question is whether or not the private partner is the begttpart
manage the riskavolved with the additional activity.

variable likenet present valuer internal rate of return, for exampleas the independent risk variables change. A
partial equilibrium sensitivity analysisan be misleading because the independent variables are assumed to be
independent of each othé&robability analysis finds the probability distribution for each risk and for the project as a
whole. Sensitivity analysis becomes particularly importahenprobability analysidecomes more difficult to do

32



GOV/PGC/SBO(2008)1/REV1

Figure 3.2. Principles of optimal risk transfer
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Figure 3.3. Degrees of risk sharing by project type
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Risk profiling for public-private partnershipgposes a particular problem because PPélepis
generally involve infrastructure developmerihat are much more complex and distinct from other
projects. This complexity derives from the various funding sources usgxkaral purposevehicles and
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the extremely long period over which the jpet must yield its return of. OECD, 2006a, 2006 and
20079). Some specifics that make large infrastructure projects distinct from typical investment include
(OECD, 2006a:2526):

9 High capital costs and low operating cogte combinedThis causes debt sergiand financing
costs to constitute a large proportion of total expenditure

9 Construction periods are long, while the Buip of revenue is often slow

1 The cash flow of the project plays a key role in the return to equity and in the provision of
securityto the lenders (if no public guarantees were given).

Note that these specifics in many instances also explainiminlving the private sector often
represents a challendeisk profiling encounters a further complication when taking account of uncertainty
as distinct from risk. Uncertainty, also calléshmeasurable risk should be distinguished from
measurable risk (Fourie and Burg@000:705706; Grimsey and Lewjs2005368-370). Uncertainty is
defined as a case where measurable objective or subjemivahjities cannot be calculated and ascribed
to the range of possible and foreseeable outcomes. Prior experience or research might, but not necessarily,
allow the government and possible private partners to state expected, worst case and best case scenar
and ascribe subjective, ordinal (npame r i c al ) p r o b dikelyolon fveiy endikelyo)doueach as i
scenario. Such ordinal probabilities depend less on information and more on enlightened guesswork
(Aguestimated than in the case of measurabiisk. Unigque, oneff projects usually contain more
uncertainty. However, all projects may contain elements of both risk and uncertainty since most projects
might be affected by events wde probability cannot be measured. Examples include events such as
11 Septemberife.the probability that twlanes hijacked by terrorists, will fly into two neighbouring
buildings is not statistically measurabkend there is also no sound foundation on which to ascribe
subjectivenumericalprobabilities to it). Otheexamples would includeatural and other disasteige(the
Asian tsunami or the wildfires in Greece in 20@ry the possibility that new technology might appear that
renders existing technology redunddnt.discussing the finding by Pricewaterhouse@we (2002) that
the internal rate of return on the prbjects studied exceeded the cost of capitalabyaverage of
2.4percentage point&rimsey and Lewis (2005:369pte that a part of this excess (up to a possible 0.7
percentage points) might be angia for uncertainty.

When deciding on the allocation of rjs& distinction should be made betwesmdogenousand
exogenousisks (risks one can and cannot control). The type of risk that is the driver of efficiency in a PPP
is endogenous risk (since exarpus risk, by definition, cannot be controlldejogenous risk is carried by
the government or shared by the partners. However, stogtivernment requirghatthe private partner
carry some of the exogenous risk, the private partner may require aiprdéonidoing so. Given that the
risk is exogenoyghe government will not be getting better risk management from the private partner than
whatit could obtain if it carried the risk itself. This is an exampfehow the allocation of risk to a party
who annot manage it leads to higher cost and thusvkdse for money(seealso Corner2006:4647, for
a related argument). Since the public sector is better able to absorb certain kinds of risk (such as political
risk, see below), a mamal increase in themount of suchrisks carried by thegovernment would
constitute a marginal increase in the incentive to the private partner. Thus, the optiraharisg point
equals the point where the marginal cost of the increase of public sector risk absorpéientiegu
increased marginal benefit of private se@wolvement(Dewatripont and Legre2005).
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Identifying the different types of risk is a varied art that differs between practitirRiskscan be
divided into two types (see Fige3.4): commercial risk® versuslegal and political risk. The private
sector is generally better suited to assume commercial risk, while the public sector is better suited to
assume legal and political riskhe latter grouprelates to, among othethings the legal framework
dispute resolution,the regulatory framework, government policy, taxation, expropriation and
nationalisation. Commercial risk can be divided into supply and demand Sakply risk concerns
mainly the ability of the private partner to deliveé8upply isk can, in turn, be subivided into
construction risk and suppbide operation risk (lnere construction and operati@onstitute the two
phases of the project). Construction and sugfilg operation risks encompass the availability and costs of
input and labour, technical and production process risks, residual valuemgskisk associated with
technological redundancy. In addition, construction and supgly operation risks include financial
market risk stemming fromamong otherthings, changes irthe cost of capital as well as changes in
exchange rates and producer inflation

Demand riskencompasses mainly demaside operation risland arises, among oth#rings from
changes in consumer preferences, the emergencdisappearance of substitute complementary
products, import competitigmnd changes in income and demographics. In addition, demand risk may also
include financial market risk stemming froamong othethings,changes in interest rates, exchamgtes
and consumer inflation.

Figure 3.4. The categorising of risk

) Risk in general most
Types of risk efficiently borne by:
A —

— 7 \

Legal
and political risk Government
& Private partner
. Demand-side (government may
Demand risk E> operation risk | provide guarantee
@ () to mitigate risk)
" supply-side
a Supply-side
@ operation risk
Supply risk

g Construction risk|  Private partner

Private partner

As the discussion below will indicate, the distinction between supply and demand risks is important
since the presence of externalities and the public good nature of some goods create demand risk (and even
uncertainty) de to thefifree riderd problem. The extent of demand risk might be such that a private
operator is unwilling to deliver unlesse government (and not the direct recipient) remuneriaties its
services. However, this might eliminate demand risk as @mdaiefficiency and only leave supply risk.

