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1.

INTRODUCTION

What transforms a desirable project on a government wish list to an attractive investment opportunity in the eyes of a potential private sector partner? This guide seeks to enhance the chances of developing effective partnerships between the public and the private sectors by addressing one of the main obstacles to the effective delivery of public-private partnership (PPP) projects: having the right information on the right project for the right partners at the right time.

Data from the World Bank and the Public-Private Infrastructure Advisory Facility (PPIAF) private participation in infrastructure (PPI) project database indicate that private sector investment in infrastructure in developing economies grew steadily over the past decade (see figure 1.1).1 By 2007 the levels had finally surpassed the peak levels seen in 1997, the end of the previous growth spurt.

However, the history of international credit flows shows that when international markets are down, emerging markets with less developed domestic sources of long-term credit can suffer disproportionately as international lenders retreat back to their own domestic markets, while those with stronger domestic markets may be less affected. The recent credit crisis, started in mid-2008, is only the most recent instance of this (see figure 1.2).

Figure 1.1 Investment Commitments to New and Existing Infrastructure Projects with Private Participation in Developing Countries, by Sector, 1990–2008

[image: ]

Source: World Bank and PPIAF PPI project database.

Figure 1.2 Investment Commitments to New PPI Projects Reaching Closure in Developing Countries, by Region, 1995–2009

[image: ]

Source: World Bank and PPIAF PPI project database and impact of the crisis on PPI database.
Note: Includes only investment commitments at financial or contractual closure; does not include additional investment in subsequent quarters. EAP = East Asia and Pacific; ECA = Eastern Europe and Central Asia; LAC = Latin America and the Caribbean; MENA = Middle East and North Africa; SA = South Asia; SSA = Sub-Saharan Africa.

Where credit availability falls, lenders then demand higher returns and more onerous terms for the risks they are being asked to take and their tolerance of risk declines. This may have an impact on whole sectors of the market: projects that rely on user demand may struggle more to raise funding than projects that are based on government payments for the availability of a service. Thus, rather than paying for the perceptions (no doubt valid) of higher risk, the challenge is to derisk the situation. Projects more likely to reach closure are characterized by strong economic and financial fundamentals, the backing of financially solid sponsors, and government support.

Over the past decade, there has also been a growing diversity of project sponsors, with firms from emerging economies such as India and China playing a more important role (von Klaudy, Sanghi, and Dellacha 2008). Despite the various crises, an unmistakable trend has been the emergence of the private sector as both a more commonplace and a more diversified player in the delivery of infrastructure services.

However, private sector participation in the financing and delivery of infrastructure services still addresses only a fraction of the demand. Differences also exist between sectors, regions, and types of projects. According to the World Bank and PPIAF PPI database, energy and transport, and to a certain extent telecommunications, have attracted larger shares of investment, while water and sewerage continue to remain challenging sectors for private investment. The data also reveal that investors have tended to favor greenfield projects over projects that rehabilitate existing assets. This would suggest that investors have become generally more cautious about the risks associated with rehabilitating existing infrastructure assets. They are also more wary about sectors that involve political and regulatory risks, especially those that involve tariff issues for end users in socially sensitive areas such as water.

Issues that affect the supply of well-prepared projects, rather than the demand for such projects, have been the main constraints to mobilizing private sector investment and delivery of infrastructure. Given the difficult environment for long-term private sector investment, the challenge will be for even better discipline in the selection and development of projects.

This guide focuses specifically on what should be done, and when, in order to prepare projects to attract the right long-term private partners, procure their involvement, and manage the partnership. This guide is not a detailed project preparation manual; rather, it seeks to provide an overview of the process and what is involved so that greater realism can be applied to this challenging task and adequate resource plans can be developed.

Role of Public-Private Partnerships

Many governments turn to the private sector to design, build, finance, and/or operate new and existing infrastructure facilities in order to improve the delivery of services and the management of facilities hitherto provided by the public sector. Governments are attracted by the benefits of mobilizing private capital: the estimated demand for investment in public services shows that government and even donor resources cannot fill the investment gap alone, and so harnessing private capital can help to speed up the delivery of public infrastructure.