An example is a highway project that connects the new Incheon International Airport in Korea to major

% The breakdown presented hergistly the breakdown by Fourie and Burger (200®)r a different breakdown of
essatially the same risks, see B8X2 contairning the breakdown by krna and Smith (1996).

“The term fc o msedsymohymbuslywitsnarketkigwojeat risk and internal risk.
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cities in the capital region (OEGCR006a:43and46). The public sector assumed a disproportionately large
percentage of demand risk through timénimum revenueguarantee scheme that allowed the government

to subsidise up to 90% of projected operating revenues for solicited projects, and 80% for unsolicited
projects?® As a result, the project corporation annuadigeived KRWL0Obillion in subsidies, prompting a
rebuke from the Korean Board of Audihd InspectionNormally, demand risk is assumed by the private
sector. However, predicting future demand is a difficult task, as it is often affected by unprediotahl

and economic factors. Hence the Kor@ainimum revenue guarantsehemeplays a rolan the evenof

actual demandafling below the original forecast (OECR006a:46).

Box 3.2. The classification of risks
Merna and Smith classify risks as follows:

Global risks (fidrce majeured: risks that are normally outside the project package and that are generally not
controllable by the project participants, such as natural disasters, wars and civil disorders.

Elementary risks: risks that are within the control of the project participants. Elementary risks are divided
into five categories:

9 Political risks: either associated with the increase of sovereign powers of the host country or due to
certain country-specific situations.

f Borrower 6s cr etkd with thei ceditworthinass ef the $pecial purpose vehicle created for
the implementation of the project.

f Sponsorés credit risks: associated with the c¢hig

9 Sovereign risks: associated with the change of the sovereign credit rating which may affect the viability
of the project.

9 Project risks, which can be classified into four types:
- Completion risk: risk of delay in completion of a project.

- Operation and maintenance risk: risk that the project is unable to run at the desired efficiency due
to deficiencies in labour and capital.

- Input and output risks: risk of an inadequate, sub-quality and inconsistent supply of raw material
and other utilities; the risk of inadequate demand for the output of the project.

- Financing risk: risk related to an increase in the servicing cost of money raised for the project, the
risk of exchange rate fluctuations, etc.

Source: Merna, T. and N. Smith (1996), AProjects Pr odégarLand
and Practice, Hong Kong, China.

% The guarantee of 90% for solicited projects and 80% for unsolicited projects for the entire operating period existed
sinceJanuary 1999 (Park006). In May 2003 the guaranteechanged to a period of Mears (as opposed to the

whole operating period) and to 90% for all projects for the first five years, 80% for the next five years and 70% for
the last five years (ParR006). Furthermore, if actual reventedl below 50% of projected revenue, there was no
minimum revenue guarantee (MRG). The system changed again in January 20080@&xkThe MRG now covers

only solicited projects for a period of ten years (with no guarantees for unsolicited projeadts).dovers 75% of the

first five years and 65% of the next five years. It continues not to provide any guarantee if actual revenues are lower
than 50% of projected revenues.
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The identification of risks, as well as their allocation, must be followed by their pricing. However, as
highlighted by the IMF (2004:134), the public and private sectors use different market risk pricing
methodologiesThe government usually uses tloeial time preference ratnd other riskree discount
rates for project appraisalwhereas private firms tend to include higher discount rates to reflect the higher
risk premiums to which they are subject. As a resdtind private sector proposals that have a higher
potential for efficiency may be unnecessarily dismissed. Even after the private bidder is chosen, the
discrepancy in public and private cost appraisal would result in inefficient resource allocation (IMF
2004:1314).

Once the risks and their potential impacts are identified, actors work to counter the risks that they are
able to manage.é.the endogenous risks). The tedf risk mitigation are variednd include contractual
arrangements, insurance, exporedit agency guarantees, political risk insurance, and employment of
financial derivativesThere are five major types of response (OE2ID6a;2627):

1 Risk avoidance whereby lhe source of risk is eliminateat is altogether bypassed by avoiding
projects that are exposed to it.

1 Riskprevention, whereby actors work to reduce the probapiit risk or mute its impact.

1 Risk insurance whereby an actor buys an insurance glancommon form of financial risk
transekr.

1 Risktransfer, whereby actors relo@tisks to pgies who can best manage them.
1 Riskretention, whereby risk is retained becausé msanagement costs are greater.

PPP risksharing in practice poses a difficult challenge to PPP implementation, especially for
contracting and accounting priaets (discussed below). According to the IMF (2004), the major issue lies
in the distinction made between the legal and economic ownership in contracts that do not accurately
reflect the actual riskharing arrangement. For example, a private firm operam asset is normally
considered the legal owner by contract. Howevahafjovernment bears most of the risk (such as demand
risk), it is theeconomicowner of the asset. This is a crucial distinction not reflected in the legal contract.
This dilemma bBcomes especially problematic in the contracting of leasing arrangemeni 2 Q04.

1.4. The level of competition

As discussed above, risk drives companies to bknteally and Xefficient, i.e.to manage and
influence the factors that may cause actuatomes to diverge from expected outcomes. As shown, these
factors includeanythingthat may cause costs to escalate beyond projsationevenue to fall short of
projectiors, both causing profits to fall short of project®iThis section argues thatropetition is a key
factor to ensure the effective transfer of ribk.its absence, the government effectively carries the risk,
irrespective of the conditions set out in the PPP cont¥dlben a provider is a monopolighus when
competition is absengnd notgiving value for moneyconsumers have little choice kot buy from the
monopolist. he monopolist may then be able to charge a higher uncompetitive price and alalopass
the costs that result from technical andinéfficiency. The monopolist ay also provide a goodhose
features do not comply optimally with what consumers want. In contrast, with competitidar the
assumption of perfect neoclassical marketsnpanies know that consursezan at any time go ta
competitor to get a combinati of quality, features and price that comes closer to the optimal combination
that they desire. This consumer power enlarges the impact on profitability of the various supply and
demand risks highlighted above and thus increases the urgency with whighrnteswill need to manage
these risks if they want to maximise their profits. In the absence of competitegovernment has no
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options between providers if it wants to take the PPP rqateicularly for large infrastructure projects
involving significant sunk costsA single potential private partner who knows this might take advantage of
its monopolistic position, thus reducing the efficiency with which it delivers the service. A reduction in
efficiency will reduce or even eliminate the benefit gbublic-private partnershipelatve to traditional
procurement.

In the context of PPPsompetition is important in both the pr@nd postcontract phases. In the pre
contract phasecompetition should take place in the bidding procelssre itisalsodal ed fAcompet i
fort he mar ket 0. Competition i n 4{cdnteact ghadeiisvaso galled f t |
ficompeinihé&omaKnowiag that there are several bidders might cause the potential private
partners to be as efficient as pie in their project designs and thereby ensure that they promise to
deliver value for moneyto the government. The presence of too few bidders is a real danger in PPP
bidding. For instance, in his study of 8&&ent Uhited Kingdom PPPs that were all déhe tender stage
Zitron (2006:54) reports that there were on average three bidders for each PPP contract. However, in a
quarter of these 8BPPs there were less than three bidders, thereby increasing the danger of opportunistic
(monopolistic) behaviour bthe bidders. In the absence of competitiam,in the event of a single bidder,
the government can use the secdmabt option of letting the bidder bid againgiublic sectorcomparator
(PSC).In this casgthe potential private partner does not haweincentive to maximise efficiency, which
is what competition would require, but only to increase efficidnctheamountneededo outperform the
PSC. (Given the inefficiency of some governments in some countries, this might not be too difficult.) An
alternative would be to suggest thiitsufficient past datare available, a benchmark established by past
best practice can be usdithere areso much data available from the performance of private companies in
related PPPs to allow the establishmdra benchmark, then the likelihood of only one bidder appearing is
rather remote. Therefore, there is no good substitutefbcompetition to ensure that risk has an effect on
the profitability of the private partner and, as such, ®ite partnerto minimise the risk by being
efficient.

Although bo few bidders mean thaalue for moneys not attainedtoo many bidders mean that the
probability of being the preferred bidder is small (Zitr@906:54). Given the cosff participating in
bidding for aproject, this in turn may cause strong potential private partners not to bid, even if the project
itself and the risks that it entails are acceptable to them (Z2@06:59; also see Bloomfiela006:402).
Thus, Zitron (2006:59) argues that a distinctetrould be made between bidding risk and the risk of the
project itself. Furthermore, the probability of not being the preferred bidder becomes more pressing the
higher the bidding costs. Since bidding costs increaseprojects become mooemplex and shce the
room for efficiency gains in simple projects is smaller than in complex projects, the paradoxical situation
may exist thathere is lesg€ompetitionfor projects where there are potentially the largest efficiency gains
to be made. The lack of contfimn may then result ifailure to realise thosefficiency gains.

Competition in the postontract phase is also a complex issue. In many instances, once a preferred
bidder is announced and the contract is signed, the unsuccessful bidders move someigven leaving
the industry within which the project falls. Examples may include private prison or toll road PPPs which
might not have very deep markets.ughonce the contract is signed, the preferred private partner with
whom the contract is concluddecomes a monopolistsupplier.Should the need arise to renegotiate the
terms of the contract aftés conclusiona monopolist supplier has an advantage compared topgplger
in a competitive marke®A monopolist might also be more prone to arthat there is a need to renegotiate
the terms of the contract. In additiopublic-private partnershg are usually longerm contracts.
Compared ta shortterm arrangementlongterm contracts may encounter more unforeseen evamnds
thusthe need to megotiate aspects of a PPP contractathing out of the ordinaryc{. Chongetal.,
2006:522and528). Renegotiation with a monopolistic provider then often leads to uncompetitive pricing
and behaviour that will reduce the risk of the private partnetfamsiundermine the impaon efficiency
of the transfer of risk. Therefore, a lack of poshtract competition undermines tha&lue for moneyof a
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public-private partnershipelative to traditional procuremer{fA related issue concerns the financing and
refinancing of PPP projects; see B&8.) However, the absence of competitors is not necessarily a
problem, provided thahe market is contestablee. even if a private partner is a monopolist, it will not
behave opportunistically if it knows thidtere arepotential entrantsito the market.

Box 3.3. Financing and refinancing of PPP projects

In a paper dealing with infrastructure public-private partnerships, Estache et al. (2007:3) report that, as the
nature of PPPs develops, so do the level and types of financing used in PPP contracts. Given that i in many
PPPs i the project is contained in a special purpose vehicle, the preferred form of finance is very often project
finance. Estache et al. (2007:6-7) report that governments usually use project finance when a project has a large
capital outlay and when the project and its assets are long-term in nature, requiring long periods over which to
amortise investment costs and to generate returns for creditors and shareholders. However, finance is not limited
to project finance. Other forms of finance used in PPP contracts include equity, mezzanine finance, commercial
lending and bond finance (Estache et al., 2007:7). Estache et al. (2007:3) also report that projects often suffer
from problems regarding their finance. These problems include:

9 best-case scenarios of revenue and activity that is presented as the baseline case;
9 lack of attention to the project evaluation, which leads to larger amounts of debt in projects;

9 long-term projects that are undertaken with short-term debt, coupled with a sometimes unjustified
assumption that the short-term debt can be rolled over at the same or even better refinancing
conditions;

floating rate debt that creates interest rate risk;

projects undertaken in local currencies, but with debt dominated in foreign currencies (and the related
problem of balance sheets where the asset and liability sides are denominated in different currencies);

9 governments not properly considering the allocation of risk and ignoring the potential for renegotiation.