PPPs, in particular those with long-term contracts, can bring significant benefits for governments in the delivery of public services, such as the following:


	Greater efficiency in the use of resources. By allocating the management of risks optimally between the public and private sectors, a well-managed PPP preparation and bidding process can enable a more efficient use of resources over the lifetime of the asset, as the private partner has an incentive to consider the long-term implications of the costs of design and construction quality or the costs of expansion in the case of existing facilities. At the same time, the long-term nature of the contract can generate greater certainty (or even a reduction) in the price of service delivery, in real terms. This is especially the case for those PPPs, described more fully in chapter 2, where the public sector is purchasing a service on behalf of the taxpayer: known prices have clear value within a highly constrained public sector budgetary system, as they greatly reduce the likelihood of surprises down the line. This also ensures budgeting for proper long-term maintenance of assets, which is often omitted in traditional forms of public sector procurement to the detriment of the asset and the taxpayer.

	Capital at risk to performance. The explicit exposure of capital to long-term performance risk gives the private party an incentive to design and build the asset on time and within budget and to take into account the costs of longer-term maintenance and renewal. It underpins the required allocation of risks.

	Quality assurance and scrutiny. The PPP process usually involves a much greater level of quality assurance than the standard public procurement process as the public authority prepares its projects and engages with the market. The public authority will face scrutiny by parties outside government, such as lenders and investors, whose capital will be at risk over the long term, depending on the performance of service delivery.

	The more open scrutiny of the long-term commitment required of a PPP usually requires information about the true long-term risks and therefore costs to deliver the public service. This scrutiny can generate a more informed and realistic debate on project selection and a focus on outputs and even outcomes. Such additional quality assurance and scrutiny are often absent in conventionally procured projects.



These benefits have important implications for PPP policy even where the availability of long-term private funding is more constrained. In other words, there are some fundamental policy drivers to use PPPs even if, at times, private financing is constrained. Looking ahead, good PPP structures can endure and can simply adapt to changes in the market.

PPPs therefore can make governments think and behave in new ways that require new skills. They can be a tool for reforming procurement and public service delivery and not merely a means of leveraging private sector resources (see box 1.1). PPPs are also more than a one-off financial transaction with the private sector. As a consequence, they need to be based on firm policy foundations, a long-term political commitment, and a sound and predictable legal and regulatory environment. Sophisticated private sector partners understand this and will look for these factors when deciding whether or not to bid for a project. The other challenge for governments, especially in emerging markets, is the fact that resources are usually less readily available for activities that lay the foundations for a successful PPP than for project-specific procurement activities. However, without the right policies, institutions, and processes, the transactions that follow will often fail.

Box 1.1


Port Concessioning and Competition in Colombia

The concession of four public ports in Colombia in the early 1990s is a good example of using PPPs to drive reform aimed at increasing competition and addressing structural problems of poor productivity and heavy labor and pension costs. Under 20-year concessions offered for four separate ports, the concessionaires were responsible for managing each port and for contracting with port operators for the use of the port facilities. New laws abolished restrictive labor laws and allowed stevedoring services to compete freely in each port. In parallel, a General Port Superintendent was established as a regulator for the concessions, a new pension fund was established to cover substantial labor retrenchment, and the former public port authority, Colpuertos, was dismantled.

As a result of these reforms, and the resulting competition between ports and of stevedoring within the ports, there was a strong increase in productivity, a decrease in the users’ fees, a steady flow of revenues to government as payment for the lease of the facilities, and attractive returns to the concessionaires. With evidence of this success, further private investment was encouraged, as concessionaires started investing heavily in container cranes, and the stevedoring companies in shoreside equipment.

Source: Summary extracted from Gaviria 1998.



Most forms of PPP involve a contractual relationship between the public and private parties (for example, a concession). The long-term nature of these contracts can create a strong long-term mutuality of interest: they differ from traditional (input-based) procurement contracts, under which the client government will often be tempted to micro-manage the decisions of project implementation and so carry much of the associated risk. Contractors seldom miss the opportunity to increase their prices, which are linked to inputs, and so this style of contract is often associated with a short-term “claims culture.” Early evidence of operational contracts in more mature PPP programs shows that in many cases the parties recognize this mutuality of interest without adversely affecting the mechanisms in the formal contract that determine performance (Ipsos Mori Social Research Institute 2009).

Scope of the Guide

This guide starts with a review of the scope of public-private partnerships in chapter 2, as this is an area where interpretations can vary widely. The guide then takes a sequential look at the development of projects from first principles. Chapter 3 examines the foundation blocks for engaging with the private sector, and chapter 4 follows with an assessment of the issues relevant to project selection. Chapter 5 examines financing issues, which are especially relevant in the current environment. Chapter 6 reviews the actions involved in preparing projects for market, including how the process should be managed. The particular issue of managing advisers is examined in chapter 7, while chapter 8 looks at how the public sector should interact with the private sector during the subsequent phases of project selection and preparation, to ensure that decisions made during these phases are based on a realistic view of what the private sector can provide. The last two chapters look briefly at the issues of engagement with the private sector during the stage of competitive procurement or tender (chapter 9)and after the contract has been signed (chapter 10). While contract signature is often regarded as the conclusion of the process, the true success of the project will depend on the quality of services delivered to citizens over the life of the project. Several brief case studies are included to illustrate some of the key messages.