Refinancing can also create unforeseen benefits for the private operator, in which the government might not
share if the contract does not explicitly provide for this possibility. For instance, if the private partner refinances a
project at an interest rate much lower than the rate that forms the basis for the fee paid by the government, the
private partner will pocket the difference as windfall profit. Therefore, contracts should include a provision that
allows the government to share in such benefits.

Source: Estache, AL, E. JuarPrawvat é. parupet $ Poliqy Res@ah) \Working?
Paper 4436, The World Bank, Washington DC.

Chong etal. (2006) studied competition and contestability in the -{gostra¢ phase of
concessions/PPPs for water delivery in the casel®Rlocal French authoritie€.More specifically, they
tested for what they called a competition effect and a termination effect (@&ahg2006:533). The
competition effect states that tea prices charged by privabperators will be lower in ¢hgeographical
zones where there are more potential competitors or where it is easier for the local authority to deliver the
service itself (so that the private operators also compete with tHealgiterity). The termination effect
states that water prices will be lower the closer the contractrén&wal or to any pragreed moment for
renegotiation. Thus, the closer a contract comes to renegotiation, the more willing a private partner will

2" Though the vast majority of these contracts might be classified as consess®mmninderlying argument remains
unchanged whether one consideublic-private partnershipgr concessionglt should be recalled thaisk transfer is

a common element to ensuvalue for moneyin both PPPs and concessions, also meaning that the foeed
competition is a commorement in the success of both.)
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bemme to reduce its price and thereby enhance its chances of being re$&lEbedationale for the
termination effect is that the further the contract is from renegotiation, the larger the sum of the future
benefits thatnight result fromopportunistic beaviour in the form of higlreuncompetitive price§Chong

etal., 2006:530531). A further rationale is that the closer the contract is to renegotiation, the higher the
present value of the possible renegotiated contract relative to the present vakidefdfits stemming

from opportunistic behaviour (Chorgtal., 2006:531). Chongetal. (2006:523) found evidence for the
competition effect between the local authority and the private operators, but no evidence for the
competition effect among private op#ors. In addition, Chongt al. (2006:523) found evidence for the
termination effect. Thus, there is evidence in this particular study that monopolistic behaviour in a PPP can
lead to higher prices.

Therefore, one may conclude thathile risk transfer s the driver of efficiency, competition and
contestability ensure effective risk transfer. Thus, whether or not a PPP repredaetdor money
depend®on both sufficient risk transfer and competition. In the absence of competition or potentiaitentry
will be difficult to attain higher efficiency anghlue for money

1.5. The nature of the service

Governments typically provide a long list of goods and services. What is further notable is that the
level of variation in these services is much larger ttienvariation observed in the list of goods and
services delivered by the typical private company. In addition, some of the goods that governments deliver
are public goods, others have externalities, while yetrstlage pure private goods.e( without
externalities). The nature of the services that governments deliver also differs in the degree of their
complexity. Some are very complex goods, while others are relatively simple. Thus, it comes as no
surprise that negotiating PPP contracts may not be @estiask, with the issue of contractual flexibility a
major issue in longerm contracts. The discussion that follows considers some of the ways in which the
nature of the services that governmetgiver affects PPP contracts.

1.5.1.General interest gats

In most if not all countriesthe government is involved in the delivery of goods tlatcording to
Chongetal. (2006:524) possesgyeneral interest attributes Standard public finance theory classifies
these goods as public goods and goods with matides. These goods suffer from tliiéee riderd
problem Demand is not fully revealednaking it difficult for private companies to estimate the future
demand for such gosdAs a result goods such ashose supplied througbBocial infrastructure are
undervalued by the private sector (IMED04:4). Thereforeghe government may need to estimate the full
social demand so as to either supply dbeditself or toinform a privae producer who then supplies the
government® Through this actionthe governmat is supposed to improve the allocative efficiency of the
goods or services delivered.tlie government uses a private producer to deliver the good or service, it
usually pays the private operator a fee per unit delivered, Wiglgovernment also statedhe amount it

% Chongetal. (2006:531532) also state the prerequisites for the termination effect to be preset:contracts are
renegotiatedor renewed)the local authorityl) forgets the past opportistic behaviour of the private partner, and
2) doesnot infer past opportunistic behaviour from present price behaviour when current price adpiatméring
made to improvéhe chances of being reselected.

% Note that in the absence of &ree riderd problemwhen the good is a private good, demand is fully revealed,
enabling a private company to estimate demand and subsequently carry the demand risk involved. In such a case
privatisation instead of public-private partnershimay be the best mode délivery.
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wantsdelivered Alternatively thegovernmentomplementshe user chargevied bythe private operator
to ensura higher level of delivery. These actions reduce the demand risk signifi¢antly.

Thus, because the overall risk of the caat may alreadype much reducedbecause osuch aower
demand risk, the choice between delivering a public good good with an externaljtyhrough a PPP or
by a government itsetiepends first on the ability ¢iie government to transfer sufficiestipply risk to the
private operator andsecond on the level of competition or contestability facing a private operator
(Grimsey and Lewis 2005:347; Hodge2004:3940; Fourie and Burger2000:708714). These two
conditions ensure that the private oper@atdehavour is technically and Xefficient. In the absence of
these two conditions, private sector delivery may not necessarily be more efficient, whereasiitsuabsts
as interest costand the profit thamust bepad to shareholders may cause theost of delivery through a
PPP to exceedhat of government delivergf. Fourie and Burger2001:159160; and Grimsey and Lewis
2005:351).

Nevertheless, efficiency is not necessarily the only reason for upinilia-private partnershipeven
if the sevice is not a general interest good but a private good (meaning it has no externality), a PPP can be
preferred to both traditional procurement and-hldiwn privatisation. This preference occurs when
effectiveness, in addition to efficiency, is also am af government policy. Effectiveness becomes
important with issues such as equity where poverty levels prevent the poor or financially lex frasth
making an effective demand for a service ewden their need is large.g.electricity supply to por and
remote areas in developing countries, or the provision of expensive medical procedures in any country).
The effectiveness issumay also arise in cases wheaecording to public perceptipthe government is
the party expected to deliver a servid@other case where government can consider ugiugpléc-private
partnershipoccurs when the sunk cost associated with delivery is considered too big by the private sector
for it to be the only party responsible for delivering the service (IRI04:4). Through the PPP contract
and the per unit amount it pays to the private operatgovernment can ensutbat the right level of
serviceis delivered (hence the decision not to privatise, since a privatised entitiecide, orgrounds of
profitability, to deliver less), while also improving efficiency through private sector involvement (hence
the decision not to hegon traditional procurement).

If effectiveness is not just a policy aim in addition to efficiency but becomes the overridingwriteri
(meaning thatit overrides efficiency concerndhe government may decide not to use a PPP to deliver the
service. This occurs when the delivery of the service in question is so important to the public interest that
the government does not want to run thekrisf a private operator failing in delivering the service
(Flinders 2005:232; Fourie and Burge2000:718; IMFE 2004:22; Corner2006:49; Estache2006:13).

These services may be said to havdiann e | ast i ¢ . b addtios effective risk tnadir in a

PPP in the case of a service with an inelastic sdeimands undermined if the private partner knows that

T because the delivery of the service is so impoitdahe government may be forced to baibut shouldt

fail financially. Thissituaion creates a moral hazard problem that prevents the effective transfer of risk,
even though the PPP contract states that risk has been transferred to the private partner. The exception
would be if, in the case of finaiat failure, the private finarer has stegn rights. Corner (2006:50)
suggests that PPP contracts should be structured such that if a private operator faisathereentive

for the finaner to step in and either assist the operator to reverse the failure or replace the operator. Whe

a private partner fails and no replacement can be found, the moral hazard problem is also absent or much
smaller ifthe government can take over the asset as a running concern. Notwithstanding these possibilities

%01f, instead of paying a fee per unit deliveréte governmerpays the private partner a fixed sum irrespective of the
guantity and quality delivered, demand risk disappears altogether. This usually also leads to the project not being
classified as gublic-private partnershiput as a financial lease, which in essence is a fornaditional procurement
(Quiggin, 2005:448).
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and incentives, if effectiveness is areaiding concern, ublic-private partnerships not necessarily the
best option.

Related to goods with an inelastic social demauneservices form part of what is traditionally
considered the core functions of government, such as defence, law andaadieliplomatic services.
Because of ethical or other reaspagovernment is expected to deliver these services, which means that
they are not contraitle (IMF, 2004:11; Malone2005:421).Even though a function such as delivering
judgment in criminalcases or defending the border is not typically performed by the private sector,
government need not necessarily undertake the building and maintenance of court buildings or the
production of military equipment (IMF2004:11). Thus, even if the core asigeof law and order or
national defence are not contractible, some ancillary services might be.

1.5.2.Complex services and contracts

Because PPP contracts include the carrying out of due diligence by advisers to ensure that all parties
can delivervalue for money,a PPP contract usually takes longer to close than didrsali procurement
contract (HMTreasury 2006:20). The complexity of negotiating public-private partnershipmay
generate substantial transaction time and costscthad cancel out th purported benefits of a PRIAd
thatmight be much higher than in other forms of delivery. For instance, in a reviewlfi#2i Kingdom
projects in health, education and civil engineering, Ahadzi and Ba@##:967968) noted that there
were excess® time overruns in the pintract stagesvhich in turnresultedin large advisory cost
overruns Of the projects with timeverruns 98% had overruns of between-166%. The overruns for
schools projects were the highest and those for civil engineerajects the lowest. Ahadzi and Bowles
also foundthattotal negotiation time scalegerehigh (some even close to &bnths). In addition to pre
contract time overruns, there were also substantiatgméract cost overrunghich ranged between 25
200% andvere due to the continued retention of advisors by the government and the private parties during
negotiations. Ahadzi and Bowles (2004:971) also chateat probably as a result of the central
procurement of civil engineering projects, the cost and tiveerons of these pjects were the lowest.

The time that it takes to negotiate a contract in thigdd Kingdomhas received the attention of the
government. HMIreasury (200&21) reports thatwhile the average tim@ concludea contracf(i.e.the
time it takes from initiating the project till the conclusion of the contraeds 29months in 2003, it
decreased slightly to 2vionths in 2005. In addition, the proportion of PPP projemtsvhich the timeto
conclude a contrads between €8 months incresed from just below 10% in 2002 to above 30% in 2003.
Furthermore, 50% of the projects advertised inGfigcial Journal of the European Union in 2003 were
closed within 24months compared tonly 26% in 2000 (HMTreasury 2006:21). HM Treasury takes thi
as tentative evidence that the reforms made earlier to improveottieact conclusiomprocess may be
successful, though it also acknowledges that the time to close aatorinains unnecessarily long.

According to Ahadzi and Bowles (2004)xe-contrad time and cost overruns in thenited Kingdom
result mainly from the differing views dhe government and the private sector about the comparative
importance thakach attacheto communication andb the ability and willingness oprivate parties to
acept risk. Ahadzi and Bowleq2004:972976) argue thatin the ULhited Kingdom, the government
attaches more importance to open and frank communication and the willingness of private parties to accept
risk than does the private sector. The government atachals more importance to the ability of the
private sector to commit equity over the long term. In additie@government attaches less importance
than the private sector to the previous experience of the prigater swhile the private sectes more
concerned about the experience and capacity of government depattraedtsal with PPPs.