The proper preparation of PPP projects may appear to be daunting at first. However, breaking the task into a series of defined steps and processes (many of which also apply to traditional public investment projects) can greatly simplify the process (see figure 1.3). Equally, the public sector cannot be expected to have all the necessary resources in-house; legal, technical, financial, environmental, and other advisers are frequently used throughout the process. The challenge is to select the right advisers and to manage them effectively.

Figure 1.3 Key Phases of the Public-Private Partnership Project Process

[image: ]

Source: Authors.

Limits to the Guide

There are inevitable limits to the usefulness of any guide in an area as complex as PPP project development, especially where the scope of projects and the range of operating environments vary enormously. This is a guide, not a detailed set of rules. It has been prepared with the aim of setting out for public sector officials, charged with delivering infrastructure projects, a possible route to help to attract adequate private sector interest for their projects in a competitive process and a challenging environment, with a particular focus on emerging economies. Most of the statistical information focuses on basic infrastructure sectors, but the guide also includes examples and case studies from PPPs in social sectors to illustrate the possible applications of this approach. The most important task is to set realistic expectations of what is likely to be involved and to raise awareness of alternative approaches when preparing projects to attract the right private sector partner. It is important to remind the reader that this is only one aspect of the PPP process. The PPP process is not just about transactions: a PPP is a marriage, not a wedding ceremony. There are other equally important areas such as setting the policy criteria for public investment and selecting the projects to meet such criteria, not to mention the long-term management of the subsequent partnership. These areas are touched on only briefly in this guide. The following pages are intended to provide helpful general principles to inform the development of more detailed practices and approaches.


1 The World Bank and PPIAF PPI project database includes some classes of projects that are not public-private partnerships as defined here, such as privatization projects or investment in sectors such as mobile telephony (see appendix A); it does not include social infrastructure PPP projects. The data also rely on investment commitments, which may turn out to be different from actual investment. Collecting consistent, reliable information on projects remains a challenge, and the data should be treated with such limitations in mind.




2.

DEFINING PUBLIC-PRIVATE PARTNERSHIPS

The term public-private partnership (PPP) does not have a legal meaning and can be used to describe a wide variety of arrangements involving the public and private sectors working together in some way. Policy makers have invented an ingenious array of terms to summarize what they are trying to achieve. It is therefore necessary for them to be very clear about why they are looking to partner with the private sector, what forms of PPP they have in mind, and how they should articulate this complex concept.

PPPs are contractual arrangements of varied nature where the two parties share rights and responsibilities during the duration of the contract. Different forms of PPPs may exist involving various combinations of public and private sector finance and exposure to project risk. The various arrangements often reflect the different appetites for risk and the role of the private party varies based on the sector and the nature of the market. This guide focuses on those PPPs that involve significant private financing because these are usually more complex to prepare and imply a greater involvement from both parties throughout the life of the project.

Privatization and Management Contracts

PPPs are often confused with privatization. There is a clear difference between these two forms of private sector engagement: privatization involves the permanent transfer of a previously publicly owned asset to the private sector, whereas a PPP necessarily involves a continuing role for the public sector as a “partner” in an ongoing relationship with the private sector.1 Under a PPP, accountability for provision of the service is clearly in the hands of the public sector, and there is a direct contractual relationship between the government and the private sector provider. With privatization, immediate accountability for providing the service may often transfer to the private provider (although ultimately the citizen may hold government accountable): if the telephone in a privatized telecommunications utility does not work, the citizen will normally complain to the private provider, but if a PPP hospital is closed, the citizen will still hold the government immediately accountable. These distinctions can be important when governments seek to engage public understanding of and support for PPPs and begin to identify the skills and processes needed for the very different PPP processes. Some governments have deliberately sought to brand their PPP programs to distinguish them directly from privatization and in some cases even from previous forms of concessioning. In Mexico, for example, certain PPP projects are referred to as projects for the provision of services (PPS), and in Peru PPP projects have been branded in the legal framework as co-financed concessions.