When considering the choice between a pdblicate partnership and traditional procuremehng t
literature has not considered in detail the opportunity costsréisatt from the relative time overruns
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involved. Asmentioned aboveandparticularly in complex contragt8me overruns might occur during the
negotiation phase of a PPP. Compared to traditional procuretnesg¢fime overruns will cause delivery

of the service to occur later. As sydhere is an opportunity cost in the form of the lost utility that
consumers experience if the service is not being delivered during the overrun period (however, this cost is
probably very difficult if not impossible to antify). Traditional procurement might also experience a time
overrun, particularly once construction starts. Experience shows that time overruns during the construction
phase are much longer in the case of traditional procurement. Such overruns willesgétinin an
opportunity cost in the form of lost consumer utility if the service is not delivered during the overrun
period. Therefore, both PPPs and traditional procurement may carry an opportunity cost resulting from
time overruns in the case of guMic-private partnershipthe time overruns result from protracted
negotiations, while in thease of traditional procuremetttey result from delays during the construction
phase€™ In both casesthe opportunity cost is the lost utility that resultsri the nondelivery of the

service during the overrun period. These opportunity costs must be thoroughly consideredabefore
government decides whether or not a project is suitable for the PPP route. This consideration becomes even
more relevantvith more comfex projectssince the more complex the project, the larger the potential for

time overruns during the negotiation phase giualic-private partnershiff A solution applied in some
countries is the standardisation of PPP contracts, especially for gongjacts that will be on the market

on a regular basis such as schools or hospitals. Standardisation can make it possible for potential bidders to
make an investment in evaluating contracts of interest, with the possibility of spreading the cost over
seveal potential contracts.

Complexity alsohas animpact on the level of competition. In the casd complex projects, the
number of potential private partners who possess the necessary skills and capacity to be a partner might be
limited. In addition, commxity usually increases the bidding cost for potential private partners. Higher
bidding costs mean larger losses for the unsuccessful bidders, which in turn may serve as a disincentive to
bid in the first place. There is not mutttat agovernment can dabaut a limited pool of companiesgith
theright skills and capacity to be a private partner, except possibly open up the bid to international bidders.
Regardinghe high bidding cosg government can completely or partially compeasampanies, thereby
ensuring more bidders. However, in the event thaigovernment pays compensation for bidding ¢asts
company interested in bidding should first prove that it has the skills and capacity to be a potential partner.
The gvernment should also include thengmensation for bidding costs in its cost calculations when
comparing the PPP option taaditional procurement (ifhe governmentoes not pay compensation, the
private sectoractorswill include their bidding costs in their cost estimates not explicitlly, then
implicitly by requiring a higher rate of return).

Though complexity and the asymmetric availability of skills and capacity in the private and public
sectors serve as incentivestédethe PPP route, thg o v e r n laok of tskills may also giveise to a
principal-agent problem. This problem may ocaunt because the principald. the government) does not
possess the same informationtlas agenti(e.the private partner), but because the government does not
have enough expertise to monitordaregulate the contract once construction and delibegin This
situationmight undermine thealue for moneythat the government seeks from the PPP. However, given
theg o v e r nlack of skilss it might not fully comprehend the precise reason vahye for moneyis
notachievedT h e g o v e ack ohskifistaBesmeans thitis at a disadvantage if aspects of the PPP
contract are renegotiated after the conclusion of the contract. Malone (20427424 gues that the lack
of skills explains thedrge amounts that governments spend on advisors when negotiating PPP contracts.

3L Of course theeverse might also happere. traditional procurement contracts might experience time overruns
during their negotiation phase, while PPP contracts might also experience time overruns during their construction
phase. However, the probability of these overruns happening is lower, explaining why they are not distassed

32 One issue that may contribute siicantly to time overruns in the case opablic-private partnershifs when the
negotiations must also consider environmental impact studies and deal with environmental stakeholders.
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These costs may at times even inhibégovernmentrom takingthe PPP route. Hence there is a real need
for governments to develop the necessary skills and itgpaciealwith PPP contracts.

To attractand retain the needed skjllhe governmenimay be obligedo paycompetitive salaries to
the civil servantswho handlePPP contracts salaries that are comparable withageof their peers in the
private sector As may beexpectedthis is a rather contentious issue, sinceipgyhe civil servants
involved in the management tifeg o v e r n abkgationd ima PPP contract a salary that is comparable
to their private partner peers may create a discrepancy in civil seeviegneration. In some countrjes
doing so might also not be allowed in terms of the civil service rules and regul&itmat doing so may
result in a lack ofjovernment capacityhe cost of whicfi in terms of the cogif advisory services arttie
lost benefits due to weak negotiation skillsnay exceed the additional cosfshigher salariesOne way to
help alleviate this problem can be to use the private sector more extensively in the negotiation process,
i.e. hiring a private company to negotiatéth the PPP bidders on behalf of the government. This remedy
will of course not solve all the problems mentioned above, but some aspects of contract writing and
negotiation that require specific competence and experience can be handled through aopnpats c
instead of in house.

1.5.3.Contractual flexibility and renegotiation

PPP contracts are usually lotegm, often spanning periods 25to 30years. There are even cases of
60-year contractscf.the 62year French road contract mentioniedChapter2). Because the government
specifies the quality and quantitgnd becausepayment to the private partner depends smdivery of
that specified quhaty and quatity, PPP contracts can be very inflexible. Since dhsign, standards and
forecastdemand may prove inadequate or irrelevant to shifting societal needs, the inflexibility and the
long-term nature oPPPcontracts are major weaknesses. As stidre is a tradeff between dlexible
PPP and a PPP that is designed to consistently provide eifiespequality and output
(PricewaterhouseCoope005:22and33). Thougha government usually does not prescribe to the private
partner what the design of the project should be, the design is nevertheless constrained by the specification
of the quantityand quality thathe government requires. Polieyakers who consider thalue for money
of PPPs must also take into consideration the opportunity cost imposed by the inflexibility of the PPP
design and contract. For example, a private operator who rested in a highway project and who is
anxious about future revenue magguire,as part of the PPP contraah assurance fromhme government
that it will not build a rival railroad. Because the government would forgo a real future option by signing
sucha contract, the opportunity costs must be rigorously examined and detailedviubéor-money
analysis of the PPP. Unfortunately governments are unlikely to undertake such an assessment as part of
their exante VFM analyses because changes in futuredeeare difficult to identifyife. they represent a
case of uncertainty rather than a riakl[d because these needs would affect future administrations and not
the presnt one (Davis, 2005).

Another example is the cesaving effect that changing techngyomight have inthe future. A
government might miss out on this c@stving effect if itmust continue paying a private partner evh
delivers a serviceby means of obsoletiechnology If the servicewas beingdelivered through traditional
procurement,the government could simplyswitch to the new technology. Thuthe contractual
commitment ofthe government in the PPP migimply that it hasto buy a relatively expensiveervice
thereby destroying thealue for moneyof the PPP compared to traditional guoement. This raises the
guestion dwho should bear the risk of technological redundancy. The allocation of this risk will depend
on the degree afontractrigidity (as opposed to flexibility)The more rigid the contract, the more rikle
government caies whereadf the contracts more flexible the private partner caes more riskHowever,
the private partner will probably only be willing to carry the additional riskefgovernment pays it to do
So.
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Because of contractual rigidity arising froohanging technology anslarying demand levelsa
governmentmay wish to renegotiatea PPPcontract. The desireto renegotiate is not limited tthe
governmentsince unforeseen circumstances may also cause the private partners to wish to renegotiate.
The renegotiation of PPP contracts (and concession conf)aistsiot uncommon. HMreasury (2008)
reports that 22% of PFI contracts have undergone modifications during their construction stage, while
Estache (2006:4) notes that in Latin America up to 50%llotoncession contracts are renegotiated.
Unfortunately, ifa government needs to renegotiate the PPP contract, it might be at a disadvantage if the
private partner does not face actual or potential competition. Thus, renegotiation in the face of teadequa
competition might further destroy the castving advantages of publicprivate partnershipand
undermine they o v e r n capanity @ snsurealue for moneyThis problem is exacerbated the longer
the period of the contract and the more complex thecseitself or the negotiations.

If renegotiations fail, or if the private operator fails, the PPP contract is in danger of terminal failure.
Failed renegotiation that results in the termination of the contract can often be ascribed to tensions that
occurin the contractual relationship. Examining these tensiondefmst developed countriegstache
(2006:18) found thatlthough PPPs resulted in higher levels of efficiency, quality and access rates, their
fiscal and distributional (as in social equitydsts were higher than expectedhid combination of
efficiency, quality, access and co#sds to tension betweengovernment andts private partners and,
according to Estache (2006:18xplains the highedegree of partnership divorces.

The rigidity or flexibility of PPP contracts draws attention to the general conditions under which
contracts can be renegotiated in the light of unforeseen circumstémgesiciple, enegotiation should
only be allowed when thexpostrisk exceeds thexante risk, i.e.when after the conclusion of the
contract one party realises that the risk that it has been carrying is larger than any of the parties foresaw
with the initial contract negotiatioﬁé.‘l’ his means, for instance, that notthkincreases in input coshat
are large andhat threaten the profitability of the private partner necessitate the renegotiation of the
contract, particularly not if the probability that such an increase may occur has been includesantbe
assessment of risk and hence ttaculation of the compensation paid to the private partnegsdh
considerationagain highlight the need to do a proper risk analysig@natigh the riskas far as possible
as part of the initiabaluefor-moneyassessment.

A government can taksteps to improve the flexibility of PPP contracts (thouttese steps wilhot
necessarilysolve many of the problems that a lack of flexibility creates). Bdxlescribeow flexibility
is improved in Wited Kingdom PFI projects (HMreasury 2003). Theseefforts include the right to
modify specifications (of course at a cost to government) and the righhdoose acall for tender for
modifications. Chongetal. (2006:526) state thain France, because contracts between local authorities
and private op@tors are administrative contracts, the authorities have the right to change the specifications
of the contracts once they are signed @irse, the authoritiesustjustify the changes and compensate
the private operators for the changes). Quiggin (2pe&poses another mechanism that might improve the
flexibility of PPP contracts, and in particular letegm contracts. This mechanism takes the form of an
optiors clausethat is included in the PPP costt and that either party.€.the government ortte private
partner) can exercigefor instanceevery five years$ if it wants to terminate the agreeménin the event

33 Concessiorcontractsand PPP contracts have in common thahtare usually complex and lontgerm, which
means that the experience with the renegotiation of concession contracts aesst@pPs.

34 Note that this refers to both upside and downside iriskt refers to cosaind revenue expectations.

% Quiggin (2005449) argues that therice ofexercisng the fiputd option should be lower than for tifiealld option,
which means thatshouldthe government terminate the agreement, it will have to pay a higher price than if the
private partner did so. The readerthatunilateral termination imp@s costs on the opposite party.
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of renegotiationsthe options lauseprovides both parties with a credilfighread that will improve the
chances of both parties haditing from the renegotiation (Quiggi2005:449).

Box 3.4. Building flexibility into the United Kingdom private finance initiative (PFI)

The United Kingdom PFI scheme builds flexibility into its contracts by giving the public sector large leeway in
its ability to modify a project, or even cancel it in rare cases. Recognising that an asset once built is inherently
constrained by its design, a PFI contract enables flexibility for the public sector through the following rights (with
the public sector bearing the cost burdens for modification):

 The government has the right to modify the construction or operational specifications provided an
agreement is made with the private contractor on the entailing costs.

For modifications that exceed GBP 100 000, the government can tender a competition to ensure value
for money.