Other forms of private sector involvement may entail shorter-term management contracts or (longer-term) lease or affermage arrangements with limited private sector investment. Management of rural roads and water and sewerage projects often use this approach. Urban water utilities in developing countries, for example, may involve leases or affermage contracts, where the private sector enters into a long-term arrangement with the public authority to operate and maintain a facility and implement an investment program in the utility, although the public sector retains the responsibility for financing the investment. These projects share some common characteristics with the capital-intensive PPPs discussed in this guide, and many of the steps described may be equally applicable to preparing such projects and attracting good operators. However, the transfer of risks to the private sector is more limited, with implications for the incentives and nature of the partnership. In particular, while the private party’s profit may be at risk under a management contract, only limited private sector capital is at stake, and therefore important disciplinary mechanisms found in capital-intensive PPPs, such as the lenders’ due diligence and subsequent exposure of capital investment to performance risk, are absent or at least considerably reduced.

Small Private Providers of Infrastructure Services

PPPs are not necessarily confined to the involvement of large players, either foreign or domestic, and a growing number of arrangements involve relatively small-scale domestic providers of services. Again, many of the disciplinary mechanisms described in this guide will apply, but these may require further approaches not covered here. Examples of such projects include isolated electricity grids operated by local distribution companies or the provision of water by small independent providers, as is found in Paraguay (“los Aguateros”). In many cases, though not all, these arrangements may be more akin to management contracts involving only relatively modest amounts of private capital.

User-Fee and Availability-Based Public-Private Partnerships

This guide focuses primarily on those PPPs that arrange for a private party to provide public infrastructure under a long-term contract with a public sector body.2 Under such an arrangement, the private sector party usually agrees to undertake the following:


	Design and build, expand, or upgrade the public sector infrastructure

	Assume substantial financial, technical, and operational risks

	Receive a financial return through payments over the life of the contract from users, from the public sector, or from a combination of the two

	Usually return the infrastructure to public sector ownership at the end of the contract.



Terms such as BOT (build, operate, and transfer) and DBFO (design, build, finance, and operate) are often used to describe such schemes. Such terms also apply to long-term concessions where the private sector is responsible for the operation, maintenance, and expansion of existing assets. When the underlying asset is not returned to the public sector, it is sometimes referred to as a BOO (build, own, and operate) contract, and the procedures to select, prepare, and bid these types of projects are usually no different. Each sector may have its own particular issues, but these approaches can apply across a wide range of infrastructure provision. Whether in power generation, the building and maintenance of roads, or the provision of schools or hospitals, the broad nature of the PPP is determined by what rights, obligations, and risks are assumed by the public or private parties within the partnership. In this regard, these forms of PPP can be broadly broken down into two further categories: user-fee and availability-based PPPs. In some countries (Brazil, for example), separate PPP laws and even institutions may be established for different forms of PPP.

User-Fee PPPs

In a user-fee PPP, a public authority grants a private party the right to design, build (or refurbish or expand), maintain, operate, and finance an infrastructure asset owned by the public sector. Often described as a concession agreement, the user-fee PPP contract is for a fixed period, say 25–30 years, after which responsibility for operation reverts to the public authority. The private party recoups its investment, operating, and financing costs and its profit by charging members of the public a user fee (for example, a road toll). Thus a key feature is that the private party is usually allocated the risk of demand for use of the asset, in addition to the risks of design, finance, construction, and operation. However, demand risk may be allocated in various ways: for example, the public authority may share the risk by underwriting a minimum level of usage, and, therefore, the public sector may also be involved in making payments to the private sector under certain circumstances. (It may also do so in the form of a subsidy for the capital costs. In other cases, it may extend the concession contract period to enable the private party to collect user fees over a longer period.) The level of user charges may be prescribed in the PPP concession agreement itself, by a regulator (implementing a tariff adjustment mechanism set out in the legislation or in the concession agreement), or even by the concessionaire. Typical examples of these types of PPP include toll roads, railways, urban transport schemes, ports, airports, and even the provision of power, water, gas distribution, and telecommunications. The competence and autonomy of a regulator or of a monitoring entity, where it is required, are crucial features of these forms of PPP.

Availability-Based PPPs

The other main form of PPP has some similarities with user-fee PPPs, in that it also involves a private party designing, financing, building or rebuilding, and subsequently operating and maintaining the necessary infrastructure. However, in this case, the public authority—not the end users—makes payments to the private party. These payments are usually made as, when, and to the extent that a service (not an asset) is made available.3 Hence the demand or usage risk usually remains with the public authority. This form of PPP has important implications for the detail required to define, monitor, and pay for the service by the public sector; the implications for affordability for the public sector; and the procurement methodology used.