9 If disagreement arises over the process, a binding dispute resolution procedure takes place. If the
public sector is still dissatisfied or if the desired output cannot be delivered by the PPP even after
modifications, the government has the right to voluntarily terminate the contract (distinct from contract
termination due to )the contractordés default

The United Kingdom experience shows that 22% of PFI contracts have undergone modifications during the
construction stage, mostly to adjust for changes in scope. However, because these projects are still in their early
stages, it is premature to conclude how frequently contract modifications or terminations may occur.

Source: HM Treasury (2003), PFl: Meeting the Investment Challenge, The Stationery Office, London, www.hm-treasury.gov.uk.

Finally, even if questions regarding flexibility can be addressed, past experience shopsblicat
private partnershipare not necessarily always the only or besiba for public infrastructure and service
needs. Malone (2005:427) mentions that the Uhited Kingdom, prisons and roads make for more
successful PPPs, while hospitals and schools make for less successful PPPs. Given the high rate at which
informationtechnology mayecome redundant, IT publgrivate partnershigpphave all but ceased.

Areas of contract negotiations and renegotiations may include the following:

1 projectagreementestablishing the rights and obligations of both payties

1 performancespecifications:technical, financial, and service requirements

1 collateralwarrantiesestablishinglirect links between the public authorignd all the contracting
parties;

9 directagreementstegulating the relationship begen all parties and finaers.

Table3.1provides a more extensive look at possible areas of negotiation.
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Table 3.1. Potential areas of negotiation

Heading Detail

General provisions of the agreement -Legislative approaches
-Governing law
-Conclusion of the project agreement

Organisation of the concessionaire -Legal form

-Capital

-Applicable accounting standards
Project site, access and easement -Ownership of project assets

-Land acquisition for the purposes of the project
-Easement and transit agreements

Financial arrangements -Financial obligations of the concessionaire
-Tariff setting and tariff control
-Financial obligations of the contracting authority

Security interests -Security interests in physical assets
-Security interests in intangible assets
-Security interests in trade receivables
-Security interests in the project company

Assignment of the concession

Transfer of controlling interest in the project
company

Construction works -Review and approval of construction plans
-Variation of project terms
-Monitoring powers of the contracting authority
-Guarantee period

Operation of infrastructure -Performance standards
-Extension of services
-Continuity of services
-Equal treatment of customers or users
-Interconnection and access to infrastructure networks
-Disclosure requirements
-Enforcement powers of the concessionaire

General contractual arrangements -Subcontracting
-Liability with respect to users and third parties
-Performance guarantees and insurance
-Changes in conditions
-Exempting i mpedi ments, Aforce
-Breach and remedies

Source: European Commission (2003), Guidelines for Successful Public-Private Partnerships, Directorate-General Regional Policy,
European Commission, Brussels, http://ec.europa.eu/regional_policy/sources/docgener/guides/pppguide.htm.

2. The public sector comparator(PSC)

Prior to undertaking gublic-private partnership, government should be sure thabmpared to
traditional procurementa PPP will deliver bettevalue for money (VM). This requires arexante
comparison of the VFM of both the PPP and traditional procurement in every casdlvegreernment
contemplates using public-private partnershipThe public sector comparatoP§Q is an instrument that
governments can uge conduct such aexantecomparison. The discussion below considers the PSC in
more detail, first by considering its role in tlexante assessment of the project argkcond, by
considering the relationship between the PSC and the level of cdmpdititing the bidding process.
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2.1 Ex anteassessment and thmublic sector comparator

Different countries use different methods to asseése for money Grimsey and Lewis (2005:347
and 351) classify these methods on a spectiinat denotes the level of cgotexity involved (see
Figure3.5). The most complex assessment method is a completbeastit analysis of all the alternative
methods thathe government and the private sector can use to undertake the project. Next in line is where
the government usea public sectorcomparatomprior to undertaking the bidding process. The third is the
use of a PS@fter the bidding process. The last case does not involve a comparison between public and
private alternatives, but merely iedon the competitive biddingrocessad ensure VFM.

Figure 3.5. The spectrum of methods to assess value for money

Source: Based on Grimsey, D. and M. K. Lewi s (2005) , AAre Public Private P
Evaluating Alternative Approaches and Comparing Academic and Practit i o n e r Avtbuating Forum,
29(4), pages 347 and 351.

Complete ostbenefit analysisas used in Germany (Grimsey and LewR005:353) requires
significant information and assumptions regarding costs and benefits. Because of the subjectivity involved
in the making of the assumptions, Grimsey and Lewis argue that the use ofbarmditmethod may
create ambiguity as to whether or ngiublic-private partnershiwill deliver the bestalue for money

The second method, employed in Japan, the Netlisrland South Africa, is the use of a public
sector comparatqurior to the bidding process (Grimsey and Lewis, 2005:353; National Treasury, 2004).
In this case, the PSC is compared to a fishadowbo
demongtated that a publiprivate partnership can deliver better value for money than traditional
procurement can the project proceed to the bidding phase. After bidding, the VFM assessment might be
updated to establish whether or not the project still yieltlsevimr money An example is the threstage
value for money assessment process introduced in the United Kingdom in 2004 and updated in 2006
(HM Treasury, 2006b). HMreasury provides a simplified spreadsheet for completion by government
entities interestbin a PFI project, in order to assess whether or not a project represents VFM compared to
traditional procurement (HMreasury, 2006c¢). This spreadsheet is in essence a simplified PSCtodel.

The third method is the use of a public sector compagdter the bidding process (though it is
compiled prior to the bidding process), in which case the PSC is compared with the actual PPP bids to
establish whether or not they represent value for money. Australia esrtpleymethod (Grimsey and
Lewis, 2005:352). fie fourth method the competitive bidding processs used in France and the United

36. The spreadsheet (HMreasury, 2006c) is available on line watww.hmtreasury.gov.uk/documents/
public_private_partnerships/additional_guidance/ppp_vfm_index.cfm
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