The availability-based PPP had its genesis in power purchase agreements used in independent power producer projects (IPPs), where the power offtaker was a public authority. In such projects, private investors typically build a power generation plant and contract to sell the electricity generated to a publicly owned power utility (or to a private distribution company, although in this case it would not be a PPP, as both parties are private). The public authority assumes part or all of the demand risk and makes a minimum payment for a service, in this case the availability (or capacity) of the power plant, whether or not part or all of its output (energy) is actually required—in effect a form of “take-or-pay contract.” Further payments are usually made for usage, to cover at least the cost of fuel for the plant, but also in some cases for the payment of additional energy if and when it is actually delivered.

The power purchase agreement structure can be used for any kind of “process plant” project, such as the generation of electricity from gas-fired plants, the transportation of gas or oil through pipelines, and the operation of waste treatment plants.

A further development of the power purchase agreement structure is also used in social infrastructure projects, such as schools, hospitals, prisons, or government buildings, as well as in other projects that are not “self-funding,” such as rural roads. Such PPPs are used where accommodation is provided or where equipment or a system is made available. In all these cases, payments are again generally based on the availability of the accommodation facility, equipment, or system to a defined standard and not on the volume of usage. The mechanism that determines the level of payment for the service is usually set out in considerable detail in the project agreement itself, and, accordingly, the role of a regulator may be much less extensive or even nonexistent.

Where the requirement can be well defined and is unlikely to vary significantly over the life of the agreement, governments have found these types of PPPs to be very effective in ensuring that public facilities are delivered on time and on budget, are properly maintained, and are able to deliver public services in the context of constrained resources. The United Kingdom pioneered the use of this form of PPP for the provision of social infrastructure (known as the Private Finance Initiative [PFI] Program), and many other countries, such as Australia, Brazil, Canada, Japan, the Republic of Korea, Mexico, and South Africa, are using this approach.

For the purposes of this guide, these types of PPPs are called “availability-based PPPs.” In some countries, these forms of PPPs are referred to as annuity schemes. However, if an annuity is paid irrespective of performance (a crucial element of a PPP contract), these schemes are just another form of government borrowing and fall outside the scope of PPPs as discussed in this guide.

Whether to pursue a user-fee or an availability-based PPP is both a policy decision and a reflection of who is best placed to pay for the service. The affordability of availability-based PPPs is likely to be an issue in some developing countries, because such projects require public resources and do not themselves raise revenue through user-payment mechanisms. Availability-based PPPs also require that the long-term payment obligations of the government are acceptable to investors, especially since such payments may rely on multiannual budget approvals. However, user-fee PPPs also present their own challenges with regard to demand risk and user affordability (see Harris and Patrap 2008 on how these risks may be higher in some sectors and play a role in the cancellation of projects). Faced with these challenges, the solution in a particular situation may involve blending user fees and public service charges and, in some cases, tailoring overseas development assistance into longer-term, performance-based contracting support. These mechanisms can often create much more stable projects, as demand risk—a common cause of project failure—is shared. On the funding side, the solution may also involve mixing different forms of finance and funding support (as is happening even in mature PPP markets in the current climate). These issues are discussed further in this guide. In many markets, particularly those with availability-based schemes, PPPs are now seen as a method of procuring public services, not just as a means of financing infrastructure. Looked at in this light, other forms of partnership are also developing to provide greater flexibility (although they often are more complex). These may involve partnerships to manage whole programs of investment and service delivery (rather than individual projects), particularly in cases where the timing or nature of future requirements may vary, but where there are still significant benefits to sharing risk and taking a strategic approach with a private sector partner. The United Kingdom adopted this approach for some of its primary health care and schools infrastructure under which the private and public sectors become partners to deliver a whole program of infrastructure investment within a region over a defined period, with the identification and timing of delivery of many of the individual facilities taking place over the life of the program. This guide does not cover these forms of partnership, but it is important to be aware that increasing and varied forms of PPPs are emerging around the world.


1 When privatization is partial rather than total, the public sector may remain involved in the firm depending on the degree of control actually transferred to the private sector.

2 Referred to in this guide as the “public authority,” this body may be a central, regional, or local government, an autonomous public body such as a roads agency, or a public enterprise.

3 A hybrid of the user-fee (demand risk) and availability-based PPP is the use of “shadow tolls” in PPP road projects: here payment is made by the public sector, based on usage by drivers.
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